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SEARCHING FOR AND FINDING ERM

by Steve Brown

A study by Stanford University finds the top 10 things people do on the internet in order are: check
email (cited by 90% of people surveyed), search for general information (77%), surf (69%), read
(67%), have a hobby (63%), review product information (62%), look up travel information (54%), do
work (46%), play games (36%) and buy something (36%). No matter what you do on the internet, we
are sure searching is continually going on at community banks given ongoing and substantive
changes in the industry. To save you some searching, we continue our discussion from yesterday on
Enterprise Risk Management (ERM), as we attempt to help banks that are just beginning to go down
this path or are seeking further information on the subject to enhance existing programs.

One reason many community bankers we talk with struggle with ERM is that it is really more of a
journey than a destination. ERM is a fluid process that shifts its path as it travels department by
department. It can be used in strategy setting, is designed to take into account risk throughout the
entire organization and gives assurance to the Board and management team that the organization is
continually managing risk within its appetite. That is easy to say, we know, but many who have tried
to implement an ERM program have become bogged down in the details and find such an approach
difficult.

To get things rolling, we suggest trying to focus on 7 major themes. First, sit down and think about the
bank's own internal structure. Ask yourself how the bank's management team and Board view risk.
Try to nail down in a short summary the overall philosophy toward risk, appetite, environment and
values the bank espouses. This process will help set the tone and can be done using something as
easy as a piece of paper and pen.

Next, focus on corporate objectives. ERM is designed to make sure the objectives are consistent with
the risk appetite, so spend some time examining where the bank is heading and whether or not the
objectives support the mission.

The third component to consider is the process of conducting a risk assessment. To understand where
risks are coming from and what impact they can have, it is important to step back and make an
assessment. For this piece, be sure to consider the likelihood of a given risk occurring and the impact
of the risk to determine the best way to manage it.

Another key area of consideration is in event identification. Here, bankers will need to separate risk
from opportunity and if that risk is derived from internal or external sources (or both). In so doing,
risks can be better identified, mitigants put in place to manage and opportunities leveraged.

Once you have potential risks listed, start thinking about how to respond to each. Should you avoid
the risk entirely, accept it, reduce it, or mitigate a portion of it? The goal throughout this process is to
work to align risks that already exist within the bank's overall risk tolerances and appetite.

Polices and procedures are yet another area banks are quite familiar with and that bear a review as
part of the process. Are current policies and procedures effective, do they need refinement; do they
lead to additional risk or help control it?
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Finally, think about how information flows in, out and through the bank. To manage risk, systems may
need to be enhanced in order to identify, capture, monitor and report changes in risk on an ongoing
basis.

Don't get too upset if the process seems like it takes awhile to get going. Searching for risk in the
bank, identifying its source, determining how acceptable it is and taking action to mitigate or control
it is a process unto itself. Our advice is to start simply and continue to slowly build over time.
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BANK NEWS

FDIC Insurance

The House proposed an amendment to Financial Reform that would permanently increase deposit
insurance to $250k and keep the full insurance on transaction accounts. In addition, the amendment
also would change the minimum reserve ratio, increase the hard cap and change some provisions for
premiums. The amendment goes to the Senate for approval and then to reconciliation.

CU Closed
Orange County Employees Credit Union ($1.7mm, TX) was closed with Sabine Federal CU ($150mm,
TX) acquiring all assets.

Debits

According to a study by PULSE, debit card use rose 10% from 2008 to 2009 with the majority (58%) of
transactions totaling less than $20. PIN transactions rose 13%, with an average $41 total, while
signature transactions rose 9% with an average of $35. About 64% of consumer debit cards were
actively used in 2009, down from 66% in 2008.

Muni Debt

The WSJ is reporting that the risk is greater than the bond market is pricing. State and local borrowing
as a percentage of the country's GDP has risen to an all-time high of 22% in 2010, from 15%, with
projections that it will reach 24% by 2012."

CA Forecast

The latest UCLA Anderson economic forecast projects CA will see slow growth in 2010 that will
accelerate in 2011 and 2012. Unemployment is projected to average 12.1% this year as it slowly
heads toward single digits in 2012.
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