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Risk Management Survey Analysis

Background
and
Objective

Examination
Climate
Remains
Challenging

Sheshunoff Consulting + Technology conducts periodic surveys of the banking
industry that incorporate the viewpoints of both clients and non-clients. In the
tirst quarter of 2008, we conducted a survey of banks in the eleven states that
currently comprise our Risk & Compliance Services delivery regions. A total
of 269 banks responded to this survey, which was conducted by telephone
between March 10 and March 28, 2008.

The purpose of the survey was to identify both continuing and emerging areas
of concern within the risk management area of the banking industry. A
complete tabulation of the results can be found at the end of this narrative.

For years, anecdotal evidence has suggested that the regulatory climate is
tougher in the Northeast as compared to the Southwest. Our survey suggests
there may be some truth to this observation, but the gap, if it indeed exists,
may be narrowing. Only a scant 4% of respondents in the N.E. indicate that
their last Compliance Exam had gotten easier, while 17% indicated it was more
stringent, and 79% saw no change. In the SSW. 10% felt their last Compliance
Exam was actually easier, 12% felt it was tougher, and 78% either had no
opinion (RF/DK) or felt their exam experience had not changed.

How was your last re pulatory examination?
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The results for Safety and Soundness Exams indicate a slightly more difficult
examination process. In the N.E. only 3% indicated their last exam was easier,
while 22% felt is was more difficult. In the SW. 5% said their last Safety and
Soundness Exam had been easier and 16% said it was tougher.
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Trends in
Risk
Compliance

Final
Conclusions

The other major difference is in the area of commercial real estate lending and
loan stress testing. In the coming year 63% of banks over $200 million
indicated that commercial real estate would become a significant risk
management issue, whereas only 47% of banks under $200 million see this as
an emerging concern. Not surprisingly, 50% of banks over $200 million see
CRE loan stress testing becoming a point of emphasis and, although there does
not appear to be a major difference from an examiner point of view, 50% of
banks over $200 million indicated that they have already implemented CRE
loan stress testing in the coming year as opposed to only 29% of banks under
$200 million. However, it is on the radar screen for smaller community banks,
45% of the survey respondents indicated that they plan to implement CRE loan
stress testing in the coming year.

In our Risk Management practice we have noted that institutions of all sizes
are concerned with ensuring that their Identity Theft program is broad enough.
Until the examination procedures are released, this remains an unknown
variable. Also, we have noted that banks regulated by the OCC appear to have
had more pressure to actively risk assess and manage their commercial loan
portfolio according to the CRE guidance issued in late 2006 (including stress
testing it periodically) than institutions that are regulated by the other
agencies. However, we have seen signs that the other agencies are stepping up
their emphasis on CRE portfolio management. Other issues we believe are
important include:

« BSA; it remains a major concern with more scrutiny now being trained
on smaller, high risk institutions than in the past.

« Flood insurance regulations, FEMA issued a new flood guidance in
2007 which is just now being interpreted; new examination procedures
will likely result

« RESPA, HUD has issued some drastic proposals that may be more
likely to become final in the current environment

In the current economic climate, with sub prime lending and mortgage abuse
gaining so much press, we believe more regulations are on the way. In
addition, existing regulations will be reinterpreted as the examiners gain field
experience. Legislative involvement in issues like identity theft, overdraft
programs, and mortgage reform will continue. Because bad news sells
newspapers, we can count on the press to continue to misinterpret and
exaggerate issues that really have little bearing on community banking. The
bottom line is the regulatory climate will continue to be challenging and
management in the banking industry will continue to search for ways to avoid
problems before they occur. It is important to identify emerging issues before
they become problems and seek out independent, knowledgeable advice.
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Risk Survey Consolidated Results

Sample Distribution By State

State Count %
KS 49 18%
LA 32 12%
NM 16 6%
OK 43 16%
X 14 5%
CT 10 4%
MA 48 18%
ME 12 4%
NH 10 4%
NY 26 10%
VT 9 3%
Total 269 100%

Primary Regulator

Answer | Regulator Sw % NE % Combined %
A FDIC 90 58% 73 63% 163 61%
B OCC 36 23% 20 17% 56 21%
C FRB 19 12% 2 2% 21 8%
D OTS 9 6% 20 17% 29 11%
Total 154 115 269

Was your last Compliance Exam:

Answer | Description Sw % NE % Combined %
A Easier 16 10% 5 4% 21 8%
B Tougher 18 12% 19 17% 37 14%
C About the same as the previous 102 66% 67 58% 169 63%
exam
D RF/DK 18 12% 24 21% 42 16%
Total 154 115 269

Was your latest Safety and Soundness Exam:

Answer | Description Sw % NE % Combined %
A Easier 8 5% 3 3% 11 4%
B Tougher 25 16% 25 22% 50 19%
C About the same as the previous 98 64% 66 57% 164 61%
exam
D RF/DK 23 15% 21 18% 44 16%
Total 154 115 269
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As a result of your last exam, did your Compliance Rating:

Answer | Description Sw % NE % Combined %
A Increase 22 14% 23 20% 45 17%
B Decrease 8 5% 1 1% 9 3%
C Stay the Same 96 62% 63 55% 159 59%
D DK/RF 28 18% 28 24% 56 21%
Total 154 115 269

On which of the following have you performed a risk assessment in the last 18 months
(circle all that apply)?

Answer | Description Sw % NE % Combined %
A Bank Secrecy Act/ Anti-Money 146 95% 113 98% 259 96%
Laundering
B Information Technology 139 90% 112 97% 251 93%
C Compliance 122 79% 97 84% 219 81%
D Enterprise-wide 83 54% 63 55% 146 54%
E None 1 1% 0 0% 1 0%
F Other 0 0% 0 0% 0 0%
G DK/ RF 3 2% 0 0% 3 1%

Is BSA Compliance still a major concern/issue at your bank?

Answer | Description Sw % NE % Combined %
A Yes 133 86% 104 90% 237 88%
B No 19 12% 10 9% 29 11%
C DK/RF 2 1% 1 1% 3 1%
Total 154 115 269

During the next calendar year, which of the following Risk Management areas will be the primary
focus at your bank (circle all that apply)?

Answer | Description Sw % NE % Combined %
A BSA/AML issues 140 91% 109 95% 249 93%
B Commercial Real Estate 83 54% 64 56% 147 55%
C Information Technology 130 84% 106 92% 236 88%
D Regulatory Compliance 129 84% 102 89% 231 86%
E Loan Stress Testing 70 45% 50 43% 120 45%
F Other 1 1% 0 0% 1 0%
G DK/RF 2 1% 2 2% 4 1%
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On a scale of 1-5, with 5 being the most difficult,

rank the following Risk Management challenges at your bank?

Attracting and retaining qualified staff

Scale Sw % NE % Combined %
1 24 16% 13 11% 37 14%
2 31 20% 20 17% 51 19%
3 51 33% 49 43% 100 37%
4 26 17% 21 18% 47 17%
5 22 14% 12 10% 34 13%
Total 154 115 269

Keeping up with changes in Technology

Scale Sw % NE % Combined %
1 8 5% 3 3% 11 4%
2 25 16% 23 20% 48 18%
3 56 36% 39 34% 95 35%
4 43 28% 39 34% 82 30%
5 22 14% 1" 10% 33 12%
Total 154 115 269

Staying current with regulatory changes

Scale SwW % NE % Combined %
1 13 8% 2 2% 15 6%
2 27 18% 16 14% 43 16%
3 51 33% 38 33% 89 33%
4 37 24% 36 31% 73 27%
5 26 17% 23 20% 49 18%
Total 154 115 269

Maintaining comprehensive written policies and procedures

Scale SwW % NE % Combined %
1 21 14% 7 6% 28 10%
2 23 15% 18 16% 41 15%
3 49 32% 33 29% 82 30%
4 34 22% 37 32% 71 26%
5 27 18% 20 17% 47 17%
Total 154 115 269
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Do you currently outsource any Risk Management functions (circle all that apply)?

Answer | Description Sw % NE % Combined %
A Internal Audit 51 33% 53 46% 104 39%
B IT (Information Technology) Audit 70 45% 54 47% 124 46%
C Compliance 45 29% 44 38% 89 33%
D Loan Review 51 33% 50 43% 101 38%
E None Skip to Q11 79 51% 52 45% 131 49%
F DK/RF Skip to Q11 2 1% 3 3% 5 2%

If you currently outsource, why do you do so (chose most applicable reason)?

Answer | Description Sw % NE % Combined %

A To reduce costs 4 3% 10 9% 14 5%

B Can't recruit or afford experienced 9 6% 7 6% 16 6%
staff

C To enhance access to broad-based 44 29% 31 27% 75 28%
expertise

D As a result of regulatory pressure 11 7% 8 7% 19 7%

E Other 10 6% 5 4% 15 6%
NULL 76 49% 54 47% 130 48%
Total 154 115 269

If you are not currently outsourcing, are there any that you may consider outsourcing
in the next 12 months (circle all that apply)?

Answer | Description Sw % NE % Combined %
A Internal Audit 4 3% 0 0% 4 1%
B IT Audit 3 2% 1 1% 4 1%
C Compliance 4 3% 0 0% 4 1%
D Loan Review 4 3% 0 0% 4 1%
E None 127 82% 102 89% 229 85%
F Undecided 18 12% 12 10% 30 11%

Has your Regulator recommended stress testing of your Commercial Real Estate loan portfolio?

Answer | Description Sw % NE % Combined %
A Yes 28 18% 24 21% 52 19%
B No 98 64% 68 59% 166 62%
C DK/RF 28 18% 23 20% 51 19%
Total 154 115 269
A4
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Does you Bank currently conduct stress testing on Commercial Real Estate Loans?

Answer | Description Sw % NE % Combined %
A Yes Skip to Q15 50 32% 55 48% 105 39%
B No 74 48% 37 32% 111 41%
C DK/RF 30 19% 23 20% 53 20%
Total 154 115 269
If not, do you plan to implement stress testing in the next 12 months?
Answer | Description Sw % NE % Combined %
A Yes 15 13% 7 1% 22 12%
B No 42 37% 26 41% 68 38%
C Undecided 57 50% 31 48% 88 49%
Total 114 64 178

New regulations will require all banks to have an Identity Theft prevention program in place by No-
vember 1, 2008, do you have a plan in place to address this issue?

Answer | Description Sw % NE % Combined %
A Yes 140 91% 99 86% 239 89%
B No 13 8% 14 12% 27 10%
C Undecided 1 1% 2 2% 3 1%
Total 154 115 100% 269 100%
Sheshunoff Consulting + Technology A5
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