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Management’'s Discussion and Analysis of
Financial Condition and Results of Operations

This section of Corporate One Federal Credit Union’s (Corporate One) financial report should be
read in conjunction with the Management'’s Discussion and Analysis and Financial Condition and
Results of Operations in the 2010 Annual Report. These financials can be found on Corporate
One's public Web site.

Results of Operations and Progress Toward 2011 Budget

After several years, whereby the global financial crisis ravaged the corporate network, Corporate
One has weathered these tough times due to diversified investing, fee income from a strong suite of
brokerage and correspondent services and conscientious spending. As of May 31, 2011, our
Reserves and Undivided Earnings (RUDE) are $38.0 million. This is the cushion that protects our
members’ capital investments in Corporate One. Throughout this financial crisis we have maintained
sufficient RUDE so that our members have not lost any of their capital investments. In other words,
our members’ capital investments remain 100 percent intact.

A summary of Corporate One's results of operations, and return on average assets (ROA) for the
five months ended May 31, 2011 and 2010, as well as our progress toward our board-approved
2011 budget is included in the following table (in thousands).

Five months ended

May 31, 2011 May 31, 2011 May 31, 2010
Actual Budget Actual
Net interest income $ 5,897 $ 5,926 $ 7,649
Net settlement income 4,283 4,223 4812
Operating expenses (6,933) (7,136) (6,359)
Other (loss) gain (5627) (250) 3,709
Net income $ 2,720 $ 2,763 $ 9,811
DANA for the five months ended $ 3,091,362 $ 3,663,383
ROA year to date 0.21% 0.64%

Our earnings for the five months ended May 31, 2011 were $2.72 million. This approximates our
year-to-date budget but is $7.09 million less than the previous year. During April and May 2010, we
sold available-for-sale securities resulting in a gain. In 2011 we have not had any gains on sales of
securities. This is the primary reason for the decrease in “other (loss) gain” shown in the table
above and accounts for $4.2 million of the decrease in net income in 2011 as compared to 2010.

Net interest income and net settlement income approximated budget for the five months ended May
31, 2011. Operating expenses were approximately $203,000 under budget for the five months
ended May 31, 2011. The positive budget variance is primarily related to the variability of certain
actual monthly expenses.

We evaluate all our securities for OTTI on a quarterly basis. During our first quarterly review for
2011, we recorded OTTI charges of $527,000, which represents the present value of the estimated
credit loss on two of our mortgage-related securities. We budgeted for $250,000 of OTTI during
the first quarter. Actual OTTI was greater than we had anticipated resulting in the negative budget
variance. See Footnote 5 for further discussion regarding these charges.
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We made a commitment to our members to build our RUDE, and one way we are doing this is by
controlling expenses. One example of our efforts to control expenses is to keep travel and
marketing expenses to a bare minimum.

As such, for May 2011, the only travel incurred by senior team members is noted below:

Senior Team Member

Date of Trip

Purpose

Lee Butke, President/CEO
Tammy Cantrell, SVP/ALM

Robert Coyan, SVP, Operations

5/2-6, 9-13, 16-19, Business meeting and
23-26 town hall meetings
5/17-19,24-25 Town hall meetings

5/1-4,11-12, 16- Business meetings

and Marketing 17
[Melissa Ashley, VP/CFO 5/23-26 Town hall meetings
Joe Ghammashi, Chief Risk 5/17-19 Member visits

Officer

Capital Position

Throughout the first five months of 2011, we worked with our existing members to recommit their
existing capital instruments by converting them to the new qualifying capital instrument, Perpetual
Contributed Capital (PCC). We also raised PCC from new members. Additionally, we asked our
members to invest in Non-perpetual Capital Accounts (NCA). In addition to counting toward certain
capital ratios, this new capital increased our Net Economic Value (NEV) to a level that allows us to
achieve the minimum regulatory NEV ratio of 2.0 percent. The following table summarizes our
regulatory capital balances (including the new instruments noted above), average assets and
regulatory capital ratio (dollar amounts in thousands).

May 31, 2011 May 31, 2010

RUDE $ 38,009 $ 33,327
PCC 126,588
PIC 1,838 95,682
NCA** 78,689
MCS* 21,056 117,777

Total regulatory capital $ 266,180 $ 176,786
12 month rolling DANA $ 3,152,859 $ 3,664,323
Regulatory capital ratio 8.44% 4.82%

*Net of $1.761 million related to the amortized portion of NCA that cannot be counted as capital as of May 31, 2011.
**Net of $5.656 million and $2.646 million related to the portion of shares on notice that cannot be counted as capital as
of May 31, 2011 and 2010, respectively.

Our total regulatory capital of $266.2 million, which includes RUDE of $38.0 million, PCC of
$126.6 million, NCA of $78.7 million, membership capital shares (MCS) of $21.1 million and paid-
in capital (PIC) of $1.8 million, increased approximately $89.4 million, or 51 percent since May 31,
2010. This change in overall capital is primarily due to the results of our member capital re-
commitment offering discussed above. The response was overwhelming as the capital offering was
even over-subscribed. We now hold more than a quarter of a billion dollars in total regulatory
capital.
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The following summarizes Corporate One’s capital ratios under the new regulation that will become
effective in October 2011:

Adequately

May 31, 2011 Well Capitalized Capitalized
RUDE ratio 1.21% 0.45% 0.45%
Interim leverage ratio 8.32% 5.00%"/7.00% "N 4.00%
Tier 1 risk-based capital ratio 11.89% 6.00% 4.00%
Total risk-based capital ratio 19.41% 10.00% 8.00%

\ Base Plus Expanded Authority Requirement. Under Base Plus, a 20% maximum decline in the Net Economic Value in the stress test
required per Reg 704 is permissible.

AN Part | Expanded Authority. Under Part |, a 28% maximum decline in the Net Economic Value in the stress test required per Reg 704
is permissible.

See Footnote 7 for more information regarding the capital requirements of the new regulation.

Accumulated other comprehensive loss is not a component of regulatory capital. Additionally,
Corporate One classifies all members’ share accounts as equity in the accompanying balance
sheets to denote the ownership interest of the members. If Corporate One had classified members’
share accounts as liabilities, in accordance with GAAP, members’ equity as of May 31, 2011 would
have been $22.0 million. The significant increase in GAAP capital year over year is due to the
member capital re-commitment offering discussed previously, which has resulted in $126.6 million
of PCC which qualifies as GAAP capital. Accumulated other comprehensive loss related to
unrealized losses on our securities is a reduction to our GAAP capital. We believe that the decline
in fair values is largely due to the lack of liquidity and uncertainty in the securities market. Corporate
One has the ability and intent to hold the securities until their anticipated recovery, which may be at
maturity. We anticipate that actual credit losses from the securities will be manageable from a
capital perspective. The fair values are expected to recover as the securities approach maturity or
as market volatility stabilizes. As shown below, our accumulated other comprehensive loss has
substantially lessened from May 31, 2010, which has also contributed to the increase in GAAP
capital.

The following table summarizes GAAP capital (accumulated deficit) balances (dollar amounts in
thousands).

May 31, 2011 May 31, 2010
RUDE $ 38,009 $ 33,327
PCC 126,688
PIC 1,838 25 682
Accumulated other comprehensive loss (144,386) (200,149)
Total GAAP capital (accumulated deficit) $ 22,049 $ (141,140)




Credit Risk Management

We actively manage our balance sheet to ensure it is well diversified. We purchase investments
based on high credit ratings, as assigned by Nationally Recognized Statistical Rating Organizations
(NRSROs), or issued by agencies of the U.S. government, or by U.S. Central, or by other regulated
depository institutions. Corporate One’s portfolio diversification as of May 31, 2011 is shown in the
following table by rating.



The following table represents Corporate One's portfolio diversification as of May 31, 2011 (in thousands).

Below A- U.S. Central  Other Cash and Net
Term Cash Unrealized
Deposits Equivalents Gain(Loss)
U.S. Central * $162,715 $ 29,752 $ 192,467 $ 192,467
Deposits with other financial institutions 1,256,443 1,256,443 1,256,443
Loans to members $ 7.178 7,178 7,178
Federal Home Loan Bank-Cincinnati 15,702 15,702 15,702
Certificates of deposit 200 200 200
Mortgage-related securities $77077 $ 5555 $ 13,368 $ 17,024 $274,001 387,025 $ (79,836) 307,189
Government-sponsored enterprises 79,716 79,716 532 80,248
Asset-backed securities:
Student loans 135,556 160,582 61,773 253,774 611,685 (67,884) 543,801
Credit cards 232,435 79,842 312,277 3,350 315,627
Auto 10,077 17,467 27,544 269 27,813
Corporate debt 88,024 104,900 192,924 (817) 192,107
Total Book Value 156,793 383,623 261,974 263,539 545,242 162,715 23,080 1,286,195 3,083,161 $(144,386) $ 2,938,775
Net Unrealized losses (4406) (5,809) (7,742) (13,368) (117,021) (144,386)
Total $156,347 $377,814 $ 254232 $250,171 $428221 $162,715 $923,080 $ 1,286,195 $2,938,775

*Amounts held at U.S. Central are 100 percent guaranteed by the NCUA through December 31, 2012.
** Securities are classified by the lowest available credit grade.



As evidenced on the previous table, our portfolio remains well diversified. Eighty-two percent of the
book value of our portfolio is in cash and cash equivalents, agencies, securities rated “A” or higher
and U.S. Central term deposits. Corporate One does not have any investments in structured
investment vehicles (SIVs), collateralized debt obligations (CDOs) or commercial mortgage-backed
securities.

Corporate One’s mortgage-related securities have a book value of approximately $387.0 million at
May 31, 2011, which represents only 13 percent of the book value of our total investable portfolio.
Of Corporate One’s mortgage-related securities, 21 percent of these securities are issued by
agencies of the U.S. government or are rated AAA by at least one rating agency. The book value of
our subprime mortgages comprise only 2.6 percent of the book value of our total investable portfolio
and 6 percent of those are AAA. For the five months ended May 31, 2011, we received principal
repayments on our mortgage-related securities of $44.2 million, of which $27.5 million related to
non-agency mortgages.

The following table details the book value of Corporate One’s investment in residential mortgage-
backed and home-equity asset-backed securities as of May 31, 2011 (in thousands).

Mortgage Related Securities Below A-
Prime collateral $ 1633 $ 1,633
Near-prime collateral* $ 1,111 $ 2228 $ 5509 118,233 127,081
Sub-prime collateral* 4,444 8,808 9,607 57,418 80,277
Agency $ 77,077 77,077
Insured 2,332 1,908 96,717 100,957
Book value of total mortgage related securities 77,077 5,655 13,368 17,024 274,001 387,025
Net Unrealized losses (978) (927) (1,439) (3,057) (73,435) (79,836)
Fair value of total mortgage related securities $ 76,099 $4628 $11,929 $ 13,967 $ 200566 $ 307,189

*Based on the definition used in offering circulars
**Based on 660 or lower FICO Score
*** Securities are classified by the lowest available credit grade.

A portion of Corporate One’s securities have insurance coverage to further support the senior
classes in the event of deteriorating collateral performance. The insurance coverage provided by
the monoline insurers increases the existing credit enhancement provided to the senior class owned
by Corporate One. The monoline insurance companies that insure Corporate One bonds are:
Syncora Guarantee Inc. (SGI), Financial Guaranty Insurance Company (FGIC), Financial Security
Assurance Inc. (FSA), MBIA, Inc. (MBIA) and Ambac Assurance Corporation (AAC). SGI and FGIC
stopped paying claims in April 2009 and November 2009, respectively. As a result, Corporate One
has recorded OTTI charges on all securities which were dependent upon SGl and FGIC for the
payment of future principal and interest claims. Beginning in July 2010, SGI resumed the payment
of claims. However, accounting rules do not allow for immediate reversals of prior OTTI taken.
Corporate One has placed reliance on FSA and MBIA. These insurers are currently paying principal
and interest claims timely and management believes they will continue to pay future claims.
However, deterioration of these monoline insurers could result in additional OTTI charges.

Corporate One has 15 bonds that are insured by AAC, a subsidiary company of Ambac Financial
Group, Inc. One of the bonds is a student loan asset-backed security and the remaining 14 bonds
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are mortgage-backed securities. The underlying borrowers are making principal and interest
payments, so we only require support from AAC to cover shortfalls. We receive an analysis from a
third party consultant on a monthly basis to help us quantify our expected losses on these bonds.

Due to the economic downturn that began in 2007, claims made against AAC for principal shortfalls
on insured bonds escalated to a point where its ability to pay on such claims was in question. On
March 24, 2010, the Ambac Financial Group, Inc.’s Board of Directors voted to create a segregated
account and consented to rehabilitation of that account by the Wisconsin Office of the
Commissioner of Insurance (OCI), AAC's primary regulator. Under Wisconsin law, the segregated
account is treated as a separate insurer from AAC. All of Corporate One's AAC-insured bonds
have been allocated to the segregated account by OCI. OCI has implemented a temporary
moratorium on claims payments to segregated account policyholders to provide a measured
transition into rehabilitation and to conserve claims-paying resources while the plan of rehabilitation
is finalized. Through this plan, the segregated account policies should receive a combination of
cash and interest-bearing surplus notes in consideration for claims made. In June 2010, AAC
announced that it had commuted substantially all of its CDO exposures at an advantageous price,
thereby enhancing AAC's claims-paying ability.

On October 8, 2010, OCI, as the rehabilitator of the segregated account, filed the final plan of
rehabilitation of the segregated account. While the overall aspects of this final plan are largely
consistent with the one filed in March 2010, the final plan includes detailed financial projections that
provide a range of potential outcomes for policyholders. The plan calls for 25 percent of claims to
be paid in cash and 75 percent in surplus notes. The detailed financial projections show recoveries
on the surplus notes ranging from 100 percent in the best scenario to 45 percent in the most
stressful scenario. Therefore, according to OCI's estimates, even in the most stressful scenario the
ultimate recovery on policy claims would be 58.75 percent (the result of 100 percent recovery on
the 25 percent paid in cash and 45 percent recovery on the 75 percent paid in surplus notes). OCI
has made available a copy of the plan and other valuable information regarding the segregated
account at http://www.Ambacpolicyholders.com.

During the fourth quarter of 2010, the asset/liability committee (ALCO) of Corporate One hired an
outside independent consulting firm to review the OClI'’s plan and provide an analysis of the claims-
paying ability of the segregated account of AAC. The independent consulting firm concluded that
the segregated account has the ability to pay 75 percent of policyholder claims. We believe this is a
reasonable estimate given the OCI's projections which ranged from 100 percent claims-paying
ability on the high end of the range to 58.75 percent on the low end. Accordingly, Corporate One
recorded OTTI of $1.5 million related to our AAC-insured bonds. This represents a 25 percent
write down of the projected losses on our AAC-insured bonds. However, the ultimate realization of
recoveries from AAC is subject to many factors, including minimum capital requirements of AAC,
which in turn is a function of the performance of AAC's insured exposures. Further deterioration of
AAC or the underlying insured securities could result in additional OTTI charges.

On November 8, 2010, Ambac Financial Group, Inc. filed bankruptcy. Ambac Financial Group, Inc.
is a separate legal entity from AAC, the subsidiary company that insures our securities. OCI, as the
rehabilitator of the segregated account, retains significant decision-making authority with respect to
the segregated account and has the discretion to oversee and approve certain actions taken by
AAC in respect of assets and liabilities which remain in AAC. Such decisions will be made by the
rehabilitator for the benefit of policyholders and the rehabilitator will not take into account the
interests of security holders of Ambac Financial Group, Inc. Therefore, we do not expect there will
be any material adverse effects to Corporate One’s AAC insured bonds from the bankruptcy of
Ambac Financial Group, Inc.
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On January 24, 2011, the OCI's motion for confirmation of the final rehabilitation plan was granted
and the plan was confirmed by State of Wisconsin’s Circuit Court for Dane County (the Court).

On June 1, 2011, the rehabilitator of the segregated account filed a report with the Court, which
advises the Court and all interested parties on the current status of the plan of rehabilitation. In
addition to providing updates since the date the segregated account was created, the report
discloses possible amendments to or modifications of the rehabilitation plan. The rehabilitator
currently has no specific timeline or deadline for determining whether to seek amendments to or
modifications of the plan.

Based on our review of the report, we have not changed our position regarding our reliance on AAC
to cover 75 percent of the projected losses on our AAC-insured bonds. We continue to monitor the
activities of the rehabilitator of the segregated account. Should the rehabilitator make amendments
to the plan of rehabilitation that have an adverse effect on the segregated account or if there is
further deterioration of AAC or the underlying insured securities, it could result in additional OTTI
charges. We are currently placing reliance on AAC to cover $4.22 million of expected principal
shortfalls on our AAC-insured bonds.

The following table (in thousands) details our mortgage and non-mortgage securities by monoline
insurer at May 31, 2011:

Net Unrealized Insurer Rating
Monoline Insurer ~ Amortized Cost Fair Value Losses S&P Moody's
FGIC $ 41,245 $ 31,850 $ (9,395) NR WR
MBIA 45,564 35,627 (9,937) B B3
AAC 29,492 20,897 (8,595) NR WR
SGl 6,327 4,084 (2,243) NR Ca
FSA 2,332 2,275 (567) AA Al
Total $ 124960 $ 94,733 $ (30,227)

The new NCUA Rules and Regulations Part 704 contain new investment prohibitions and other
credit and asset liability management requirements. These new requirements became effective
January 18, 201 1. NCUA recognized that some corporates may hold investments that are in
violation of one or more of these new prohibitions and have directed such corporates to follow the
investment action plan provisions of NCUA Rules and Regulations Part 704.10. Corporate One
holds securities that do not meet certain requirements of the new regulation. During this time of
transition to the new investment prohibitions, Corporate One is adhering to Part 704.10 and has
filed the required Investment Action Plans (IAP) with the NCUA. On March 21, 2011, we received
written approval from the NCUA regarding our IAP with respect to these securities.

For securities where we believe not all principal and interest will be received, OTTI charges were
recorded. The charges, which represent the estimated credit losses, are determined by calculating
the difference between the discounted cash flows of the securities and their current amortized cost.
Since 2008, we have recorded total OTTI, or expected credit losses, of $58.5 million. To date, we
have had principal shortfalls of approximately $14.4 million. We have also had cumulative
recoveries to date of $579,000 due to sales and/or improved cash flows.
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Market/Spread Risk

Spread risk is caused by declines in fair values of securities as a result of widening credit spreads.
Credit concerns in mortgages have turned to concerns about liquidity, causing all credit-related
securities to experience deterioration in spreads and, hence, in fair values. Approximately 55 percent
of Corporate One's mark-to-market adjustment in its available-for-sale portfolio is related to
mortgages. However, the remaining amount of our unrealized losses is related to asset classes
outside of the mortgage sector, primarily student loans. Every student loan position we hold is
graded an A or better by at least one NRSRO. We hold FFELP-backed student loan securities as
well as private-issue student loan securities. We believe the unrealized losses in this sector are
related to illiquidity in the student loan market, not the creditworthiness of the securities we hold.
We believe the fair value of these securities will recover as they approach their maturity or as




