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Report To The Congress

OF THE UNITED STATES

Federal Examinations Of
Financial Institutions: Issues
That Need To Be Resolved

Five Federal agencies are responsible for super-
vising 41,000 privately owned financial institu-
tions. Onsite examinations are the principal
means used by these agencies to carry out their
supervisory responsibility. The primary ob-
jectives of examinations are to evaluate the
institutions’ soundness and to determine
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whether applicable laws and regulations are
complied with.

While these objectives are similar, the concepts,
approaches, scope, and frequency differ from
agency to agency. The Congress established the
Federal Financial Institutions Examination
Council to promote uniformity in the exami-
nation and supervision of financial institutions.
This report identifies several areas in the exami-
nation process which are not uniform and need
attention.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. 20548

B-114835

The the President of the Senate and the
Speaker of the House of Representatives

This report identifies key issues which the Federal
Financial Institutions Examination Council must address if
it is to be successful in developing uniform examination
principles and standards. The report describes certain
examination philosophies and practices followed by five
Federal regulatory agencies in examining financial insti-
tutions. It discusses how these philosophies and practices
differ and what the effect is on the supervision of each
institution. Finally, the report points out that the Exam-
ination Council is in the best position and in fact was
established to bring about uniformity and consistency to
the examination process.

We undertock this review to followup on certain aspects
of our report on "Federal Supervision Of State And National
Banks" (0CG-77-1; January 31, 1977). In that report we recom-
mended that the Federal Deposit Insurance Corporation, the
Federal Reserve System, and the Office of the Comptroller of
the Currency jointly evaluate the Comptroller's new procedures
which were being implemented as we completed our review.
Initial followup on the 1977 report, however, indicated that
no formal evaluation of the Comptroller's procedures had
been made.

Copies of this report are being sent to the Chairman,
Board of Directors of the Federal Deposit Insurance Corpora-
tion; the Chairman, Federal Home Loan Bank Board; the Chairman,
Board of Governors of the Federal Reserve System; the Adminis-
trator, National Credit Union Administration; the Comptroller
of the Currency; and the Chairman, Federal Financial Institu-
tions Examination Council. In addition copies are being sent
to the Secretary of the Treasury and the Director, Office of

Management and Budget.
«du-h -

Comptroller General
of the United States







COMPTROLLER GENERAL'S FEDERAL EXAMINATIONS OF FINANCIAL
REPORT TO THE CONGRESS INSTITUTIONS: ISSUES THAT NEED
TO BE RESOLVED

DIGEST

Five Federal agencies l/are responsible for
supervising 41,000 privately owned financial
institutions. Using onsite examinations as the
principal means, the agencies monitor the activi-
ties of the institutions and identify problems
that require corrective actions. GAO surveyed the
practices followed by the agencies in examining
the commercial activities of financial institu-
tions and found that:

--There are differing practices among
and even within the agencies regarding
acceptance of examinations made by
State regulatory agencies in lieu of
their own. (See p. 10.)

--The agencies have different criteria
for scheduling examinations which
generally do not adequately weigh the
risks of institutional failures or
problems against the cost and burden of
examinations with the result that some
institutions may be examined more--or
less~-frequently than necessary.

(See p. 15.)

--The use of timesaving techniques varies
among the agencies. (See p. 19.)

--The agencies have different policies
regarding reliance on institutions'
internal review groups, with the result
that some duplicate work that is competently
per formed by these groups. (See p. 21.)

1/0ffice of the Comptroller of the Currency (ocecy,
Federal Reserve System (FRS), Federal Deposit
Insurance Corporation (FDIC), Federal Home Loan
Bank Board (FHLBB), National Credit Union Admin-
istration (NCUA).
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--The amount of data included in the exami-
nation reports varied among the agencies
and some data included in the reports
did not appear to be useful to either
the regulator or the financial institu-
tion. (See p. 24.)

--The agencies place varying emphasis
on examining management activities in
the institutions even though there
appears to be little difference in
examination objectives among the five
Federal agencies. (See p. 33.)

--The agencies have different policies
regarding specific guidelines for con-
ducting and documenting examinations.
(see p. 41.)

THE BURDEN OF EXAMINATIONS
CAN BE REDUCED

Examinations of financial institutions--
whether by a Federal or a State agency--

are costly and disruptive to the operations
of the institution. However, the Federal
Financial Institutions Examination Council
has opportunities to make examinations less
burdensome. The functions of the Council are
to establish uniform principles and standards
and report forms for Federal examinations

of financial institutions, to conduct schools
for examiners, and to make recommendations
for uniformity in other supervisory matters.
The Council has established a subcommittee
to study examination philosophies, concepts,
and procedures and will be considering various
proposals designed to promote consistency in
the examination process. (See pp. 6 and 7.)

After studying the various approaches to examina-
tions of financial institutions in use by the five
Federal regulatory agencies, the Council would be
in an excellent position to establish optimal
examination principles and standards. The Council
has an opportunity to reduce the cost and burden
of examinations by establishing principles and
standards which require the Federal agencies to

--rely more extensively on examinations
performed adequately by State agencies,
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--schedule examinations, to the extent
possible, on the basis of a perceived need
to examine rather than to comply with a
static time frame,

-~rely more on limited scope or modified
examinations,

--rely more on work adeguately conducted by
institutions' internal review systems,
and

-~limit the information now included in the
report of examination to that required by
institutions and regulators.

SUPERVISORY ROLE NEEDS

TO BE CLEARLY DEFINED

The Council also needs to consider the Federal
supervisory role in overseeing institutions' manage-
ment. Emphasis differs according to each agency's
degree of concern about the time required to com-
plete the examinations and about the likelihood that
examination of management will infringe on the
institutions' legitimate management decision-making
process.

It is not clear from our review of the agencies'
legislative mandates and their policies and proced-
ures to what extent the examination process should
properly influence the institutions' management
decisions and activities or when such influence
infringes on the prerogatives of management. Before
the Council establishes uniform principles and
standards, it should define the extent and nature
of an appropriate Federal supervisory role in this
area, especially with regard to institutions that
may have management problems but are financially
sound and in compliance with laws and regulations.

EXAMINATIONS NEED TO
BE MORE STRUCTURED

Some agencies, by .2allowing their examiners con-
siderably more discretion than do others in con-
ducting examinations, have little assurance that
examinations are conducted uniformly in all
critical areas of the institutions' activities.
Additionally, some agencies do not require docu-
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mentation of examination procedures followed,
tests performed, and information obtained.

In establishing principles and standards

for the Federal examination of financial
institutions, the Council needs to estab-
lish standards to assure that examiners
follow appropriate examination procedures

and document their work.

RECOMMENDATIONS

GAO recommends that the Federal Financial
Institutions Examination Council:

--Develop a Government-wide policy for
assessing, monitoring, and accepting
State examinations in lieu of Federal
examinations when the State's work is
considered adeguate. (See pp. 25 and 26.)

~-Develop a uniform system for scheduling
examinations which is based on the
need to examine an institution rather
than on a fixed time frame. (See p. 26.)

--Develop examination standards which limit
the amount of detailed work performed
during a routine examination unless poten-
tial problems are detected. (See p. 26.)

--Develop examination principles which
require Federal examiners to rely on
functions adequately performed by
others such as internal and external
audit and internal loan review depart-
ments. (See p. 26.)

--Develop uniform standards for reporting
the results of examinations which limit
the amount of detailed data to that
which is necessary for effective super-
vision. (See p. 26.)

--Define the supervisory role of the Federal
agencies and, in particular, the extent
to which they should attempt to influence
the institutions in their management pro-
cesses. (See p. 46.) ’

--Prescribe principles and standards which

include the requirement that Federal
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regulators develop structured examination
procedures that clearly identify (1) exam-
ination objectives, (2) examination tasks
required to achieve the objectives,

and (3) documentation required to fully
support report comments, conclusions,

and recommendations. (See p. 47.)

AGENCY COMMENTS

The Federal Financial Institutions Examination
Council generally agreed with the issues GAO
identified and with GAO's assessment that the
Council should address these issues in develop-
ing uniform principles and standards. The
Council, however, did question whether it was
appropriate for it to

--assess the acceptability of State
examinations of financial institu-
tions in lieu of Federal examina-
tions and

--establish a Government-wide policy
which requires Federal regulators
to accept examinations that are
competently conducted by State
examiners.

While the Council has directed one of its
task forces to explore ways in which the
Federal regulators can place greater
reliance on State examinations, it believes
that any final decisions regarding the
acceptability of State examinations in lieu
of Federal examinations should be made by
the Federal regulators.

Irrespective of whether final decisions on
accepting State examinations are made by

the agencies or the Council, GAO favors a
strong role by the Council to avoid duplica-
tive and possible inconsistent consideration
and acceptance of State examination programs
by the Federal regulators.

Federal regulators were in general agreement
with GAO's proposal to increase reliance on
limited scope examinations and on functions




adequately performed by internal and ex-
ternal audit and loan review departments.

The regulators also agreed with GAO's
proposal to limit the amount of detailed
data shown in examination reports even
though some comments reflected a belief
that they were already following some of
these proposals. But, to varying extents,
Federal regulators took exception with
GAO's proposal to increase reliance on
State agencies and to schedule examinations
on the basis of perceived need rather than
static time frames.

Federal regulators, with the exception of
the Federal Deposit Insurance Corporation,
did not basically disagree with the need
for the Council to more clearly define
how active Federal regulators should be
in influencing management decisions
regarding the operations of financial
institutions. (See pp. 27 and 47 and

app. I through VI for full text of all
comments received.)
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Financial institutions

Management systems or

activities

Examination programs

Examination reports
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Includes all commercial banks,
savings and loan associations,
and credit unions.

Includes management policies,
plans, internal/external con-
trols, including audit functions,
and management information sys-
tems.

Includes the examination
policies, manuals, procedures,
questionnaires, and other
guidelines.

Includes the regulators' letter
to the institution, the report,
and the confidential report
section, :







CHAPTER 1

INTRODUCTION

Five Federal regulatory agenc1es 1/ and various State
agencies are charged with the supervisory responsibility of
maintaining a sound banking system. Their specific responsi-
bilities can range from chartering and examining financial
institutions to liguidating failed institutions. Although
the regulators' various supervisory responsibilities all play
important roles, the examination is especially crucial in
maintaining a sound system because it is the principal means
for monitoring the activities of institutions and for iden-
tifying problems that require corrective actions by financial
institutions' management. The examination process is the
principal focus of this report.

THE NATION'S BANKING SYSTEM

Financial institutions play a strategic role in our
economy. They are the custodians of the deposits used in
part to meet the financial needs of individuals, private
businesses, and industry through loans and investments. The
failure of a financial institution can affect depositors and
borrowers in their immediate markets and, depending on the
size of the involved financial institution, may reach beyond
that market. To maintain public confidence in the banking
system, Government superv1sion has long been viewed as a
necessary mechanism to insure that safe and sound management
and banking practices are followed in individual financial
institutions.

About 41,000 commercial banks and thrift institutions
are subject to the supervision of Federal regulatory agencies.’
The following table shows, by size, the number of commercial
and mutual savings banks, savings and loan associations,
and credit unions.

1/0ffice of the Comptroller of the Currency (0OCC), Federal
Reserve System (FRS), Pederal Deposit Insurance Corporation
(FDIC), Federal Home Loan Bank Board (FHLBB), National
Credit Union Administration (NCUA).
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Number of Commercial and Mutual Savings Banks,

Savings and Loan Associations, and Credit Unions

By Asset Size

Percent

increase/
1975 1978 decrease

Commercial and mutual

savings banks
Large banks with assets

over $1 billion 113 195 73
Medium banks with assets

between $100 million

and $1 billion 970 1,410 45
Small banks with assets

below $100 million 13,903 13,110 -6

Total 14,986 14,715 -2

=s===== zZ=====

Savings & loan (S&L)

associations
Large S & L's with assets

over $100 million 702 1,098 56
Medium S & L's with assets

between $10 and

$100 million 2,844 2,723 -4
small S & L's with assets -

below $10 million 1,418 902 -36

Total 4,964 4,723 -5

Credit unions
Large credit unions with

assets over $5 million 1,513 2,338 55
Medium credit unions with

assets between $1 and $5

million 4,331 5,219 21
Small credit unions with

assets below $1 million 16,772 14,550 -13

Total ' 22,616 22,107 -2




SUPERVISION OF FINANCIAL
INSTITUTIONS~-AN OVERVIEW

The broad objective of Federal and State regulators'
supervisory efforts is to maintain a safe and sound banking
system. To achieve this objective, Federal and State agen-
cies

--charter financial institutions and approve
expansion through branching and merger,

--promulgate regulations, rules, and policies to
promote safe and sound practices,

--examine financial institutions or otherwise
monitor their conditions and activities to
determine the institutions' soundness and com-
pliance with laws and regulations,

--require financial institutions to correct unsound
or unsafe practices and conditions and violations
of laws and regulations, and

-~liguidate failed financial institutions.

Although Federal and State regulators perform various
supervisory functions, the examination function is the foun-
dation of the supervisory process. The information obtained
during examinations is analyzed and evaluated to assess the
institution's practices and conditions and adherence to laws
and regulations. This analysis and evaluation form the
basis for supervisory actions against the institutions.

The examination and related information gathering, analyzing,
and reporting tasks are, therefore, very important to the
various supervisory agencies' ability to foster and maintain
a sound banking system.

Examination responsibilities

Examination responsibilities are divided among Federal
and State regulators. OCC, FHLBB, NCUA, and State agencies
have the legal power to examine the institutions they charter.
Most State~chartered institutions participate in Federal in-
surance programs and are subject to examination by the FHLBB,
FDIC and NCUA. Some State-chartered banks are members of the
Federal Reserve System and also subject to examination by
FRS. FRS can also examine banks chartered by OCC because
nationally chartered banks are members of the Federal
Reserve System. Similarly, FDIC has authority to conduct
special examinations of State member banks and national
banks.




Type of examination

Federal regulators use various types of examination pro-
grams to meet their responsibilities. The most common type of
examination is called a commercial or safety and soundness
examination and is used to analyze such financial institution
operations as deposit-handling, loan-making, and securities
investment, liquidity, capital adequacy, earnings, and manage-
ment. Commercial examinations are also used to monitor
internal controls, policies, procedures, and compliance with
laws and regulations. Additionally, the regulators have
developed special programs for examining trust and inter-
national departments, electronic data processing services,
and compliance with consumer protection laws and regulations.

FDIC, FRS, and OCC customarily use two different types
of commercial examinations. FHLBB uses one type of exami-
nation, for which the scope can be varied. NCUA uses a
regular and an expanded comprehensive examination depend-
ing on individual circumstances. The two types of examina-
tion used by FDIC, FRS and OCC are as follows.

--Regular or general examinations: These examina-
tions cover all aspects of a financial institution's
administration and operation, and are intended to be
conducted in sufficient depth to obtain a compre-
hensive understanding of a financial institution's
policies, practices, and financial condition.,

--Modified or special examinations:; These examina-
tions are more limited in depth than regular
examinations, unless problems or significant changes
are detected. Both OCC and FDIC use modified
examinations that focus on all aspects of the
financial institution but in less depth, especially
in the loan review area. FRS uses a compacted
examination that principally focuses on assets.

All five regulators complement their examinations with
special supervisory visits. Generally, these short visits
focus on problem situations requiring close supervision.
Information derived from examinations and visits are sometimes
further supplemented with reports or other data submitted by
financial institutions.

Other types of information sources

Financial institutions are regquired to periodically
provide certain reports to the Federal regulators. For
instance, banks are required to submit quarterly statements




of their financial condition. These reports tell the regulator
about a bank's financial condition as reflected by its earnings,
capital, investments, assets, liabilities, loans, and deposits.

Each regulator has a surveillance or early warning system,
Information obtained through the statements of financial
condition is entered into and analyzed by the system so that
each regulator can monitor the financial institution's current
condition in selected areas against its condition on previous
occasions and in some cases against peer group averages. Some
regulators also compare performance against their own stand-
ards.,

when these surveillance systems identify adverse or un-
usual trends, the Federal regqulators initiate followup actions.
Generally, such actions consist of reviewing the last examina-
tion report or telephoning the involved financial 1institution
to obtain an explanation for the trend. If the trend is of
further concern, the regulator may elect to schedule a super-
visory visit or even an examination to identify the severity
of the potential problem and, if necessary, to initiate
appropriate corrective measures.,

Efforts to improve
the examination process

The regulators are making efforts to improve their
examination process by changing some aspects of their
examination programs, as follows:

--FHLBB has implemented a limited scope exami-
nation program for relatively sound institutions.
Examiners are given wide discretion in selecting
the areas to be examined and the depth of the
examination. If the examiners perceive a weak-
ness, however, they are instructed to expand
the examination to reach sound conclusions and
arrive at a supportable rating of the institution.

-~-NCUA has implemented a more comprehensive exami-
nation in addition to its regular examination
program. Unlike the regular examination, the
comprehensive examination will be a complete
balance sheet audit and will include an in-depth
evaluation of internal controls, and an analysis
of investments. Only credit unions with $§5 million
or more in assets will be given a comprehensive
examination; those credit unions with assets less
than $5 million will be given a regular examination.




--0CC has established a Multinational Banking Division
that is fully responsible for the supervision and
examination of banks with $10 billion or more in
assets and smaller banks that have major multinational
activities. The actual examination functionsiwill be
performed by regional personnel, but examiners-in-
charge will report directly to the division head.

~-~FRS is formulating revisions to its present
commercial bank examination program and report.
FRS is considering extending the amount of time
between examinations for banks that are free of
unsound conditions in order to make more efficient
use of examination personnel and to devote more
time to banks requiring increased supervision.
As part of its commercial examination, FRS is
also considering expanding the use it makes
of sampling technigues in reviewing loans and
increasing its reliance on the work of competent
internal auditors.

--FDIC has implemented modified examination pro-
cedures which are similar in thrust to those
implemented by the FHLBB discussed above. 1In
addition, the basic guidelines for conducting
examinations have been amended to focus more on
problem banks and those of supervisory concern.
It is also reviewing the feasibility of using
sampling methods in its loan review process.

FEDERAL FINANCIAL INSTITUTIONS
EXAMINATION COUNCIL--AN INTERAGENCY
COORDINATION MECHANISM

In our 1977 report, 1/ we recommended that either the
regqulators or the Congress establish a mechanism for more
effective coordination. Subsequently, an Interagency
Supervisory Committee, comprising representatives of FDIC,
FHLBB, FRS, NCUA, and OCC, was formed and held its first
meeting on March 4, 1977. The new Committee provided
a more formal framework at the working level to improve
the supervisory process and to resolve common problems.
The Committee held monthly meetings and created task
force groups to study various issues.

1/"Federal Supervision of State and National Banks"
(0CG-77-1, January 31, 1977.)




In November 1978, the Congress formalized the existing
interagency coordination efforts by establishing the Federal
Financial Institutions Examination Council (12 U.S.C. 3301).
The Examination Council, which began operation on March 16,
1979, was mandated to prescribe uniform principles and stand-
ards for the Pederal examination of financial institutions,
to make recommendations to promote progressive and vigilant
supervision of financial institutions, and to conduct schools
for examiners.

The Examination Council is composed of top officials from
all five Federal regulators. In March 1979, at it first meet-
ing, the Council established five task force groups to deal
specifically with issues involving supervision, surveillance,
examiner education, consumer compliance, and reports. Each
task force subsequently has identified one or more projects
dealing with items of current interest, and one~-the Task
Force on Supervision--deals with the review of examination
philosophies, concepts, and procedures.

OBJECTIVES, SCOPE, AND METHODOLOGY

We initiated this review because we wanted to assess the
changes made by the bank regulatory agencies since our 1977
study. When we completed our prior study, the agencies were
making numerous changes in their examination approaches.  In
our 1977 report we made several recommendations to improve
bank examinations, including a recommendation that the three
bank agencies jointly evaluate the OCC examination procedures
being implemented at that time. However, no formal evaluation
was ever made. In addition, none of the agencies had collected
empirical data on their various examination programs to deter-
mine if they were accomplishing their fundamental objective.

After we began our review, the Examination Council initiated its
own study of existing examination philosophies and programs.
Accordingly, we limited the scope of our work to identify those
issues related to the frequency, depth and breadth of examina-
tions which we believe the Examination Council needs to address
and to provide some observations on those issues. We did this
in order not to duplicate the work of the Examination Council

or inhibit it from accomplishing its congressional mandate of
developing uniform principles and standards for Federal exami-
nations of financial institutions. Therefore, our work did

not include a comprehensive analysis of each issue and did not
make specific recommendations to each of the Federal regulators.

Our review covered the five Federal regulatory agencies, but
with minor emphasis on the review of FHLBB and NCUA examination
philosophies and programs. We deemphasized FHLBB and NCUA be-
cause of time constraints and our special interest in the three




bank regulators since our 1977 report. We conducted the
majority of our work in Washington, D.C., and in San Fran-
cisco, California. We selected San Francisco primarily to

test OCC's examination approach and to compare it with the
examination approaches of the other regulators. In addition

to Washington and San Francisco staff, we interviewed agency
personnel at various organizational levels in Atlanta, Georgia;
Chicago, Il1linois; and St. Louis, Missouri, in order to identify
ways to reduce the burden of examinations.

We also observed an OCC and FDIC examination and reviewed
several randomly selected examination reports of financial in-
stitutions to identify the process each regulator followed and
the breadth and depth of the reports. Additionally, we attempted
to determine if Federal regulators could extend the interval be-
tween examinations or reduce the scope of examinations without
impairing their ability to ensure the soundness of financial in-
stitutions. We-did this by analyzing examination frequency data
in relationship to the condition of the bank and to the number of
problem institutions, use of supplemental data generated from sur-
veillance systems and offsite reviews, and use of modified exami-
nations.

We contacted some State supervisory agencies and selected
financial institutions to obtain their views on the cooperative
examination programs that the Georgia and Indiana banking agencies
have with FDIC and FRS for examining State-chartered banks. We
did not evaluate the various examination programs of the 50 States.
However, on the basis of our discussions with agency officials and
others, we determined that some States perform examination functions
better than others, some of which are comparable to those of Federal
regulators and could be an acceptable substitute for Federal exami-
nation efforts.

Also, we reviewed and analyzed the Federal banking laws to
determine congressional intent as it related to objectives and
authority and responsibilities of the five Federal regulatory
agencies. Finally, we did not assess the entire supervisory
process but rather focused on the examination process.




CHAPTER 2

THE BURDEN OF EXAMINATIONS CAN BE REDUCED

Federal regulators have not determined the optimal
examination effort needed to effectively supervise finan-
cial institutions while minimizing supervisory cost. In
many respects, the determination of an effective level of
supervisory effort requires Federal regulators to weigh
the risks of institutional failures or problems against
the cost of Federal examinations and the disruption
that examiners may cause to financial institutions'
employees normal work routines, The regulators must also
consider that each depositor in an insured institution
is protected by deposit insurance on all deposits up to
a maximum amount. Although the optimal amount of accept-
able risk is difficult to determine, Federal regulators
could do more to establish an examination effort that is
commensurate with the condition of financial institutions.
Furthermore, Federal regulators could improve the effective-
ness of their supervisory efforts by

--relying more extensively on examinations
performed adequately by State agencies,

--scheduling examinations, to the extent
possible, on the basis of a perceived need
to examine rather than to comply with a
static time frame,

~-relying more on limited scope or modified
examinations,

--relying more on work adequately conducted
by institutions' internal review systems,
and

--limiting the information now included in
the report of examination to that required
by institutions and regulators.




FEDERAL REGULATORS CAN RELY
MORE ON STATE EXAMINATIONS

Many financial institutions examined by the Federal
regulatory agencies 1/ are also examined by State agencies.
The Federal regulatory agencies have not made any compre-
hensive study of the States' examination programs to determine
which States' examinations could be accepted as substitutes
for Federal examinations. The extent to which States' ex-
amination functions are accepted by Federal agencies varies
from agency to agency and sometimes from office to office with~
in an agency. For example, NCUA essentially accepts the ex-
aminations made by State agencies in lieu of its own, while
the other three Federal agencies either conduct separate
examinations from State agencies or participate with States
in various types of cooperative programs. In our opinion,

a significant potential exists for reducing the Federal
examination effort by greater acceptance of States' examina-
tion reports.

Efforts to reduce the
overlap in the examination of
State-chartered institutions

Federal regulators use several types of cooperative
programs designed to reduce the burden of examinations. The
most commonly used cooperative programs are the joint and
concurrent examinations with States. Under these programs,
State and Federal examiners examine the institutions
together and generally share the work. In joint examina-
tions, they prepare a single report; whereas, in concurrent
examinations the State and Federal examiners each prepare
separate reports.

From 1974 through 1976, FDIC was involved in an experi-
mental program with three States designed to reduce its
examination efforts. During the first two years of the

1/0CC is the only Federal financial regulatory agency that
does not examine State-chartered institutions.
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program, FDIC did not conduct any examinations of selected
State-chartered banks, but received State examination reports
of those banks. 1In the third year of the program, FDIC
examined those banks it had not examined during 1974 and
1975, to determine their condition and evaluate the effective-
ness of the States' examinations. FDIC concluded that State-
prepared reports could possibly disclose deterioration in a
bank's condition before it reached a serious level, however,
this could not be assured over a longer period of time.

One FDIC official said that with the improvements made in
their monitoring systems since 1976, such a program would be
workable today.

In 1977, FDIC initiated a divided examination program on
a limited basis. Until January 1980, the program involved
three States but has since been expanded to six States with
three more pending. Under that program, FDIC and the State
alternate examinations of nonproblem banks and accept each
other's examination reports. Also, FRS has an arrangement
with a State in which it largely relies on the State examina-
tions of banks located in-certain sections of the State. 1In
this program, one PRS examiner accompanies the State examiners
to observe their work and to perform tasks of special interest
to FRS. The FRS examiner does not prepare a separate report
but discusses any area of concern in a separate letter to
the bank. FDIC and FRS perform at least some joint or con-
current examinations with about one half of the Nation's
State banking authorities. FHLBB conducts joint or concurrent
examinations with most States that have State-chartered
savings and loan associations.

Several problems are hampering the expansion of coopera-
tive examinations. FDIC has extended its examination interval
for nonproblem banks to once in every 18-month period, but many
States require an annual examination. In those instances,
States must conduct some examinations independently to comply
with State law or FDIC must conduct examinations more fre-
quently than the 18-month goal. Finally, one State refuses,
for undetermined reasons, to participate in any joint examina-
tion effort, even though such arrangements appear beneficial
to both Federal and State agencies.

A September 1979 report of an FDIC commissioned study of
State and Federal regulation of commercial banks contained
several recommendations dealing with cooperative State and
Federal examination programs. One recommendation stated that
the Federal and State agencies should develop much closer
working relationships in the examinations of State banks with
a view to reducing the burden of examinations. The report
noted that combined annual savings to the FDIC, FRS, and the
States could exceed $13 million,
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To illustrate the need for closer working relationships,
the report notes that three out of five State member banks
and three out of four State nonmember banks were examined
three or more times during the 2-year period 1977~78 by State
and Federal examiners. On the other hand, only one national
bank in five was examined that frequently. The report noted
that smaller State banks, in which the inherent risk to the
banking system is low, are examined most frequently. The
report also noted that as each agency satisfies 1its own
examination frequency standards independently of the other,
the State bank is subject to more examinations than either
agency believes is necessary.

Reluctance to accept State examination efforts

The extent to which Federal agencies are able to reduce
the burden and cost of their examinations is related to the
competency of the State agencies to adequately examine the
institutions. Pederal regulators do not maintain information
on the adequacy of State examination programs, However, FDIC
told us that 16 States would qualify for its divided examina-
tion program if the States desired to participate. Further-
more, FDIC field officials indicated that over half of the
States had examination systems comparable to or almost com-
parable to the Federal system.

Despite the apparent competency of several States, Fed-
eral agencies have been reluctant to accept State examina-
tions in lieu of their own. 1Illustrations of this reluctance

follow.

1. Close interval between Federal and State examinations

We obtained information from three FDIC regions on the
scheduling of examinations by both FDIC and State authorities.
We found that the interval between the Federal and State
examinations at times varied from within 1 to 9 months. This
occurred in spite of the agency's goal of examining problem
banks every 12 months and nonproblem banks once in every
18-month period. 1In these regions we also noted some examples
where there was a very short interval between the State and
Federal examinations,

In one FDIC region the Federal or State agency 1in some
cases began an examination within 1 or 2 weeks after the other
agency had completed its examination even though Federal offi-
cials believed that State had a good examination program.

The following table illustrates this problem,
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State examination - PDIC examination Staff hours
Bank Began Completed Began Completed Spent by FDIC

A 12/4/78 12/11/78“ 12/16/78 12/22/78 194
B 7/2/79 7/6/79 7/11/79 7/16/79 60
C 6/4/79 6/15/79 6/25/79 7/18/79 209

Similarly, we noted that FRS performed an examination
of a bank considered to have sound management and to be in
sound condition 3 months after the State examined the bank.
The State was considered to have a competent examination
system by FRS as well as FDIC officials. We discussed both
the scheduling and scoping of the examination with an FRS
official and found that no consideration had been given to
the State examination completed 3 months earlier. Such
a practice of examining banks is an ineffective use of
resources and unnecessarily distracts bank employees from
performing their day-to-day operations.

2. State examinations in Georgia
are accepted by FDIC but not FRS

The FDIC regional office participates with Georgia in a
cooperative divided examination program in which they each
examine half of the nonproblem banks by alternating examina-
tions each year. FDIC regional officials said that examina-
tion and related work done by Georgia State examiners 1s very
satisfactory, including tests to determine if banks comply
with Federal laws. Further, both the FDIC and State officials
said they believe that they have mutually benefited from this
program. They cited time savings which enhance their ability
to carry out other supervisory responsibilities.

The FDIC regional office estimated that the program
saves at least $1 million per year in staff resources,
travel, and administrative costs such as processing and re-
viewing examination reports and a reduction or stabilization
in the number of examiners required to do the same job.

The State also believes that the program has provided

it with more flexibility to concentrate examiner resources
on problem bank situations. 1In this regard the State noted
that, due to time savings resulting from the program, it has
been able to send its examiners to problem banks three times
per year.

FRS examines Georgia State member banks independently
or concurrently with State examiners but it does not par-
ticipate with Georgia in any cooperative arrangement similar
to the FDIC program with Georgia. Although FRS ¢fficials
said that the State of Georgia has an above average banking

13




department, they did not favor participation in a divided
examination program. These officials said that personnel
changes at the top levels of the State banking department

or the State government could disrupt the continuity of the
department and could, therefore, be detrimental to the work-
ing relationship between FRS and the State.

3. State examinations in Indiana are accepted
by one FRS district but not another district

The Chicago FRS district bank participates with Indiana
in an accompanied examination program whereby one or two FRS
examiners observe and participate in the commercial examination
of a State member bank conducted by State examiners. Where-
as previously well over 50 percent of FRS examiners' onsite
time was spent reviewing assets, State examiners now review
and assemble the credit information. FRS examiners review
the State results and focus on those areas considered
necessary, such as bank management, policies and practices,
previously criticized loans and other loans, and compliance
with FRS regulations. The major purpose of this program
is to reduce detailed work done by FRS examiners and to estab-
lish an overview role for FRS examiners which allows them
to monitor the general condition of banks as effectively
as possible.

The Chicago FRS district bank's program with Indiana
includes 31 State member banks and applies only to commercial
examinations of those banks. The Chicago FRS district bank
stated that its experience in this program has been very
satisfactory with regard to the State's examination scope,
capability of examiners, and guality of examination reports.
The Chicago FRS district bank said that the two main advan-
tages resulting from this program are savings in examiner
staff time and freeing the examiner to review the bank as
a whole, that is, to review operational deficiencies, liquid-
ity, and other changes occurring between examinations.

In contrast to the Chicago FRS district bank, the St.
Louis FRS district bank, which supervises eight State member
banks located in southern Indiana, does not participate with
Indiana's banking department in a cooperative examination
program. The St. Louis FRS district bank has decided not
to participate with Indiana in a cooperative examination
program, because it believes that examination responsibili-
ties should not be shared with the State. The St. Louis
FRS district bank also claims that Indiana examiners do not
examine banks for compliance with Federal consumer-oriented
regulations, even though the Chicago FRS district bank gets
around the problem by letting the FRS examiner perform the
consumer compliance examinations.
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In addition to this unusual situation within the FRS,
the Chicago FDIC regional office also does not participate
with Indiana in an accompanied examination program because
it considers such programs unsuitable in fulfilling its
responsibilities. Instead, the Chicago FDIC regional office
has proposed a divided examination program, but Indiana
rejected the proposal because it feels responsible for the
examination of banks it charters.

FEDERAL REGULATORS' EXAMINATION
FREQUENCY STANDARDS CAN BE MORE
FLEXIBLE

Federal regulatory agencies appear to rely too heavily
on fixed time frames for scheduling examinations. This pro-
cedure encourages regulatory agencies to examine well run
institutions more frequently than necessary. We believe that
the Examination Council should develop a system for scheduling
examinations which bases the scheduling of examinations, to
the extent possible, on a perceived need to examine rather
than to comply with a fixed time frame. In this way the
agencies can concentrate their examination efforts on those
institutions that need their attention.

Staffing Constraints--Key Factors In
Establishing Examination Frequency And
Scope Standards

Federal regulators have no statutory requirement to
examine institutions within given frequencies; however,
prior to 1977, they, for the most part, have examined insti-
tutions annually under a full-scope or regular examination
program. Since that time, the Federal regulators have
begun to use more limited scope or modified examinations
in sound institutions. With the exception of the FRS, they
have also implemented new freguency goals which stretched
out the monthly interval between examinations. As shown
below, most new frequency goals bear some relationship
to the institution's soundness.
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Monthly Interval
Between Commercial Examinations

Financial Institutions With

Regulator Problems No Problems
FDIC 12 18
FHLBB 6 16
FRS 6 12
occ 6 a/l8
NCUA 16 b/24

a/Banks with assets over $100 million are to be examined
every 12 months.

b/Credit Unions with assets over $1 million are to be
examined every 16 months.

Budgetary and staffing constraints in the face of in-
creasing work and regulatory responsibilities appear to be one
of the principal reasons why most regulators changed their
policies regarding the frequency and scope of their examina-
tions. The regulatory responsibilities have increased chiefly
because of consumer protection and equal rights legislation.
Examiner time is now required to insure that financial insti-
tutions are complying with legislation such as the Truth in
Lending Act of 1974, the Equal Credit Opportunity Act of
1974, and the Community Reinvestment Act of 1979.

In our opinion, another factor impacting on staff
resources has been the introduction of more comprehensive
examination procedures and surveillance systems. While
aiding the examination process by pin-pointing some potential
weaknesses, surveillance systems require staff resources to
identify, monitor and follow up on changing conditions in
institutions.

We believe the regulators have been correct in stretch-
ing out the frequency of examinations and using more limited
scope examinations. However, they have done it for budgetary
and staffing reasons and not because the institution was well
run and the risk of failure low. We believe the regulators

could do more to cut back on examining such institutions.

Timing and frequency of examinations

As discussed above, most regulators have a single
frequency standard for scheduling examinations for problem
institutions and a single frequency for nonproblem institu-
tions. However, no further differentiation is made in each
category and some institutions may be examined more frequently
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than necessary. For example, some nonproblem institutions
may have excellent internal controls, very conservative
policies, and strong management, while others may be weak
in these areas, thus raising the question of whether the
well managed institutions could be examined less frequently
than the weaker institutions under a more sophisticated
scheduling system.

Another indication of ‘too frequent examinations can be
seen in the differences of the five regqgulators' frequency
standards for similarly rated institutions. For instance, the
FRS and FHLBB policy is to examine all nonproblem institutions
every 12 and 16 months, respectively. FDIC's goal is to exam-
ine all nonproblem institutions once in each 1l8-month period.
OCC's goal is to examine nonproblem banks with assets exceeding
$100 million annually and those with $100 million or less once
every 18 months. NCUA examines its institutions every 16
months; however, credit unions with assets less than $1 million
are to be examined every 24 months.

Yet another indication that the freguency of examination
standards could be stretched out beyond the agencies' current
standards without exposing the institutions to undue risk
can be seen from an analysis of recent OCC experiences.

The average interval between examinations ¢of similar type
institutions differed significantly from region to region,
For example, we noted that for the 12-month period ending
December 31, 1979, the average interval between examinations
of the best rated banks which had assets of less than $100
million ranged from a low of 10 months at one region to a
high of 20 months at another region,

With respect to problem banks, we analyzed OCC's list
of banks requiring special supervisory attention to see if
there was a relationship between the frequency at which banks
were being added to the list and the frequency of examina-
tion. There was no apparent relationship between the average
frequency of examination and the frequency at which banks
developed problems; that is, regions that examined banks less
frequently than others did not necessarily have more banks
with problemns.

We also discussed with Federal officials current fre-
guency standards and several officials believe that the
standards could be extended further. OCC and FDIC regional
officials said that some nonproblem banks in their region are
operated so soundly that, under certain conditions, they
could be examined under general procedures once every 3 years.
Chicago FRS district bank officials believe that 3 of the
largest banks and 185 other well managed banks could be exam-
ined once every 2 years. They said it is not necessary to
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examine a bank if its performance history has been satisfac-
tory and there have been no material changes, particularly
with regard to management and loan control procedures.
Chicago FDIC regional office officials also thought that the
optimum examination frequency was anywhere from 18 to 24
months for nonproblem banks by relying more extensively on
such techniques as surveillance systems, visitations and
results of State examinations.

Alternative methods for
scheduling examinations

We believe that there are two alternatives to the pre-
sent method of scheduling examinations which the Examination
Council should consider. One method, which essentially is a
refinement of the existing method, is to base freguency goals
on many factors and conditions at the institutions rather than
merely dividing institutions into problem and nonproblem
institutions and large and small institutions.

One mechanism that could be used to refine frequency
goals is the rating system that the five Federal agencies
have adopted. Under this system, examiners assess and
rate the institution's capital, assets, management,
earnings, and liquidity and determine a composite rating
which reflects the institution's soundness. At the
present time, the composite rating, ranging from 1 to 5,
is used to distinguish between problem and nonproblem
banks and to determine examination frequency. However,
the agencies have established their own criteria to
determine which banks are problem banks and the frequency
with which they should be examined. We believe that
uniform standards could be developed which take into
account the individual and composite ratings.

This method of establishing frequency goals would need
to be supplemented by data generated from the agencies' sur-
veillance systems. Each of the bank regulators has a compu-
terized monitoring system that is intended to be a management
tool as well as a means for detecting problems 1in banks.

The systems vary in their sophistication and the extent
to which they can be utilized in the examination process.

Another method of determining when an institution needs
to be examined is to make more use of offsite bank reviews
whereby the examiner makes an abbreviated analysis of what
has happened at the bank since the last onsite examination.
For example, OCC, in May 1979, recognizing that it could
not achieve its goal of examining nonproblem banks with assets
less than $100 million every 18 months, established remote
examination procedures and guidelines. The remote examination
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is an offsite review of the institution. According to 0OCC,
one purpose of the remote examination was to assist regions
in prioritizing banks for onsite examination.

Under remote examination procedures, the examiner was
required to thoroughly review financial data about the bank
produced from the agency's computerized early warning systenm,
reports of condition and income, most recent general and sub-
sequent specialized examination reports, and all correspon-
dence files. Additionally the examiner was required to review
certain Securities and Exchange Commission reports, annual
reports to shareholders, FRS examination reports, and internal
audit reports. OCC's procedures provided that

"All major areas of concern should be addressed
in a manner that explains the history, current
status and future of the subject being discussed.
For example, if capital shows a downward trend
over the past few years, but is currently at an
acceptable level, discuss the bank's plan for
maintaining an adequate capital base. Earnings,
capital, asset growth rate, loan growth rate,
asset mix changes, liability mix changes and
balance sheet composition should be examined

and commented upon. Management and ownership
should be evaluated, and an opinion as to the
general condition of the bank should be provided."”

One OCC official said that it typically takes about 1 day

to conduct a remote examination., The official also said that
for historically sound banks a remote examination plus a 1l

or 2 day visit to the bank would be sufficient to ensure

that (1) the bank is in sound condition or (2) the bank has
problems which warrant an onsite examination,

FEDERAL REGULATORS CAN MAKE
MORE USE OF LIMITED SCOPE
EXAMINATIONS

Most Federal regulators have developed examinations that
have a limited scope as compared to full scope examination
programs. The manner in which modified examinations are used
vary from agency to agency and sometimes from field office
to field office within an agency. Since most institutions
do not have serious problems, we believe that the Federal
regulators could reduce the burden of examinations by rou-
tinely using modified examination programs with the provision
that these are expanded only when there are indications that
the institution may be getting in trouble or has weaknesses
which need correction.
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Wwhat are modified examinations?

The term "modified examinations" has somewhat different
meanings to each agency. The type of modified examination
which we believe could routinely be performed in lieu of
regular examinations would require enough work to permit
examiners to form an opinion of the overall condition of the
institution. It would not require the examiner to perform
all detailed examination steps unless there are indications
of significant problems in the institution's condition.

A different type of modified examination is FHLBB's
minimum examination. It is one example of a modified
examination with reduced documentation requirements. Under
the regular FHLBB examination program, examiners are required
to complete a series of detailed examination programs. Each
program includes a checklist of items to be examined. By
using the modified approach, FHLBB reduced the number of
examination programs that must be completed and the amount of
documentation that must be collected.

Modified examination reduces time

Modified examination procedures effectively reduce
examination time. While nationwide data is not readily
available, regulators have been monitoring the impact of
modified procedures on examination times as discussed in
the three examples below,

--FDIC has completed its first full 18-month
examination cycle using its current pro-
cedures. The latest available data--for
the first 6 months ended June 30, 1979--
indicates that the modified examination
procedures reduced examination time by an
average of 20 percent. This figure is dis-
torted by the inclusion of eight large banks
with assets over $100 million that were
examined during that period. 1If the eight
large banks are eliminated from the summary
statistics, the savings in examination
time increases to 40 percent.

~~At the time of our review, the San Francisco FRS
district bank had used its abbreviated examina-
tion at only two banks. For the first bank,
with assets of $95 million, the amount of
staff time required was reduced 39 percent.
For the second bank, with assets of $672
million, the total staff time was reduced 26
percent. The Chicago FRS district bank said
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that about 12 percent of examiner staff time
is saved by using modified scope examinations.
It said that the use of modified examinations
saved time and reduced the requirement for
five additional examiners.

--The San Francisco FHLBB began using its
revised examination procedures in June 1979.
For the first 15 savings and loan institu-
tions examined under the new procedures,
staff time was reduced an averadge of 19
percent. When the data were adjusted to
reflect the growth in the assets of the
savings and loan institutions, staff days
spent on examinations for each million
dollars of assets was reduced 37 percent.

Inconsistent use of
modified examinations

Federal regulators are inconsistent on how or when
to use modified examinations. FDIC used modified examina-
tion programs on approximately 63 percent of the nonproblem
banks it examined during the first 6 months of 1979, 1In
FDIC's San Francisco region, nearly all examinations of
nonproblem banks are now modified in scope. According to
FDIC officials in Chicago and Atlanta, situations 1in these
cities are the same.

The San Francisco FRS's district bank policy also permits
the use of modified examinations in nonproblem banks. However,
the Atlanta FRS district bank does not use modified scope
examinations. 1In contrast, the Chicago FRS district bank
uses them significantly.

Similarly, the OCC San Francisco region has been alter-
nating full scope and modified scope examinations of nonprob-
lem banks. However, another region that is not as well staffed
in relation to its workload routinely makes modified scope
examinations of nonproblem banks.

FEDERAL REGULATORS CAN
PLACE GREATER RELIANCE
ON INTERNAL REVIEW SYSTEMS

Adequate internal review systems, whether they take the
form of an internal audit, external audit, or an internal
loan review group, can reduce the time spent examining insti-
tutions, and regulators should maximize their reliance on
adequate internal systems. While all three bank regulators
appear to consider the work performed by internal review
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systems in their review.of loans, only OCC recently began to
accept the bank's loan review in lieu of its own. Since
most of the examiners' time is spent reviewing loans, a

good part of the total examination time can be reduced if
the regulators increase their reliance on the work of good
internal loan review groups.

As discussed later in this report, OCC uses a dif-
ferent approach to bank examinations than FDIC and FRS do.
This difference directly affects the extent examiners can
confidently rely on the work of a bank's internal loan
review group to decrease the amount of work they might
otherwise have to do. In several recent examinations, OCC
determined that a bank's loan review department was competent
in detecting problem loans, and the agency limited its loan
review to a small sample of the bank's loan portfolio. For
example, in the examination of a large California bank, OCC
reviewed 315 loans or about 10 percent of the total dollar
value of the loan portfolio. Normally, the examiners would
have reviewed 70 to 80 percent of the total dollar value of
the loan portfolio and loan review would have consumed 40 to
75 percent of the total time spent on examining the institu-
tions. When the examiner found no discrepancies between the
way he graded the loans and the way the loan review depart-
ment had graded the loans, he terminated his loan review and
incorporated the bank's figures on classified assets into his
examination report.

FDIC and FRS examiners do not systematically review
the loan review department and do not substantially change
their approach to loan reviews even for banks that the two
agencies acknowledge have competent loan review departments.
However, FDIC and FRS examiners may review fewer loans or
reduce the verification of information in the loan file. For
instance, the New York FRS district bank, in examining New
York money market center banks, reduces the analysis of loans
and accepts, in part, the work of the banks' internal loan
review groups. As a result, FRS examiners spend as much as 50
percent less time examining loans in these large banks. The
New York FRS district bank is considering expanding this pro-
gram to include smaller banks in the district.

As of June 30, 1979, FDIC supervised 22 State nonmember
banks with assets totaling $1 billion or more. According
to FDIC, most of the banks had adequate internal loan review
groups. FDIC said it uses the work of 12 internal loan
review groups to varying degrees. For example, some of the
internal loan review work is used
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-~to help examiners analyze risk and deter-
mine overall competence of loan officers
and management,

--to serve as a crosscheck of the examiner's
independent loan analysis,

~-t0 spot problem loans of less than
$100,000,

-~to classify nonproblem loans without
extensive review and problem loans with
extensive review, and

--to identify smaller problem loans.

For the most part, FDIC thought that internal loan review
groups were not independent from loan management and cited
this most frequently as the reason for not placing more re-
liance on such work. Other reasons mentioned were

-=-internal loan review group was not re-
fined to the point that it could detect
special mention and substandard loans early,

--FDIC examiners believe they are
responsible for assessing the quality of
the assets on an independent basis,

-~FDIC examiners have to make an
independent analysis of loans anyway
in order to judge the adequacy of the
internal review work, and .

--bank management wants an independent
examination,

OCC and FRS officials disagree with FDIC and agree
that they can place increased reliance on banks' internal
loan review groups. 1In our opinion, each institution's
internal loan review group has to be evaluated on a case-
by-case basis. If the results of that evaluation indicate
that the loan review group is competent, we believe the
agencies should place increased reliance on its work.
Therefore, we believe that the Council, in developing
uniform principles and standards for the Federal
examination of financial institutions, should establish
standards which provide for testing internal and external
reviews of the institutions and relying on work adequately
performed by others.
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FEDERAL REGULATORS CAN
STREAMLINE EXAMINATION REPORTS

Preparation of examination reports consumes a significant
amount of the time an examiner spends on examinations, The
examination reports may contain more detail than necessary.
FHLBB and NCUA prepare rather brief narrative reports,
whereas, the three banking regulators prepare very detailed
reports and spend considerable time and effort writing re-
ports. The benefit to either the regulator or the banks of
including some data appears to be minimal. Consequently, we
question whether the inclusion of all the detail now in the
reports is a prudent use of examiner time.

This question would seem especially pertinent to reports
dealing with relatively well managed banks. In one examina-
tion, we noted that OCC spent 2,351 staff days to examine a
large bank. The examination report contained no major recom-
mendations for improving the institution's loan activities.

The report stated that the condition of the bank had improved
since the last examination, and the amount of criticized assets
had decreased. Nevertheless, the report contained 91 pages

of detailed discussion of criticized assets,

puring the course of the examination, the examiner appar-
ently discussed each loan with bank officials in an effort
to reach agreement on proper loan classifications. The
examiner's workpapers contain key information supporting
the classification of each loan. Since no record existed of
any followup with the bank between examinations to monitor
these loan activities, we question, from a supervisory view=-
point, the usefulness of the detailed data in the report.

CONCLUSIONS

The burden of examinations can and should be reduced.
Federal regulatory agencies have never determined how fre-
quently financial institutions should be examined but instead
have reacted more to budgetary and manpower restrictions.

The agencies do not agree how frequently financial institu-~
tions should be examined, and the burden is compounded when
financial institutions are subject to both a Federal and
State examination.,

The Federal regulators do not rely enough on examinations
adequately performed by State agencies and often overlap each
other's work. 1In some States, however, Federal and State
agencies have worked ou': several types of mutually beneficial
arrangements for examining banks. But more needs to be done,
because Federal agencies do not uniformly accept these
arrangements,
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Federal regqgulatory agencies also appear to rely too
heavily on static time frames for scheduling examinations.
This method may result in examining some institutions more
frequently than necessary and some not enough. Most agencies
have different frequencies for problem and nonproblem insti-
tutions and for large and small institutions. But there may
be a need to examine some problem institutions more or less
frequently than others and to examine some nonproblem insti-
tutions more or less frequently than others. The existing
scheduling system does not address this need. To further
illustrate this point, some agencies have been forced to
stretch their time frames beyond their own standards. Yet
there has been no apparent increase in problem or failed
institutions. To assure that the most efficient and effective
utilization is made of the Government's examiner staff, we
believe that a better scheduling system is needed to identify
and direct examinations to those institutions which have the
greatest apparent need and will benefit from the examinations.

Federal regulatory agencies should make greater use of
limited scope examinations. Currently, each agency uses
such examinations differently. Since most institutions do
not have serious problems, we believe routine use could be
made of limited scope examinations with the requirement to
expand them when there is some indication that an institu-
tion may be getting in trouble or have some weaknesses
which need correction. Prudent use of limited scope exami-
nations can result in time savings and in more efficient
and consistent use of examiner resources.

The Federal regulatory agencies also make insufficient
use of functions adequately performed by others. Adequate
internal review systems, such as internal or external audit
groups or internal locan review groups, can reduce the amount
of time examiners spend examining banks. Yet only one of the
three bank regulators uses the work of such groups systemati-
cally and to any great extent. Additionally, the Federal
regulators appear to include more data in reports of examina-
tion than is actually needed by the institution and the
regulator.

RECOMMENDATIONS TO THE FEDERAL FINANCIAL
INSTITUTIONS EXAMINATION COUNCIL

We recommend that the Council:

-tDevelop criteria for Federal regulators to assess
the quality of examinations performed by State
agencies, and to monitor the States' examination
programs to assess changes which may affect the
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acceptability of the States' programs for
Federal needs%M

-#Develop a Federal Government-wide policy under
"which Pederal regulators, using the above criteria,
would assess and monitor the quality of State
examinations and accept examinations that are
competently performed by State agencies in lieu
of their own., The Government-wide policy should
authorize Federal regulators to make special
examinations of any State-chartered financial
institutions whenever in the judgment of the agency
such examinations are necessary. The policy
should emphasize that the special examination
authority should only be utilized in exceptional
cases and should not be used to perform regular
periodic examinations of the institutions.’|

-rDevelop a system for determining the timing of
examinations which is based on a perceived need
to examine rather than on the basis of a static
time frame.hﬂ

-~Develop examination standards which limit the amount
of detailed work performed during a routine examination
unless potential problems are detected. .

—rDevelop examination principles which require Federal
‘examiners to rely on functions adequately performed
by others such as internal and external audit and
internal loan review departments. The Council
should develop criteria for testing and assessing
the quality of these systems before the agencies
could rely on them.

-TDevelop uniform standards for reporting the results
‘of examinations which limit the amount of detailed
data to that which is necessary for effective
supervision.
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AGENCY COMMENTS AND OUR EVALUATION

The Examination Council is in general agreement with the
theme of our report. The Examination Council stated that
its Task Force on Supervision has a study underway which
will result in recommendations to increase uniformity in
such matters as the timing and the scope of examinations
and other policy matters., The Council stated that when the
Task Force completes its study, our recommendations will
have been appropriately addressed, with the possible excep-
tion of two recommendations related to Federal regulators
accepting examinations made by State regulatory agencies
in lieu of their own examination. With regard to accepting
State examinations, the Council requested the Task Force
on Supervision to explore ways in which agencies can place
greater reliance on examinations of banks and thrift insti-
tutions performed by the States.

In our draft report_we proposed that the Council:

--Assess the guality of examinations performed by State
agencies and develop a Federal Government-wide policy
which requires Federal regulators to accept examina-
tions that are competently performed by State agencies
in lieu of their own,

--pevelop criteria for the continued monitoring of the
States' examination programs to assess changes which
may occur which would affect the acceptability of the
State's program for Federal needs.

The Examination Council believes that Title X of the
Financial Institutions Regulatory and Interest Rate Control
Act of 1978 does not empower it to evaluate State agencies
directly. It further believes that Federal regulators' statu-
tory responsibilities require them, rather than the Council,
to make any final determination regarding the use of examina-
tion reports completed by competent States in lieu of their
own.

We directed our proposals at the Council rather than
at each regulator because (1) past experience shows that
Federal regulators have not uniformly accepted State examina-
tions and (2) it would be a wasteful duplication of effort for
each of the five Federal regulators to individually evaluate
the various State examination programs. However, in view of
the Council's commitment to explore ways in which the agencies
can place greater reliance on examinations performed by States,
we have modified our position to recommend that the Council
develop the criteria necessary for the uniform evaluation
of State examinations and to monitor the Federal regulators'
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efforts to determine the acceptability of State examination
programs and reports. By placing additional responsibility
on the Federal regulators for evaluating, monitoring, and
accepting State examination reports in lieu of their own
examinations, we believe these modifications may overcome
some of the concerns expressed by the Council about our pro-
posals and at the same time provide the Council with suffi-
cient flexibility to accomplish the objective we are seeking.
As stated in the report, however, we advocate only that Fed-
eral regulators rely on State examinations that are compe-
tently performed. We did not envision the Council developing
a Government-wide policy that would be so inflexible that a
Federal agency could not examine institutions when it had
some specific need even if the State had a competent exam-
ination program. Our recommendation was intended to pre-
clude routine examinations of banks that are being adequately
examined by State agencies.

Notwithstanding our modifications of the recommendations
we continue to favor a strong Examination Council role in
monitoring Federal regulators and in seeking extensive inter-
agency coordination, if not joint studies, to evaluate the
guality of State agencies. In our view, a strong role is not
only consistent with the legislative intent establishing the
body as a central policymaking and coordinating mechanism,
but also with the practical realities of avoiding duplicative
and potentially inconsistent evaluation efforts on the part
of Federal regulators.

Federal regulators were in general agreement with our
recommendation to increase reliance on limited scope examina-
tions and on functions adequately performed by internal and
external audit and loan review departments. The regulators
also agreed with our recommendation to limit the amount of
detailed data shown in examination reports even though some
comments reflected a belief that they were already following
some of these proposals. But, to varying extents, Federal
regulators took exception to our recommendation to increase
reliance on State agencies and to schedule examinations on
the basis of perceived need rather than static time frames.

Before discussing the agencies' major concerns, we
believe the report should be placed in proper perspective.
We also have some general comments on the Council's role as
perceived by the Federal regulators. These comments seem
necessary because OCC stated that the report has not adequately
supported the premise that the regulatory agencies have not
balanced supervisory needs with supervisory costs. O0CC
as well as FHLBB and NCUA believe that the report should
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identify the regulator(s) with problems and direct recommenda-
tions to them rather than making seemingly all-inclusive
recommendations to the Council.

We do not believe that these comments are valid for this
report. As we pointed out in the scope section, our efforts
were never intended to be a comprehensive analysis of each
issue. We did not want to duplicate the work of the Exami-
nation Council nor in any way inhibit it from accomplishing
its congressional mandate of developing uniform principles
and standards for Federal examinations of financial insti-
tutions. Accordingly, the report identifies broad issues
we believe the Council needs to address and provides some
observations on these issues, but does not recommend spe-
cific actions for each of the five Federal regulators.

In commenting on our draft report, OCC and FDIC question
whether some of the issues raised in our report are proper
issues for the Council to address. OCC does not believe that
it is appropriate for the Council, in prescribing uniform
examination principles and standards for the Federal examina-
tion of financial institutions, to address areas of frequency
and scope of examination. OCC believes that decisions regard-
ing these matters should be left to the regulatory agencies.
It stated that

" * *¥ we do not believe that the Council is empowered
under 12 U.S.C. 3305(a), to prescribe uniform super-
visory practices, especially in the areas of determin-
ing the frequency and scope of examinations. These
supervisory functions are left to the discretion of

each of the individual agencies because of the differing
limitations of the agencies."

FDIC took exception to our recommendation that the Examination
Council define the supervisory role of the Federal financial
institutions' regulatory agencies and the extent to which
those agencies should influence management processes of the
financial institutions supervised.

The comments of these two regulators raise a serious
question regarding the role of the Council as perceived by
the agencies. In our view it is essential that the Council
address such areas as frequency, scope, and thrust of examina-
tion. The Council concurs in this view. However, the work
of the Council is accomplished by staff from the five Federal
requlatory agencies and if these officials perceive a differ-
ent role for the Council, we believe that it would be in the
Council's interest to define the phrase "principles and
standards for the Federal examination of financial institu-
tions."
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With regard to our proposals concerning State examina-
tions, FDIC, FHLBB and FRS did not believe that greater
reliance could be placed on examinations made by State
agencies. All three Federal regulators pointed to their
extensive reliance on State agencies through the use of
joint, concurrent or divided examination programs. Several
reasons were given in support of the agencies' position;
however, some misunderstanding appears to underlie much
of their concern. The regulators apparently interpreted
our proposal to mean that Federal agencies should withdraw
totally from examining any financial institutions in States
which had competent examination programs, For example,
FDIC stated that:

"As we read the GAO's recommendation that the FFIEC
assess the quality of State agencies and require the
Federal regulators to accept examinations competently
performed by the States in lieu of their own, it seems
to imply a complete withdrawal of the Federal agencies
in some States from the examination function.”

We do not mean that FDIC or any other Federal regqulator
should completely withdraw from the examination of financial
institutions, and we have revised our recommendations to
clarify our intent. While we believe that some agencies could
rely more on State examinations in lieu of their own, we are
also concerned that staff shortages may have forced the
NCUA into a position where it may not adequately monitor and
examine State-chartered, federally insured credit unions
because its reliance on States is almost absolute.

At the same time, we recognize that for some financial
institutions the use of joint or divided examination programs
may be the only practical way to share the examination burden
with States. However, we also believe that in other instances
some States are ready and able to carry much more of the exam-
ination function. This does not mean that, even in those
States that are capable of carrying much of the examination
burden, Federal regulators should totally abrogate their
examination function. For example, for banks in a portion
of one State, FRS essentially relies on the State examination
but they do send one or two examiners along with the State
examiners to observe their work and to perform tasks of
special or sole interest to FRS.

Coupled with offsite or remote examinations, informa-
tion received from the regulators' surveillance systems,
previous State examination reports, and reports and informa-
tion received from financial institutions and other sources,
we believe FRS's accompanied examination program could
be one cost-effective way to provide for periodic onsite
examinations and to monitor the safety and soundness
of financial institutions. Furthermore, even under
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such an examination program, Federal requlators may have jus-
tifiable reason for their own comprehensive but less frequent
examination of financial institutions otherwise examined by
competent State agencies.

In connection with the State issue, FDIC disputes our
contention that Federal regulators have been reluctant to
accept State examinations despite the apparent competency
of several States. FDIC said that

"* * * the discoverable facts do not support the GAO
assertion that the three illustrations evidence a
reluctance on the part of the Corporation to accept
State examinations."

We did not intend the three illustrations in one FDIC region
to fully support our position. As we pointed out in the
report, in three FDIC regions we found that the interval
between the Federal and State examinations at times varied
between 1 and 9 months even though FDIC's goal is to examine
problem banks every 12 months and nonproblem banks every
18-month period. But even without further support, we believe
two of the three illustrations demonstrate the absence of

a formal ongoing coordination program with the State. FDIC
even acknowledges that its examination of two of the banks
should never have been started, let alone completed. We
believe the three cases are not isolated because from 1977
to 1979 FDIC and the States conducted examinations within

3 months of each other in 70 banks in 3 States. In our view
this demonstrates a reluctance to accept State examinations.

Next, the FDIC, FHLBB, OCC and NCUA disagreed with our
recommendation to develop an examination scheduling system
for determining examination dates which are based on a per-
ceived need rather than on the basis of static time frames.
FDIC, OCC and NCUA maintained that shorter and more frequent
examinations are preferable to infrequent comprehensive exam-
inations., 1In their view more frequent examinations enhance
their ability to maintain a dialog with the management of
financial institutions and result in the identification
of changes in a financial institution which might lead to
problems.

We do not necessarily disagree with Federal regulators
that shorter and more frequent examinations are a good way
to keep abreast of changes in financial institutions. As
discussed in the report, however, we believe the Examination
Council should identify and assess alternate examination
scheduling methods and develop a scheduling system based
on need rather than the current static time frames,
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In connection with the development of such a scheduling
system, OCC considered our suggestion premature that remote
examinations could complement onsite examinations of finan-
cial institutions. At the time of our review OCC was in the
process of reviewing remote examinations. In our report, we
did not infer that we had fully evaluated the process or that
we totally endorsed it. Rather, we suggested that the remote
examination process might be a desirable tool to assist agen-
cies in scheduling examinations and that the Council should
explore this as a possible improvement over the present static
time frame system. ‘
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CHAPTER 3

OTHER ISSUES AND PROBLEMS IN ESTABLISHING

UNIFQRM~PRINCIPLES AND STANDARDS FOR

EXAMINATIONS

The Congress has charged the five Federal regulators'
with fostering and maintaining a safe and sound banking
system. However, the question of what examination approach,
program, and reports are needed to make supervision most
effective in achieving this broad objective as it relates
to individual institutions is still debated among the
agencies. As a result, the regulators appear to place
differing amounts of emphasis on the assessment of financial
institutions' management decisions and systems and on the
examination structure that is required to make such assess-
ments, even though their broad regulatory objectives are
similar.

The Examination Council is in a position to resolve this
debate. The Congress has charged the Examination Council
with developing uniform and progressive examination principles
and standards to assure a consistent approach to the super-
vision of financial institutions. Two basic guestions have
to be resolved:

--What is the Federal regulator's appropriate
supervisory role in the examination of
financial institutions' management decisions
and systems in the form of policies, controls,
and future plans, etec.?

--What examination guidelines are needed to best
meet the information requirements dictated by
that supervisory role and to ensure a consistent
level of examination effort?

FEDERAL REGULATORS' SUPERVISORY
ROLE NEEDS TO BE MORE CLEARLY DEFINED

The five regulators place differing amounts of
emphasis on the existence of sound management systems in
financial institutions. To varying degrees, they agree that
their principal supervisory role is to maintain a sound bank-
ing system. They also agree that preventing and correcting
unsound financial conditions and management practices in in-
dividual institutions is a correlative objective. But the
regulators differ in their views regarding the need to
actively promote sound banking or management practices in
institutions that lack any apparent unsound conditions.
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OCC, FHLBB, and NCUA more actively promote sound manage-
ment systems, because they routinely and more systematically
examine institutions' management activities., They said that
such an approach should result in fewer institutions having
significant financial problems through the early identification
and correction of systemic weaknesses., While FDIC and FRS
also support sound management systems, they tend to be less
active in their promotion and systematic examination. They
reason that a more active examination approach increases the
likelihood that regulators will infringe on the prerogatives of
the institution's management. Additionally, FDIC is concetrned
that, as a practical matter, it may not be efficient to rou-
tinely and systematically examine management systems because
it is costly, and most supervised institutions are small and
are unlikely to have extensive systems.

The Examination Council has to decide how active the
regulators should be in influencing management decisions
regarding the operation of financial institutions. The
congressional mandate concerning this issue is not clear.

Authority to promote sound management
practices 1s limited

The overall regulatory structure has gradually evolved
over more than a century. Consequently, much of the legis-
lation that established the present structure was originally
passed to address the varying circumstances of the Nation's
changing economic and financial history.

Although our survey of the legislation revealed no set
of objectives common to all regulators, it did reveal that
the regulators' supervisory objectives were strikingly
similar. Four objectives that appear generally applicable
to all regulators are

--promoting safety and soundness in the financial
industry and minimizing unsound banking prac-
tices and excessive institutional failures,

--promoting economic stability and growth and
minimizing financial instability,

--promoting compliance with laws and regulations, and
--promoting a socially responsive financial industry

capable of providing equitable services to all
sectors of the community.
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Despite the similarity of the regulators' objectives,
their roles remain unsettled due to the still emerging
body of Federal financial requlatory law. One unsettled
area is the role of the regulators in effecting sound
banking policies and practices. In examining pertinent
legislation and legislative histories, we have been unable
to find any clear congressional mandate stating that
the reqgulators should promote sound management practices.
The law instead appears to stress a supervisory role that
focuses on the correction of unsafe and unsound practices.

Different emphasis on the
examination of management systemsg

over the years, Federal regulators have increased

their emphasis on management systems in the examination of
financial institutions. Traditionally, the principal focus
of examinations has been to assess an institution's adher-
ence to laws and regulations, the quality of its assets, its
ability to meet depositors' and borrowers' demands, and its
management. Assessment of management was primarily based on
the institution's performance,.

Federal regulators, however, have now expanded their
examination of management. The examination continues to
assess an institution's solvency and liquidity, but now it
also evaluates to varying degrees the adequacy of an institu-
tion's administrative and operational policies, various man-
agement controls, and management decisions. Some regulators
even review the institution's future plans, personnel man-
agement systems, and management information systems in an
effort to assess the institution's total operation.

FDIC and FRS both view their principal supervisory role
to be one of identifying and seeking correction of unsound
financial conditions. While the two regulators require their
examiners to review operational policies, plans, and controls,
they do not believe that it is their role to be management
consultants and to routinely and systematically analyze man-
agement systems. Instead, the decision to do so is left up
to the examiner. The two regulators reason that the law did
not intend them to become enmeshed in areas (1) that pose no
obvious threat to the soundness of the institutions and (2}
that traditionally have been left to management. OCC, FHLBB,
and NCUA view their supervisory roles more broadly.
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OCC cited the following two basic reasons for adopting
a more system or management oriented examination approach in
197s6. )

~--First, OCC wants to concentrate its examination
efforts on phases of banking activities which
deserve greater emphasis because of their impact
on soundness. This concentration requires in-
creased reliance on the internal and external
review functions of the bank so as not to waste
resources on work adequately performed by others.

--Second, OCC wants to concentrate on the future
prospects of each national bank rather than merely
on present conditions, because it believes the speed
with which a bank's condition can deteriorate has
increased significantly.

In November 1978, OCC took a further step in making man-
agement evaluation a central part of examinations when
it created a multinational division to review the management
decisions and strategic planning of the 10 largest national
banks. With regard to the special emphasis of the new
division's efforts, the Comptroller of the Currency noted:

"This special emphasis will facilitate a scanning
of the present and prospective activities of multi-
national banks relative to all the financial
environments in which they operate, thereby provid-
ing a more contemporary picture of the entire
multinational banking area * * * "

Differences in emphasis are further illustrated in
the following cases comparing selected regulators' examination
approaches and procedures. These differences in emphasis ask:
How far should Federal regulators go in the examination of
financial institutions?

Internal audits

Both OCC and FRS have examination procedures for evalu-
ating the adequacy of institutions' internal audit activities.
But FRS procedures were used only to a limited extent because
adequate time had not been budgeted to complete the suggested
examination steps. Furthermore, as is illustrated in the
following comparison, OCC reported more extensively on the
adequacy of the internal audit activities than did FRS.

In the FRS case, the examiner reported serious weak-
nesses in the bank's internal control system but judged
the internal auditor's work as adequate. The examiner
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provided no further explanation regarding the adequacy of
the internal auditor's efforts to improve the weak internal
controls, except to say that the auditor's work was
generally ignored by management,.

Oon the other hand, an OCC examiner reported no major
weaknesses in another institution's internal controls and
audit functions. Nevertheless, the examiner went to great
lengths in explaining his assessment process of the internal
audit, describing even minor weaknesses and changes., For
instance, the examiner found it necessary to report that:

"k * * 5 review of the audit functions disclosed
that the length of time between audits of the
Master Charge Department was i1n excess of 18
months, while the length of time between audits
of the East Office collateral was 18 months.
Because of considerable growth in the former area
and some minor internal control problems noted by
the auditor, it is recommended that such audits
be conducted more frequently."

Personnel management

Adequate compensation, staff size, and staff development
are important aspects of personnel management that are
necessary to successfully operate a financial institution.

The emphasis given this management area, however, varies
between regulators. For instance, FHLBB's examination program
requires examiners to complete various steps to determine

(1) the adequacy of staff, (2) the existence of policies
insuring staff development, and (3) the clarity of position
descrlptlons and assigned responsibilities. The steps include
a review of compensatlon schedules to determine whether
employee compensation is generally commensurate with assigned
responsibilities,

FDIC examination procedures, on the other hand, do not
specify any examination steps requiring the review of per-
sonnel management, even though one question in the examina-
tion report requires the examiner to reach a conclusion
concerning the adequacy of employee compensation. With
regard to that question, the examination manual states that
the examiner's conclusion should be based on his/her opinion
of the abilities of the personnel, the size of the institution
and the ability of the institution to pay. But the examination
procedures leave the depth of the analysis process to the
examiner and tend to indicate that the area of salary manage-
ment is basically a matter to be decided by management. This
is reflected in the following statement from the FDIC examina-
tion procedure manual:
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"The money-making aspects of banking are essentially
matters for bank management rather than bank super-
visors. It is the function of bankers to determine
rates of interest to be charged and paid, salaries
to be authorized, and whether or not a particular
schedule of service charges will be adopted. For
the Bank Supervisor or Examiner to intrude into

the details of this aspect of banking is to encroach
seriously upon the prerogatives of bank management.
So long as the bank is adhering to sound policies,
maintaining adequate capital, operating in accord
with applicable laws and regulations, and serving
the community, the banker as a businessman should

be subject only to competitive controls."

Qperating expenses

All five regulators' examination programs require
examiners to perform reviews of the institutions' income
and expense accounts. OCC, FHLBB, and NCUA examination
procedures provide the examiner with specific objectives
and procedural steps for analyzing income and expense.
For instance:

--0CC procedural objectives require examiners to:
(1) analyze the financial position and operations
of the bank and investigate any unusual fluc-
tuations and (2) determine if accounting policies,
practices, procedures, and internal controls
relating to income and expenses are adequate.

--FHLBB procedural objectives, among others, are
to: (1) obtain satisfactory explanations for
all material variances of the current financial
statements from those of prior periods and from
class averages and (2) review, understand, and ex-
plain the genesis of all significant matters
disclosed by the financial statements.

--NCUA objectives ask the examiner to: (1) deter-
mine if policies, practices, and procedures re-
garding income and expenses are adequate; (2)
analyze the relationship between the cost of
capital and the income generated from this capi-
tal; and (3) initiate corrective action when
policies, practices, and procedures are inadequate
or when exceptions to the accounting manual, law,
regulations, and policy statements are disclosed.
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The following discussion of an OCC and FRS examination
report dealing with operating expenses shows how different
examination procedures impact on the report. Both banks
were having problems because of poor earnings. However, OCC's
examination approach was more in-depth and produced more
specific recommendations.

FRS examined one bank and reported that its 1978 net
income was down 49 percent from 1977. The examiner attributed
this decline to heavy loan losses and a dramatic increase in
non-interest operating expenses from $491,000 in 1977 to
$831,000 in 1978. The examiner urged management to formulate
policies designed to increase efficiency and to control expen-
ditures but did not indicate what caused the dramatic increase
in expenses or what remedial actions management could take.

OCC examined the other bank and reported that certain

- operating expenses increased substantially over a l-year

period. But unlike the FRS examiner, the OCC examiner then
identified the causes and listed specific remedial actions for
management to take. He noted that the bank president's expenses
accounted for 97 percent of the total business expenses and that
certain business development related expenses were guestionable.
As a remedial action, the examiner recommended that the board of
directors validate and approve all operating expenses over a
certain amount,.

Other considerations in deciding
on the need to routinely examine
management systems

In recent years, congressional committees have expressed
concern about the soundness of bank management. After the
1975 failure of the Franklin National Bank of New York,
congressional scrutiny of bank regulators increased. Together
with a growing number of problem institutions, the bank's
failure led Congress to question the adequacy of Federal
bank supervision.

At the same time, OCC instituted changes in both its
supervisory processes and its examination programs. One of
the presumably primary reasons for OCC's revision of its
examination program was to facilitate the early identification
of causes of problems before the bank's soundness had been
adversely affected. Aan OCC official, in explaining the
revised examination procedures at a bank convention in 1976,
stated that:

"A key feature of future supervisory techniques will
be the timeliness of the identification of problems and
deficiencies. By waiting until the gquality of a
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loan has sufficiently deteriorated to merit classi-
fication before he calls it to the bank's attention,
the examiner is limiting the options available to
the bank in attempts to collect the credit. The ex-
aminer has waited too late to help the bank when he
simply identifies operating losses and requires

that they be charged off of the bank's books. 1In
many cases, it is too late for the office to require
that a bank acquire new capital when the need is

too desperate. Many experts point out that capi-
tal is often most difficult and expensive to sell
when it is most needed. Examination reports of the
future will key strongly on the identification

of conditions and deficiencies which if left un-
attended will likely result in classified assets,
losses and insufficient capital."

In our 1977 report on Federal supervision of banks, we
endorsed OCC's approach to examining banks. On the basis
of our comparison of OCC, FDIC, and FRS examination programs,
we concluded that OCC's

--new examination approach will provide that ex-
aminers will systematically and comprehensively
examine banks' policies, procedures, controls, and
audits to identify weaknesses in bank management
which could lead to serious problems (see p. 7-23),
and

~~-revised examination procedures should provide
the regulator with more meaningful information
regarding the banks it supervises and result
in more complete and consistent examinations.
More importantly, the new approach should re-
sult in early detection of situations which
could cause banks difficulty. (see p. 7-24.)

We continue to support the concept of systematic exam-
inations, but we also feel that the increased cost of con-
ducting such examinations should produce some benefits. For
example, OCC's examination procedures have been in place for
about 3 years, but our limited work has not revealed any
agency-developed empirical data which clearly shows benefits
in terms of better managed institutions or fewer failed or
problem institutions. Therefore, our basic questions are
(1) how successful have the regulators been in the early iden-
tification of systemic weaknesses in institutions when the
impact of these weaknesses are not yet quantifiable and (2)
how successful has OCC been in getting the banks to
correct these problems,
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Furthermore, the need to examine small institutions'
management systems should be addressed. FDIC has peri-
odically questioned the wisdom of using scarce resources
on such examinations unless examiners note systemic weak-
nesses that threaten an institution's soundness. OCC,
FHLBB and NCUA, however, do not share this view and believe
that examining the adequacy of management systems in small
institutions is necessary because these institutions often
lack competent and sound management.

“In any event, the Examination Council is going to have to
define the appropriate supervisory role for the regulators.
Once it does this, it can then determine what examination
guidelines and programs are needed by the regulators to con-
sistently and uniformly satisfy that role.

EXAMINATION PROCEDURES NEED
TO BE MORE HIGHLY STRUCTURED

In conducting examinations, some regulators provide
specific guidelines to examiners while other regulators leave
it to the examiner's judgement to get the job done. O0CC,
FHLBB, and NCUA provide examiners with specific procedures,
checklists, and questionnaires to insure a systematic examina-
tion process. FDIC and FRS have less structured programs and
place more reliance on the examiner's discretion as to what
needs to be done and how it gets done. As a result, these
programs provide limited assurance that examinations are
conducted uniformly in all critical areas of the institution's
activities.

In our 1977 bank study, we reported on the unstructured
nature of the three bank regulators' examinations, noting that
each allowed considerable discretion to examiners in estab-
lishing examination procedures. We also noted that regulators
provided examiners with general examination procedures but no
guides for what other material--schedules, records of inter-
views, etc.--should have been obtained or how the examination
should have been prepared and organized. Since OCC was
implementing new examination procedures that provided its
examiners with more detailed guidelines, we recommended that
FDIC and FRS also develop standards for the preparation,
maintenance, and use of examination workpapers.

Both regulators responded that their examiners were pro-
vided with proper training on workpaper documentation. FDIC
commented that
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"% * * examination workpapers will permit a deter-
mination that appropriate examination procedures
have been followed, provide support for the pre-
paration of the Report of Examination, and are
utilized at the next examination."

FRS commented that

" * * jpn the vast majority of examinations, the
examination workpapers and line sheets prepared
are adequate to meet the Systenm's needs."

We agree that in many cases the examiner's efforts may
be adequate; however, we also believe that more structure
is needed if requlators are to achieve more uniform exami-
nations. This seems warranted in light of observed differ-
ences in the structure of examination programs and inability
to determine if examiners followed appropriate examination
procedures.

Current structure of examination programs

All five regulators have examination programs that serve
as informational manuals, guides, and references for their
examiners. The manuals provide a general description of the
policy, philosophy, and nature of examinations. The manual
states what examiners should be doing, or be aware of, while
conducting the examination. OCC, FHLBB and NCUA examination
programs provide examiners with specific procedures, check-
lists, and questionnaires which serve as a guide for deter-
mining what needs to be done and how it is to be done.

These examination programs also specify the objectives to
be achieved in each examination area.

FDIC and FRS examination programs generally afford their
examiners considerable discretion on the type of information
gathered and the depth to which this information is analyzed.
FDIC and FRS field officials agreed that their examination
programs are less structured but noted that the examination
report itself sometimes serves as a guide in conducting the
examination. For example, the examination report requires
examiners to answer specific questions, and as such, it could
also serve as the examination program,
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Is there a need for more
structured examination programs?

The answer appears to be "yes" for FDIC and FRS. Manage-
ment consultants that have reviewed Federal regulators' exam-
ination programs have commented on the importance of structure
and workpaper documentation to support conclusions in reports
and to provide a basis for supervisory reviews. FRS' internal
auditors reported that examination workpapers were not (1)
identified as to source and purpose and (2) properly indexed
to support the examination report's comments and conclusions.

The need for structured examinations also became apparent
from our observations of each regulator's examination program
and workpapers and from our discussions with various field
officials and examiners. For instance, along with financial
results and asset quality, examiners stated that they reviewed
management policies, internal controls, and the internal audit
function. While OCC and FHLBB examiners were able to provide
us with workpapers in support for that contention, FDIC and
FRS examiners could not consistently produce workpapers
showing what they actually did in reviewing the institu-
tions' management systems.

Where workpaper schedules and documents were in evidence
at FDIC and FRS, we could not always tell the extent super-
visory reviews were conducted. And FDIC and FRS supervisory
examiners stated they basically relied upon the integrity and
experience of their staff to follow all appropriate examina-
tion procedures. The following example of an OCC and FDIC
examination of a bank's internal controls demonstrates both
structure and the lack of structure.

OCC bank

OCC's structured examination program requires examiners
to evaluate a bank's internal controls by completing a series
of internal control questionnaires and assessing the results.
On the basis of this assessment, the examiners conclude
whether the degree of control exercised by the institution
is adequate. As the following case illustrates, OCC's
examiner appears to fully explain existing internal control
problems.

In this case, the OCC examiner reported significant
exceptions in the deposit account and correspondent bank
account areas. Regarding the deposit accounts, he reported
that the bank's exceptions to overdraft and uncollected funds
policies were liberal and potentially unsound. He supported
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his conclusions with specific examples demonstrating ‘the
exceptions and noted that bank officials agreed to correct
them, Finally, he fully disclosed the bank's internal con-
trol problems and the causes for the problems in a letter
to the board of directors. :

FDIC bank

FDIC examiners are also required to determine the
adequacy of a bank's internal control system. They
make this determination by answering a series of ques-
tions in the examination report. FDIC's examination
program requires the examiner to expand the examination
beyond these guestions, if deemed necessary; however, the
program does not stipulate what examination procedures ex-
aminers must follow to evaluate the internal controls and to
reach supportable conclusions. The following two FDIC
examinations of this bank illustrate that, because of the
wide discretion given FDIC examiners, the institution's
internal control problems may not have been fully disclosed.

In the first examination, the FDIC examiner reported on
several weak internal controls. For instance, the examiner
noted that negotiable collateral, such as stocks and bonds,
were not under proper accounting control; not all employees
were prohibited from both receiving deposits and posting them,
except on automated posting machine operations; and the dor-
mant deposit accounts were not maintained under dual control.
The examiner also reported that employees lacked general
knowledge of internal controls and therefore suggested train-
ing to improve employee skills and knowledge of internal
controls., The examiner stated that the problems were
discussed in a meeting with the bank's board of directors.
However, in the report section which is not given to the
bank's board of directors, the FDIC examiner raised what
appeared to be more serious concerns about the bank's
internal controls, as follows:

"The bank's internal controls in most areas are soO
weak as to be considered non-existent * * *, Man-
agement's control of the branches appears almost
nonexistent, at present, and as in the past each
branch appears to operate autonomously with very
little central control exerted. The bank his-
torically has operated two good branches, * * * and
* * * Branches and they continue in this status
while the head office, * * * Branch and the * * *
Branch appear to function with little or no direc-
tion.
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The present condition of the bank, with its
highly classified position, excessive losses,
inadequate and poorly trained staff, management
posture and other deficiencies all reflect
adversely upon the future prospects of the bank.”

The FDIC examiner could not show us his analysis nor
explain why these weaknesses were not disclosed in the
examination report to the bank's board of directors even
though he agreed with us that the weaknesses, if uncorrected,
could present future problems. However, he suggested that
bank management was probably informed in broad terms when
he discussed the need for training.

In the followup examination of this bank, the FDIC
examiner did not comment extensively on the internal con-
trol concerns raised in the confidential section of the
previous examination report. The examiner told us that,
instead, he concentrated on the large volume of classified
loans and only conducted a minimum amount of work in the
internal control area. The examiner said the weaknesses
noted in the previous examination were no longer apparent,
and he assumed that management had corrected them.

CONCLUSIONS

The Federal regulatory agencies that supervise and
examine financial institutions have similarly mandated objec-
tives, but each has formulated its own examination approach
and program., Over the years, OCC, FHLBB and NCUA have imple-
mented examination programs that apparently place greater
emphasis on the routine and systematic examination of manage-
ment systems than FDIC and FRS programs do. These three
regulators' examination programs also provide for a more
systematic information collecting, analyzing, and reporting
process.

As in the past, we support the concept of systematic
examinations emphasizing management systems. In our opinion,
such examinations should provide greater assurance that
management weaknesses are identified and corrected early,
thereby reducing the number of institutions that subsequently
develop problems that threaten their soundness. Before decid-
ing whether such a concept has merit, the Examination Council
should resolve several issues,

--Is such an approach cost effective, especially
in small institutions?
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--Is such an approach encouraging examiners to
question matters that are outside the legiti-
mate concerns of a regulator and more the
prerogative of management?

-=-Is such an approach structured enough to assure
that examiners followed appropriate examina-
tion procedures?

After considering these issues, the Examination Council
should carefully assess the benefits of more systematic
and structured examination programs. In times of scarce
financial and staff resources, any trend to increase examina-
tion coverage of areas traditionally left to management
must be carefully weighted against the potential benefits
before it is accepted as the most effective and appropriate
approach.

although the Congress has established the five Federal
regulators' broad objective of fostering and maintaining a
safe and sound banking system, congressional intent to promote
good management practices is unclear. The examination
procedures used by some regulators increase the likelihood
that examiners will influence the institutions decisionmaking
processes. It is not clear at what point such influence
infringes on the prerogatives of management as opposed to
being a legitimate regulatory concern. Some congressional
guidance on this matter seems to be needed.

RECOMMENDATIONS TO THE FEDERAL FINANCIAL
INSTITUTIONS EXAMINATION COUNCIL

We recommend that the Examination Council

—#define the various regulators' supervisory role,
in particular as it relates to the routine and
systematic examination of management in finan-
cial institutions without unsafe and unsound
financial conditionsj}

-rdefine, with the guidance of the congressional
legislative oversight committees, how forcefully
the regulators should promote the establishment
and maintenance of sound management;

-tprescribe uniform principles and standards con-
sistent with the above identified supervisory role
and commensurate with an acceptable level of risk
and cost; and
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-qinclude in its prescribed principles and standards
the requirement that Federal regulators develop
examination procedures that clearly identify
(1) examination objectives, (2) examination
tasks required to achieve the objectives,
and (3) documentation required to fully support
report comments, conclusions, and recommendations
and to provide a basis for supervisory review, |

‘‘‘‘‘‘‘

AGENCY COMMENTS AND OUR EVALUATION

The Examination Council stated that 1its Task Force
on Supervision will address our recommendations in an
ongoing study. With regard to comments from the Federal
regulators, the principal questions about this chapter were
raised by FDIC. FDIC pointed out that it is working with
the Examination Council's various task forces toward more
structure in the examination process in terms of pro-
cedural guidance, checklist and workpaper documentation.
But FDIC also guestioned several aspects of our draft
report. N

FDIC interpreted our report as a continued endorse-
ment of OCC's structured and management system-oriented
examination program. It questioned our position in
light of the reported lack of empirical evidence showing
such programs to be more effective than FDIC's in identi-
fying problems earlier in financial institutions. We do
not entirely agree with FDIC's interpretation of our posi-
tion. In our view, the report doces not endorse any regqula-
tor's examination program but rather raises the issue of
the appropriateness of system-type examinations for Federal
regulators because of (1) uncertain cost benefits, espe-
cially in small banks and (2) questionable authority of
regulators to promote the establishment of management
systems,

FDIC was also concerned that our report may give the
impression that the Corporation views the examination of
financial institutions' management practices and policies
as minor aspects of its supervisory function. We do not
intend to give such an impression; however, as FDIC acknow-
ledges, differences do exist among regulators and in their
emphasis on the evaluation of management systems. Our
report illustrates these differences in terms of prevail-
ing or perceived examination philosophies, methods and
procedures.
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In connection with our discussion of system type
examinations, FDIC interpreted our draft report to imply
that it has periodically questioned the wisdom of using
scarce resources on small bank examinations unless exami-
ners note systemic weaknesses that threaten the insti-
tution's soundness. FDIC stated that it is firmly com-
mitted to periodic onsite examinations of all banks under
its jurisdiction. We did not intend to imply that FDIC is
not committed to periodic examinations but rather that some
FDIC officials have questioned the routine examination of
management systems in small banks. FDIC appears to share
this point of view to some extent because its comments
raise the question that the addition of "extensive check-
lists, questionnaires etc. impact small bank examinations
unnecessarily more than large banks, both in terms of
increased total examination hours and burden on the exam-
ined institution." To eliminate any ambiguities, however,
we have clarified the report to show that FDIC's comments
concern the routine examination of small banks' management
systems.

Next, in connection with our discussions of the need
for more structured examination programs, FDIC questioned
the accuracy of information used in the report to illustrate
that the wide discretion given examiners may not result in
the desired followup of presumably well founded criticisms
contained in the confidential section of the previous examina-
tion report. FDIC stated that its review of examination
reports established that the responsible examiner made
an independent determination that corrections were being
made by bank management. In support, FDIC cited a reduction
in the number of criticisms from 8 in the 1977, to 7 in the
1978, and to 5 in the 1979 examination reports. Although
agreeing that corrective actions by the bank were perhaps
not as swift as desirable, the regulator concluded that
we "misspoke when the report characterized that statement
of the examiner of the followup examination in terms
that he assumed management had made correction."

We disagree with FDIC's conclusion. We fail to see
how a mere tallying of criticisms, which shows a slight
reduction in their number, is sufficient evidence that
bank management is making corrections of the magnitude that
would appear necessary to correct the weaknesses noted by
the examiner. Furthermore, we fail to see how FDIC can
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conclude that the examiner made an independent determination
that the bank corrected severe weaknesses in the internal
controls noted in the confidential section of the previous
examination report. |

With regard to the specific weakness identified in the
bank's internal controls, the followup report attests to
the adequacy of the bank's audit and supervision over its
branches. Neither the followup report nor the workpapers,
however, provide evidence as to the depth of the examination
made of the actions taken by the bank to correct the weak-
nesses identified in the previous examination. Additionally,
the examiner responsible for the report was unable to tell us
the detailed steps taken during the followup examination to
provide adequate assurance that bank management had corrected
all severe criticisms of internal controls identified in the
confidential section of the previous examination report.
Consequently, we do not believe that we misspoke in the report
when we characterized the examiner's process as "assumed”
even though we agree that deductive reasoning might be more
appropriate.
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APPENDIX I APPENDIX 1

Federal Financial Institutions Examination Council, Washington, D.C. 20219

Summary of GAQ Recommendations

GAO Draft Report: "Improvements
Needed in Federal Examinations of
Financial Institutions"

A. GAC specifically recommends that the Council:

l. Assess the gquality of examinations performed by State agencies and
develop a Federal Government-wide policy which requires Federal
regqulators to accept examinations that are competently performed
by State agencies in lieu of their own.

2. Develop criteria for the continued monitoring of the States'’
examination programs to assess changes which may occur which affect
the acceptability of the State's program for Federal needs.

3. Develop a system for determining the timing of examinations which
is based on a perceived need to examine rather than on the basis
of a static timeframe.

4. Develop examination standards which limit the amount of detailed
work performed during a routine examination unless potential
problems are detected.

5. Develop examination principles which require Federal examiners
to rely on functions adequately performed by others such as internal
and external audit and internal loan review departments. The
Council should develop criteria for testing and assessing the
quality of these systems before the agencies could rely on them.

6. Develop uniform standards for reporting the results of examinations
which limit the amount of detailed data to that which is necessary
for effective supervision.

7. Define the various regulators' supervisory role, in particular as it
relates to the routine and systematic examination of management
systems in financial institutions without unsafe and unsound
financial conditions.

8. Define, with the guidance of the congressioral legislative over-
sight committees, how forcefully the regulators should promote the
establishment and maintenance of sound management systems.

Bosrd of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation, Federal Home Loan Bank Board,
National Credit Union Administration, Office of the Comptroller of the Currency
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Federal Financial Institutions Examination Council, Washington, D.C. 20219

September 8, 1980

Mr. william J. Anderson, Director

General Government Division

United States Government Accounting
Office

Washington, D.C. 20548

Dear Mr. Anderson:

The GAO's draft report entitled, "Improvements Needed in Federal Examination of
Financial Institutions" contains numercus recommendationsg for action by the
Federal Financial Institutions Examination Council. For purposes of reference,
we have summarized these recommendations, which are listed on pages 25-26 and
38-40 of your report in the. enclosed outline.

In response to the first two recommendations, we have asked the Task Force on
Supervision to explore ways in which the Agencies can place greater reliance

on examinations of banks and thrift institutions performed by the States.
However, the Council believes that Title X of the Financial Institutions Regu-
latory and Interest Rate Control Act of 1978 does not empower the Council to
evaluate State agencies directly. Also, while the Council can promote uniformity
of approach by the Federal agencies in carrying out their supervisory responsi-
bilities, the statutory responsibilities imposed upon those agencies require that
they make any final decision regarding the use of examinations performed by the
States.

With respect to the remaining recommendations, they relate primarily to fulfill-
ment of the Council's legislative mandate. The Task Force on Supervision has had
underway since May 1979 a study which highlights the similarities and differences
in the on~site examinations of the FFIEC member agencies. When this study is com=-
pleted, the principles and standards of supervision which underlie the examination
of institutions of various sizes and types of operation will have been thoroughly
delineated. In June 1980, the same group undertock to devise a common examination
report for the use of examiners in all five agencies. A draft report is being re-
viewed by staff in each agency, as well as by staff in several state agencies.
Upon completion of this work, the next step is for members of the Task Force on
Supervision to make recommendations to the Council toward increasing uniformity

in such matters as the timing of examinations, their scope, and other policy mat-
ters as will promote consistency in the examination process. When this process

is completed, it is believed that the recommendations of the GAO will have been
appropriately addressed.

51 ely,

ce
Executive Secretary

Bgfrg y&%ﬁmw of the Federal Reserve System, Federal Deposit Insurance Corporation, Federal Home Loan Bank Board,
National Credit Union Administration, Office of the Comptroller of the Currency
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9. Prescride uniform principles and standards consistent with the above
identified supervisory role and commensurate with an acceptable level
of risk and cost.

10. Include in its prescribed principles and standards the regquirement
that Federal regulators develop examination procedures that clearly
identify (1) examination objectives, (2) examination tasks required
to achleve the objectives, and (3) documentation required to fu-ly
support report comments, conclusions, and recommendations and to
provide a basis for supervisory review.

In regard to the GAO favored concept of examinations emphasizing an
analysis of management systems, the Council should determine whether
such an approach:

1. is cost effective, especially in small institutions;

2. encourages examiners to encroach on management prerogatives;

3. 1is structured enough to assure that examiners are following
appropriate procedures.
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Comptrolier of the Currency
Administrator of National Banks

Washington, D.C. 20219

August 29, 1980

Mr. William J. Anderson

Director

General Government Division

United States General Accounting Office
441 G Street, N.V.

Washington, D.C. 20548

Dear Mr. Anderson:

We appreciate the opportunity to review and comment on your pre-
liminary report under the cover letter dated July 30, 1980. After
completing our review, we conclude that our examination procedures
and policies are consistent with many of the recommendations out-
lined in the draft report. However, we question a few of your
specific suggestions and their applicability to the OCC. Our con-
cern is due to certain ambiguities in the report occurring through
the use of broad generalizations to categorize the agencies. We
believe that the recommendations in the digest and chapters should
be specifically directed to the applicable regulatory agencies.
Without these specifics, the reader associates each agency with a
recommendation regardless of its applicability. We also suggest
that the material in Chapter 3 dealing with the examination of the
management process be moved into Chapter 2. This philosophical
difference between the agencies has a direct impact on the frequency
and extent of examinations discussed in Chapter 2.

GAO's Recommendations to the Examination Council

Throughout this report, the GAO recommends that the Examination
Council undertake the review of many supervisory issues and alter-
nate examination systems. We believe that this review is appro-
priate for the issues which relate to examination principles and
standards. However, we do not believe that the Council is empowered
under 12 U.S.C. 3305(a), to prescribe uniform supervisory practices,
especially in the areas of determining the frequency and scope of
examinations. These supervisory functions are left to the discretion
of each of the individual agencies because of the differing limi-
tations of the agencies.
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Mr. William J. Anderson
Page Two

Chapter 1

We feel the GAD has made a material omission in the report when dis-
cussing the supervisory process. In reviewing the regulators'
efforts to maintain a safe and sound financial system, the GAO ig-
nored the agencies' powers to promulgate regulations, rules, and
policies which are alsc primary tools used to promote safe and
sound practices.

We believe the report overemphasizes the role of on-site examinations
in not balancing the examination function, which is basically a
monitoring function, with these greater supervisory powers. For
example, a new regulation automatically will be complied with by

the vast majority of institutions regardless of the frequency of

any on-site examinations. We believe that this emphasis is an
oversight on GAO's part because Chapter 2 of the report suggests
changes to the examination process which would be inexpedient if

the examination is the "foundation of the supervisory process".

The definition of OCC specialized examinations used in this chapter

is inaccurate. These examinations are designed to detect significant
changes in the condition or operations of the banks under examination.
Therefore, the scope of these examinations will be limited only

when significant change is not detected. The scope of specialized
examinations categorically cannot be described as limited because

it significantly varies in depth depending on the condition and
operations of the bank under examination.

Chapter 2

We believe that GAO has not adequately supported their premise that
the regulatory agencies have not balanced supervisory needs with
supervisory costs. We also believe that GAO's call for uniform
examination priorities is not timely due to the varying impact of
recent major changes in laws affecting the operations of financial
institutions. The report oversimplifies the issues of establishing
examination priorities and scheduling by categorizing all of the
relevant components under vague references and generalities such

as "acceptable risk" and "examination effort commensurate with the
condition". Nevertheless, the GAO does not mention that the OCC
uses a scheduling policy which is virtually identical with those
recommended.

OCC believes that defining priorities beyond the existing factors of
size and bank condition is impractical and results in unnecessary
resource expenditures. The OCC examination priorities policy
establishes minimum freguency standards which are further defined
by its regions commensurate with their needs and resources.
Generally, the regions define their priorities based on the nature
of problems and activities of their banks. The impracticality of a
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Mr. William J. Anderson
Page Three

detailed formula based on a national or uniform examination policy
is further compounded by the varying regional effects of recent
major changes in banking rules, which are drastically changing the
industry's competitive environment.

GARO's recommendations focus too heavily on the frequency of exami-
nations in relation to a bank's condition without adequately addressing
the purpose and scope of examinations. OCC examination philosophy

is preventative rather than corrective requlation, and our special-
ized examinations are designed to focus on changes in an institution
which might lead to problems. The rate of change in the banking

system and the economy is increasing and OCC believes that shorter,
more frequent overview examinations are preferable to infrequent,
comprehensive examinations.

GAO recommends remote reviews as a complement to on-site examinations
and cites OCC's program as an example. However, we are still ana-
lyzing the effectiveness of this program and believe that a uniform
recommendation to all agencies is premature. The success of these
reviews depends on the integrity of the financial data received from
the banks. For smaller banks which may be unfamiliar with accrual
accounting and which may not be audited by a Certified Public
Accountant, the accuracy of data submitted is questionable. There-
fore the OCC may not be able to rely on remote reviews in smaller
institutions as a means to significantly delay on-site examinations.
However, since the GAO has recommended that we expand our remote
review process, we would welcome the opportunity to discuss their
evaluation criteria since our own review is not yet completed.

The OCC agrees with GAO's recommendation on streamlining examination
reports. The OCC report cited for extraneous material in the draft
is over two years old. Since that examination, we have taken steps
to reduce the volume of non-essential material. The most recent
examination of that same bank took significantly less time and the
report contained 76% fewer pages dealing with criticized assets.

Chapter 3

With the exception of the Council issues commented on earlier, we
agree with most of the issues raised in this section. However,
two areas warrant comment.

We take exception to the reference to OCC examiners as management
consultants. This is an inappropriate term to characterize the
examination role. Consultants are concerned with the efficiency
of operations in a given area while examiners are concerned with
operations from a safety and soundness basis. However, examiners
mast understand the operations before they can evaluate their
soundness. In that process, examiners may discover inefficiencies
which they may convey to management but the objective is one of
"soundness".
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Page Four

The OCC has not attempted to gather empirical data on the affect of
its exam procedures on the management process because of the diffi-
culty in measuring this variable. The OCC cannot conduct controlled
experiments which eliminate the affects of numerous other variables,
such as changing competition, the economy, etc. However, published
banking literature has indicated that our examination procedures
have been a major impetus in educating the industry on the benefits
of certain management processes such as planning, budgeting, loan
review, and developing written policies. A recent survey of bankers
conducted by Leonard Lapidus and others indicated that OCC exami-
nation reports are more useful in managing their banks than the re-
ports of the FDIC or the FRB. The survey also indicated that a
majority of the managements of national banks thought that the new
procedures were better than the old and they cited reasons such as
"more comprehensive” and "policy and planning oriented" as the

basis of their opinions. The OCC would welcome any suggestions

GAO may have on developing a program which would help us in this
area.

We appreciate the opportunity to comment on your draft and would be
willing to .elaborate on our comments with you or your staff.

Sincerely,

John G. Heimdnn
Comptroller of the Currency
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1700 G Street, NW.

Washington, D.C. 20552

Federsl Home Losn Bank System

Federal Home Loan Morigage Corporation
Federal Savings and Loan Insurance Corporation

Federal Home Loan Bank Board I I I I I

JAY JANIS
Chairman

September 15, 1980

The Honorable Elmer B. Staats
Comptroller General of the United States
General Accounting Office

441 G Street, N.W.

Washington, D.C. 20548

Dear. Mr. Staéts:

The draft GAO report entitled "Improvements Needed in Federal Examinations
of Financial Institutions™ draws conclusions and makes recommendations
regarding five federal agencies which regulate three dissimilar types of
financial institutions. Banks, savings and loans, and credit unions have
differing functions, asset and 1liability structures, investment
opportunities, and operating practices. 1In turn, the five regulatory
agencies have differing missions and responsibilities. However, the GAO
report uses generic terms such as "federal regulators"™ or "federal
regulatory agencies"™ which mislead the reader into believing that the
report's conclusions and recommendations are applicable equally to all
five agencies. Furthermore, although the report notes that some agencies
have more efficient examination processes than other agencies, the
recommendations of the report do not take that fact into account.

As an alternative to the draft recommendations, I propose that it would be
more efficient for GAO to note:

o specific actions already taken or planned by each agency.

o specific improvements necessary for each agency to improve
its examinations.

o suggested improvements applicable to all agencies.
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Mr. Elmer B. Staats
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Without this sort of differentiation, the GAO would in effect penalize and
in some cases regrettably delay agencies which have either taken or are
about to take progressive and innovative action. Those agencies would have
the choice of either (1) awaiting Federal Examination Council (FEC) action
on the recommendations, or (2] undertaking their improvements, recognizing
that they may very well have to alter their procedures significantly in the
near future. The FHLBB, as noted in the report, has already implemented or
planned several of the suggested improvements; consequently, we are very
much concerned that our actions will be futile, if the GAQ's
recommendations stand as they are. On the other hand, if the FHLBB has, in
GAO's view, not measured up to standards in some areas, we would very much
want to work with the other agencies in developing more effective
examination measures. In any event, I urge the GAO to specify which
recommendations apply to which agencies.

Page 8 of the draft 1lists five actions which could improve the
effectiveness of supervisory efforts. The paragraphs below discuss our
comments on each.

1. Rely more extensively on examinations performed adequately by state

agenciea. :

The bases for this recommendation seem to be to avoid duplication of
effort between state and federal examiners, to maximize the limited
resources of each level of government, and to reduce the examination
burden on the industry. The FHLBB fully endorses this approach, but
we suggest that accepting state examinations may not be the best way
to accomplish this goal. Frequently, state agencies have different
legislative or regulatory requirements that differ from federal
requirements. In addition, both levels of government are accountable
to their respective legislators for certain ends. Furthermore, some
states have indicated that, because of budgetary constraints, they
will have to rely more on the FHLBB in the immediate and foreseeable
future.

Of the 45 states and territories which have examining staffs and
state-chartered associations, 33 (73.3%) Jjoin with the Board's
examiners in making examinations. In an additional 9 states,
examinations are simultaneous, although we do not produce Joint
reports. There are only three states where we do not now have either
joint or concurrent programs. All three have consistently refused to
consider either program.

During 1980, we extended our efforts to arrange joint programs. As a
result, we recently reached agreement to examine Jjointly with
Mississippi. In addition, as a prelude to commencing a joint program
with Florida, we are providing on-the-job training to the examiners
for that state who will be involved in the program. As a result of the
adoption of a varlable examination schedule, Maine has agreed to
conduct some joint examinations. Finally, in one large state which
has suffered substantial staff reductions, we have agreed to provide
extra staff in order to continue the joint program.
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For nearly two years, in order to put state and federal examiners on
an equal footing, the FHLBB has been actively training state examiners
(and funding this training). The table below shows training provided
by the FHLBB for the period October 1, 1979 through August 31, 1980.

No. of

State
Description Examiners
New examiner training school 35
Appraisal training 40
Advanced civil rights 125
Specialized career development _91
Total géz

In addition, state examiners will attend a new course covering forward
commitments commencing during September and we have committed to fund
training in computer auditing. A special training course in EDP
examination is in final process of video taping so that it can be
presented conveniently to state examiners by their agencies.

We have also sponsored a federal/state Jjoint committee on
examinations (JCE). In addition to planning and monitoring the
programs for training state examiners, the JCE provides a forum for
discussing and solving common examination problems.

Schedule examinations, to the extent possible, on the basis of a
percelved need to examine rather than to comply with a static
timeframe.

Beginning late in the first half of 1980, the FHLBB began a variable
cycle in scheduling examinations. Our cycle ranges from six months
for the most serious problem cases to sixteen months for the majority
of institutions which are relatively problem free. (The examination
frequency cycles cited at pages 5 and 16 of the draft do not correctly
state the existing standards.)

Rely more on limited scope or modified examinations.

The GAO report correctly deseribes the Board's use of limited scope
examinations. Furthermore, we recently revised our instructions to
permit the examiner-in-charge to exercise greater judgment in
establishing examination scope. We also have started using "mini"
examinations, which are probes into an institution for which we have
an indication of developing problems. Depending on the results of the
mini examination, we may commence an immediate full-scale examination
or accelerate the schedule for a regular examination.
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. Rely more on work adequately conducted by institutions' internal

review szstem.

The FHLBB, I believe alone among the federal regulators, has always
required an audit. Since 1963, we have requested audits by acceptable
internal auditors or independent public accountants. Further, we
continue to rely on independent, third party review of data processing
centers, rather than on special examinations for this purpose, as
conducted by the three banking agencies.

5. Limit the information now included in the report of examination to
that required by institutions and regulators.

Although the comments in the draft indicate that the FHLBB's reports
of examination are not "overly detailed," we recognize that the
elimination of unnecessary reporting will contribute significantly to
reducing examination time. Our goal is to include those schedules and
exhibits needed to support and explain the narrative. For example,
every examination report contains a balance sheet and operating
statement. This information is certainly known by the institutions.
We have the same data in our computer. We are now working toward
producing these report pages by computer, rather than manually.

In summary, the FHLBB agrees with the substance and thrust of the
recommendations, and we have already taken great strides in putting them
into effect. We only ask that the GAO carefully reconsider whether, under
those circumstances, its recommendations should indicate specific
recommendations aimed at specific agencies together with any remaining
suggestions targeted for all the financial regulatory agencies.

Sincerely,

{ N ;
A
anis"”

ng J
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@gﬁ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, D.C. 20428

QFFICE OF THE CHAIRMAN

August 28, 1980

Mr. Williem J. Anderson

Director

General Govermment Division

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Anderson:

The attached paper represents the comments of the staff of the Federal Deposit
Insurance Corporation on the GAO's draft report entitled "Improvements Needed
in Federal Examinations of Financial Institutions."

I wholeheartedly endorse the proposition that the regulatory authorities
should work diligently toward achieving the goals of optimizing examination
effort for effective bank supervision and minimizing supervisory costs. As
the attached paper indicates, the Corporation has undertaken a variety of
programs to attain this goal. During my tenure as Chairman of the FDIC, the
achievement of a balanced approach to our statutory responsibilities to
periodically examine State nommember insured banks consistent with cost
considerations has been and will continue to be a top priority matter. The
expansion of the divided examination programs with State banking authorities
and the increased utilization of modified examination techniques are tangible
evidence of the Corporation's efforts in this regard. Moreover, our current
policy on the scheduling of examinations has been designed to provide for the
most efficient deployment of examiner resources and, at the same time, ensure
our supervisory responsibilities are not abrogated. Undoubtedly more can be
done by the Corporation to improve the examination process. However, 1
believe that the record of improvements by the FDIC is by any standard
impressive.

Sincerely,

D AT

-~ Irvine H. Sprague
Chairman

Attachment
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We appreciate the opportunity to review and comment upon the Draft Report
entitled, "Improvements Needed in Federal Exsminations of Financial
Institutions."

As we read the GAO Draft Report, the central criticism is that Federal
regulators "have not determined the optimal examination effort needed to
effectively supervise financial institutions while minimizing supervisory
costs." GAO urges that Federal regulators could improve the effectiveness
of their supervisory efforts by relying more extensively on examinations by
State agencies, scheduling examinations more on the basis of perceived need
rather than a static time frame, relying more on limited scope or modified
examinations, relying more on work adequately done by institutions' internal
review systems, and limiting the information now included in the report of
examination to that required by institutions and regulators. As an outgrowth
of these criticisms, GAO recommends that the Federal Financial Institutions
Examination Council ("FFIEC") take various actions to address these stated
deficiencies.

The Corporation agrees that the optimization of our examination effort to
achieve effective supervision of banks while minimizing supervisory costs

is desirable. Recognizing that there is always room for improvement, we are
distressed that GAO has not fully acknowledged the significant initiatives
instituted by the FDIC over the past few years to improve our examination
effort within a cost effective framework. A brief discussion of those major
initiatives follows.

Prior to October 1976, Corporation policy for examination frequency, priority
and scope stated that all insured nommember banks should be examined once
and, where Corporation interests required, problem banks twice or more in
each calendar year. That policy was amended in 1976 to create in effect a
two-tier system. Banks pregenting supervisory concern or financial problems
were to be examined at least once every 12 months and banks not posing such
problems were to be examined once in each 18-month period with no more than
24 months between examinations. Modified examinations were authorized for
the latter tier banks, but could only be conducted on an alternate examina-
tion basis and even then only if the bank met certain criteria based on,
among other things, size.

After gaining more experience, the policy was again substantially amended,
effective January 1979, to institute the equivalent of a three-tier system.
Under this current policy, banks designated as problems are to be examined at
least every 12 months; banks evidencing supervisory concern (nonproblem banks
rated 3, 4 and 5 under the Uniform Interagency Rating System) are to receive
a full-scope examination every 18 months; and all other insured nonmember
banks are to be examined, either on a full-scope or modified basis, at least
once in each 18-month period. This latter stretching out of examination
frequency for these so-called third-tier banks permits a theoretical time
interval of up to 36 months between examinations. These changes permitted
our Regions considerable latitude in scheduling examinations of soundly
operated banks based upon information manifesting need gleaned from the
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FDIC's computerized bank monitoring system, intervening State examinations,
and other bank monitoring sources. The amended policy also increased the
potential for employing modified examinations by eliminating the alternate
examination requirement and deleting many of the criteria which generally
served to limit the actual use of modified examinatioms. This Corporation
policy, like others, is reviewed on an on-going basis and is currently in the
process of being amended to base examination frequency, scope and priority
solely on the Uniform Interagency Rating System.

We frankly disagree with the GAO assertion that examination scheduling should
only be premised on perceived need without any fixed time frame for examining
soundly operated banks. As the primary surveillance mechanism, in most
instances it is the on-site examination that informs the FDIC of near or
actual supervisory concerns or financial problems in banks. We are not aware
of any monitoring system that is capable of supplanting examinations as &
tool in bank surveillance. Furthermore, we are convinced that even healthy
banks must receive on-site examinations on an on-going basis and within a
prescribed time span in order that the Corporation may maintain a continuing
dialogue with managements, at least with respect to their reaction to chang-
ing economic conditions and industry practices. We do not mean to imply
that the current time spans are immutable. However, current FDIC examinatiom
frequencies represent our best estimates at this time in keeping with our
supervisory responsibilities.

From its inception in October of 1976 through and including 1978, the modified
examination technique expressed in our writtenm policy was not used extensively
by the Corporation. However, since the elimination of the alternate examina-
tion requirement and certain other criteria constricting its use together
with the issuance of modified examination procedures in May of 1979, the use
of the modified examination technique has increased significantly. The
rationale for employing modified examinations is well stated in the
Corporation's procedural guidelines: "Modified examinations are designed

to allow more effective use of examining resources, so that those resources
may be concentrated more on banks presenting financial risk and supervisory
concern and made available for performance of other assigned duties." The
procedures are also designed to permit some tailoring to the specific needs
of the individual bank and expansion where circumstances so indicate.
Modified examinations were conducted in 52 percent of the Corporation's
safety and soundness examinations performed in 1979, up from 14 percent in
1978. The latest figures available to the Corporation show that for the
first quarter of 1980 approximately 60 percent of all the safety and sound-
ness examinations conducted by the Corporation were modified in scope.
Clearly, in terms of sheer numbers and, as a consequence of those numbers,

in terms of reliance, the modified examination technique has become an
integral and indispensible supervisory tool.

We also agree with the goal that it is desirable to rely more extensively on
the examinations performed adequately by State agencies. The FDIC's divided
examination program fulfills the GAO's stated goal, while preserving the
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Corporation's and participating States' statutory responsibilities. The
Corporation's program is grounded on the concept of reliance, but reliance
which is mutually shared by the FDIC and the States rather than, as suggested
by GAO, reliance on the part of the Corporation alome.

Historically the FDIC has fostered cooperation with State supervisors to
the greatest extent possible to, among other things, eliminate or minimize
unneeded overlap. Depending upon State law, manpower resources and perhaps
most importantly the preference of the State supervisors, the Corporation
conducts examinations on a joint, concurrent, independent or divided basis.
Concurrent and joint examinations are conducted in precisely the same way,
except that in concurrent examinations separate examination reports are
prepared.

The progenitor of the divided examination program was the selective examina-
tion withdrawal experiment begun in 1974 and initially performed on a 13-month
experimental basis. This experiment, which is mentioned on pages 9 and 10 of
the GAO Draft Report, was conducted in cooperation with the Conference of
State Bank Supervisors ("CSBS") and the States of Iowa, Washington and
Georgia. The essence of the selective withdrawal was that the Corporation
withdrew from examinations in a certain percentage of nonmember insured banks
in each of the three States named. The knowledge and experience gained
through the withdrawal experiment lead directly to the imstitution of the
divided examination program. Under the divided examination program, problem
banks and those showing other supervisory concern are examined both by the
State and FDIC at least once each year. The remaining nonmember insured
banks are divided about equally between the State and FDIC and examinations
alternated annually. The results of the examinations are, of course, shared.

From a modest beginning in 1977, the divided examination program has grown
and the Corporation now has formal agreements with eight States. Divided
examinations are also being conducted in four other States, although no
formal agreemant has been finalized.

The expansion of the divided examination program evinces the FDIC's commit-
ment to reduce overlap and redundancy in the bank examination process, while
at the same time maintaining the high caliber of that process. Not all States
are willing and able to participate in the divided examination program.
However, where possible the Corporation intends to implement it. As part

of that implementation the Corporation's Regional Offices have been directed
to evaluate continually State banking departments within the respective
Regions for possible candidates in the divided examination program. We
expect to add more States to the program by year-end. Some of the criteria
the Regional Offices must consider in evaluating a State banking department
are State laws, current examination arrangements, staff members, staff
capabilities, and the quality of examinations. Furthermore, in a divided
examination context, the Corporation's written policy for frequency, scope
and priority of examinations allows 2 full-scope examination conducted by a
State authority to be substituted for an FDIC full-scope examination and also
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provides that agreements entered into under the divided examination program
that dictate the frequency and scope of examinations take precedence over any
other instructions contained in the FDIC's written policy.

It is noteworthy that in the last paragraph on page 10 and the first paragraph
on page 11 of the Draft GAO Report mention is made of a report of an FDIC-
commissioned study of State and Federal regulation of commercial banks. That
study is generally known as the Lapidus Study. The Lapidus Study, which
appears to be cited with approval in the GAO Draft Report, describes the
FDIC's divided examination program as the "most attractive of the prototypes
for State/Federal cooperation." That Study, after characterizing withdrawal
of Federal agencies from examination in favor of State agencies as a less
attractive proposal, concluded: "On balance the divided program with its
ability for each agency to adjust its examining presence to the condition of
the banks and to its faith in ite sister agency, strikes the best balance of
responsibility and accountability, low cost, and the need for coordination."

With respect to the GAO recommendation of limiting information now included
in the examination report, inm 1977 the Corporation substantially condensed
examination reports prepared in conmnection with modified examinations. After
careful study, effective January 1, 1979, the Corporation made significant
changes to the content of the report of examination, eliminating a number of
pages from its supervisory or confidential portion. In addition, under
current policy only pages 1 through & are transmitted to the bank at full-
scope examinations, unless other pages are needed to support a criticism on
page 1 of the report. Finally, the Task Force on Supervision of the FFIEC is
in the process of developing a core examination report for use by the five
constituent members of the Council and the Corporation is actively involved
in this effort.

Undoubtedly more can be done by the Corporation, particularly in relying more
on work adequately performed by banks, to make additional improvements in the
Corporation's examipation process. However, the record of improvements by
the FDIC as capsulized above is by any fair test impressive.

Ags we read the GAO's recommendation that the FFIEC assess the quality of State
agencies and require the Federal regulators to accept examinations competently
performed by the States in lieu of their own, its seems to imply a complete
withdrawal of the Federal agencies in some States from the examination func~
tion. We believe that the recommendation goes beyond the authority of the
FFIEC to prescribe "uniform principles and standards and report forms for the
examination of financial institutions which shall be applied by the Federal
financial institutiomns regulatory agencies." (12 U.S.C. 3305(a)) Accord-
ingly, in our judgment the FFIEC could not validly issue a policy which
requires Federal regulators to accept examinations performed by State

agencies in lieu of their own.

Our reading of the legislative history of the examination authority of the
Corporation convinces us that Congress has mandated that FDIC perform on-site
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examinations of State nonmember insured banks. The Corporation was given
examination authority by the Banking Act of 1935. In discussing that
authority, the House Committee on Banking and Currency stated that the
provision required the Corporation to examine nonmember insured banks (H.R.
Rep. No. 742, 74th Cong., lst Sess. 3 (1935)). In 1950, the examination
authority of the Corporation was substantially amended to, among other
things, give the Corporation the authority to make a special examination

of any State member and any national bank. However, the legislative history
of that examination authority clearly shows that it was carefully circum-
scribed and was only to be exercised after FDIC review of Federal Reserve

or Comptroller of the Currency examination reports (H.R. Rep. No. 3049, 8lst
Cong., 2nd Sess. 3, 4 (1950)). No similar indication by Congress is expressed
or implied regarding Corporation reliance on examination reports of State
authorities in its oversight of nonmember insured banks. It would seem to
follow, therefore, that discoverable Congressional intent is that the
Corporation meet its responsibilities as insurer and bank supervisor of
State nonmember insured banks by, among other things, performing on-site
examinations.

Our remaining comments are directed at the body of your Draft Report and
generally following its numbering scheme:

1. Digest —— Comments on the criticisms and recommendations made by GAQO in
this part of the Draft Report have been largely covered in our opening
remarks. However, the following additional comments are offered.

a) Page ii, third paragraph -- GAO alleges that Federal and State
examinations are not adequately coordinated and that their
exgminations frequently are conducted too close together. In
the course of conducting examinations of approximately 9,000
insured nonmember banks and coordinating those examinations
among 50 State supervisors and the FDIC, undoubtedly some mis-
takes will be made and some examinations may be conducted too
close together. Nevertheless, it should be recognized that the
FDIC makes every effort to coordinate the examination process
with every State irrespective of whether a divided, joint,
concurrent or independent program is in effect., Typically,

State and FDIC officials meet at the beginning of each year

to plan and coordinate the examination program of each of the
agencies for the ensuing 12 months. All individuals having
scheduling responsibilities within each agency are aware of

these plans and make every effort to schedule examinations of
individual banks in accordance with them. As examinations are
conducted, each agency is, in most instances, advised of the date
and general findings of each examination as well as most supervisory
actions taken. As a practical matter this involves an exchange of
correspondence of each agency with the bank and generally includes
the exchange of examination reports. Although our efforts in this
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regard might be improved upon, coordination is seriously and care-
fully pursued to achieve a reasonable interval not only between
State and FDIC examinations but also external audits as well.

b) Page iii, last paragraph -- GAO recommends that the FFIEC define
the supervisory role of the Federal financial institutional regu-
latory agencies and the extent to which those agencies should
influence management processes of the financial institutions they
supervise. Congress has established the supervisory role of each
of the five constituent agencies of the FFIEC. The FFIEC has no
authority to expand or contract those roles. Further, the matter
of management evaluation is currently being considered by the Task
Force on Supervision of the FFIEC.

Chapter 1 -- It is our understanding that certain changes recommended by
Corporation staff will be incorporated on pages 1, 2, 3, 4, 5, 6 and 7
of the Draft Report. Additionally, you may wish to add to the objec-
tives listed on page 3 the insurance function and the protection of
depositors.

Chapter 2 -- Comments on the general theme of this chapter have been
mostly covered in our opening remarks. Additional specific comments
follow.

a) Pages 11 and 12 —- On the bottom of page 11, GAO asserts that
the Federal financial institutions regulatory agencies have been
reluctant to accept State examinations despite the apparent com-
petency of several States. Three illustrations of this alleged
reluctance are cited, all of which occurred within one Region of
the FDIC. 1In all candor, the first two examples cited were simply
mistakes which never should have occurred. For whatever reasons,
the Corporatioa's Regional Office was not informed of the two
State examinations and, by the time knowledge was gained, the FDIC
examinations had already commenced and were permitted to continue
to completion. In the third instance, the bank withdrew from
membership in the Federal Reserve System and, as required by law,
had to apply to the Corporation if it desired to retain deposit
insurance coverage. Under such circumstances, the Corporation
must treat the application as if it were a new bank and consider
it in light of the six statutory factors. In this case, the last
examination report of the Federal Reserve District Bank indicated
that the applicant bank was experiencing some significant diffi-
cultiea, The Regional Office concluded that, because of these
apparent difficulties, an examination of the bank was appropriate.
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Clearly, the discoverable facts do not support the GAO assertion
that the three illustrations evidence a reluctance on the part of
the Corporation to accept State examinations. In fact, the FDIC
has never ignored the examination of any State supervisor. Indeed,
commencing in January of 1980 the Corporation entered into a divided
examination agreement with the State involved and, as indicated
previously, such a program is based in large measure upon reliance
on and faith in the examination capability of the State supervisor.

Page 18 -- In the first four paragraphs of this page, GAO discusses
with apparent approval a remote examination procedure employed by
the Office of the Comptroller of the Currency ("0CC"). Overlooked
in this discussion is a similar program utilized by the FDIC since
the establishment of our computerized bank monitoring system in
1977. Under the procedures initially established, all nonmember
insured banks were to receive an annual financial review at least
once each year. By written instruction issued in May 1980, the
annual reviews are currently required only for those banks which
either (i) are not examined in a particular year or (ii) which have
not been reviewed under the Corporation's computerized monitoring
system. As in the case of the OCC's procedure, the purpose of this
FDIC program is to monitor those nonmember insured banks not other-
wise examined or analyzed.

Pages 21 - 23 -- The thrust of these pages is to support the
fifth recommendation on page 25 of the Draft Report calling for
the development of examination principles requiring Federal
examiners to place increased reliance on internal review systems
of the institutions they examine, such as internal and external
audit and internal loan review. The FDIC has been moving in that
direction and agrees that more can be done. The Corporationm,
however, has provided guidance in this area, structured more in
terms of examiner discretion than absolute requirements. Hence,
the modified examination procedures state in relevant part:

"Key elements of the modified examination procedure are the
adequacy of bank policy, of audit (internal and/or external)
and of internal controls, with particular emphasis on internal
controls. . . . The degree of examiner review and analysis
accorded to any segment of the examination must be directly
related to the adequacy of audit and control procedures appli-
cable to that segment. A modified examination should consist
principally of evaluating the adequacy of bank policy, audit
procedures and internal control procedures accompanied by
sufficient testing to determine that policy and control pro-
cedures are being properly followed."
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In addition, the Manual of Examination Policies contains 11 pages of
instructions on the evaluation of internal routine and countrols, includ-
ing approximately three pages on audit techniques, more than two pages
on fraud detection and 30 pages of accounting bulletins published by

the Bank Administration Institute.

On page 22 of the Draft Report, GAO apparently recognizes that the
Corporation uses internal loan review systems but is critical that no
"systematic approach" is employed. Perhaps there is a need on the part
of the Corporation to be more systematic. However, whether the FDIC
employs a more systematic approach or not, internal loan review systems
of a bank which are not independent will be afforded little or no
reliance by the Corporation.

Chapter 3

The general thrust of this Chapter tilts in the direction of more
structured examinations along the lines utilized by the OCC. Indeed

on page 33 of the Draft Report, GAO recites that it endorsed the OCC's
approach to examining banks in its 1977 report and also seems to continue
that support, although couched in terms of supporting '"the concept of
systematic examinations." Our intention is not to criticize the approach
to examinations employed by the OCC. However, it appears GAO's endorse-
ment of that approach is somewhat anomalous in light of an apparent
admission by GAO that its implementation is more expensive and that GAO
knows of no empirical evidence showing that the endorsed approach is any
more effective in identifying problems earlier or promoting soundness.

The FDIC is working toward more structure in our examination process in
terms of procedural guidance, check lists and workpaper documentation
through participation in the FFIEC and its various Task Forces. The
major difficulty is in achieving a balance between two seeming antithe-
tical purposes, namely enhancement of the structure of the examination
process and reduction in the time and cost of examinations. No firm
conclusions can be reached on the delicate balancing needed until the
process of evaluating and studying all the issues is concluded. Among
the considerations with which the FDIC must be concerned is the costli-
ness of a highly structured program, especially in light of the fact
that we have supervisory responsibilities for over 9,000 banks, the vast
majority of which are relatively small. It may be that the addition of
extensive check lists, questionnaires, etc. impacts small bank examina-
tions more than large banks, both in terms of increased total examination
hours and burden on the examined imstitution.

a) Pages 26 - 27 -- Under the heading "Federal Regulators' Supervisory
Role Needs to be More Clearly Defined," GAO attempts to delineate
the differences in approach of the Federal financial institution
regulatory agencies to the evaluation of managements of financial
institutions. Given that differences exist, the Corporation is
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concerned that GAO may have inadvertently presented a distorted
view of the Corporation's supervisory efforts regarding bank
managements and, therefore, might create the impression that the
Corporation views management practices and policies as relatively
minor aspects of its supervisory function.

FDIC's Manual of Examination Policies categorically affirms the
impact of management on the condition and operation of banks: "The
quality of management is perhaps the single most important element
in the successful operation of a bank." Similarly, various other
sections of the PDIC's Manual of Examination Policies, including
those dealing with loans, liabilities, capital, earnings, and
securities, are replete with guidance on the essential need to
evaluate the policies of management in these areas. The
Corporation's so-called CAMEL system, which was instituted in July
1978, and is employed in connection with rating a bank, expressly
prescribes that management is to be rated in accordance with the
following criteria: "(a) technical competence, leadership and
administrative ability; (b) compliance with banking regulations and
statutes; (c) ability to plan and respond to changing circumetances;
(d) adequacy of and compliance with internal policies; (e) depth and
succession; (f) tendencies toward self-dealing; and (g) demonstrated
willingness to serve the legitimate banking needs of the community."
The management rating afforded a bank is a critical part of its
overall composite rating. The Corporation's modified examination
procedures, discussed above, aleso state, in relevant part:
"Generally, the primary purposes of bank examinations are to

protect depositors, provide an objective evaluation of a bank's
soundness, appraise the quality of bank management and ensure
compliance with applicable laws and regulations." Although

comments by FDIC examiners in the open section of the examination
report might not, in many cases, directly evaluate management, that
assessment is always contained in the examiner's confidential
remarks through the assignment of ratings and explanatory remarks.
Moreover, virtually all of the recommendations made in the examiner's
comments and conclusions in the open section of the report are con-
cerned with weaknesses or problem areas stemming from inept or
inadequate management policy and/or performance, are always dealt
with in that context, and discussed with management prior to the
completion of the report.

In gsum, the Corporation does routinely and as a matter of course
examine management systems and practices, formal and informal, albeit
not in a manner a&s structured as the OCC. Our methodology is to allow
our examiners to exercise discretion within the limits of prescribed
policy guidelines rather than a step-by-step, "how to do it" type

of procedure. Our examination procedures reach those aspects of
management performance and systems that directly or indirectly impact
on the practices and condition of the bank. They include at a minimum
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a review and analysis of policies, internal and external audits and
procedures, management information systems, and all committee and
board of directors minutes since the last examination. As indicated
previously, perhaps the Corporation's methods and procedures may need
more structure and definition. Again as stated above, the FFIEC's
Task Force on Supervision is presently considering this entire subject
matter. In any event, our supervisory methods regarding bank manage-
ment have uncovered and, in the vast majority of cases, brought about
correction of unsafe or unsound management practices and policies
before the effects of those practices and policies seriously affected
the condition of the banks concerned.

b) Page 28 ~- In the first paragraph on this page, GAO states that it
is unable to find any clear Congressional mandate that the regulators
should promote sound management practices and that the law appears to
stress correction of unsafe and unsound practices. We simply note in
passing that it would seem, by any fair interpretation of the relevant
law, that the correction of unsafe or unsound practices necessarily
entails the promotion of sound management practices as well.

c) Page 29 - Here GAO describes the OCC's rationale for developing its
new methods and states that the OCC no longer concentrates "merely on
present conditions."” Although perhaps not intended, this discussion
might imply that the FDIC concentrated only on present conditions and
gives no consideration to the future prospects of the bank under
examination. If so, it is simply incorrect. The main thrust of most
FDIC examiner comments center on not only a review and analysis of
present practices, policies and conditions but also on the future
prospects and health of the institution and what corrective measures,
if any, are needed to promote its health and viability in the future.

d) Page 31 - 33 -- The discussion on these two pages under the heading
Operation Expenses' seems to be more in the nature of a discussion of
financial analysis. While the Corporation probably needs to improve
its capabilities in the field of financial analysis, much has been
done to enhance our capabilities over the past three years and our
efforts are continuing. For the past three years, the Corporation has
conducted the so-called Cates-Lyons course, which is a course devoted
to sophisticated financial analysis. The course curriculum is heavily
oriented to the evaluation and analysis of expenses and earnings of
commercial banks and bank holding companies. By the end of 1980, this
course and the materials utilized in it will have been offered and
taught to approximately 560, or more than 50 percent, of the FDIC's
commigsioned examiners. The knowledge gained from this course is
designed to mesh with the entire spectrum of the Corporation's
examination effort, including the computerized monitoring system,
the enhancement of financial analysis through the use of external
data, the increased time span between on-site examinations, and
innovations such as the divided examination program. In keeping
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£)

with this relatively recent emphasis on financial analysis,
comparative performance reports containing numerous fimancial ratios
and other data (such as peer groups) are provided to bankers and FDIC
examiners alike to assist in examination planning and execution and
facilitate meaningful discussions between bank management and the
examiner.

Page 34 -~ We are at a loss to explain the source of the GAO comment
on the top of this page of the Draft Report to the effect that FDIC
has periodically questioned the wisdom of using scarce resources on
small bank examinations "unless examiners note systemic weaknesses
that threaten an institution's soundness.'" The FDIC is firmly
conmitted to ongoing, on-site examinations of all banks under our
jurisdiction. The rationale of the Corporation policy establishing
the frequency, scope and priority of examinations is that all banks,
large and small, problem and nonproblem, must be examined within a
given time frame. For those not evidencing problem status or other
supervisory concern, the examination may be modified. We prefer this
approach rather than discriminating against small banks. The examina-
tion process is not limited in its application to one covering problem
situations. It has served and continues to serve as an instrument of
instruction, especially for small banks, many of which do not find it
cost effective to retain the expensive legal and technical advice
available to larger banks. Furthermore, although the failure of

a small bank may not get the nationwide notoriety of a large bank
failure, the effect on the community does not argue well for singling
out small banks for elimination of examinations. In addition, it is
impossible to state with mathematical certainty the number of small
banks that have not failed because of persistent supervisory action
on the part of the FDIC, but it is clear that by any reasonable
estimate the number is sizable over time.

Page 34 —- The first paragraph under -the heading "Examination
Procedures Need to be More Highly Structured" might unwittingly create
the perception that FDIC examiners conduct examinations with little or
no training or guidance material. Conceptually, the Corporation does
invest its examiners with discretion in the conduct of an on-site
examination. However, that discretion is not unbridled but is to be
exercised within the policy and instructional guidelines provided to
the examiners both in writing and through various training courses.
The Corporation's training center conducts a broad spectrum of courses
for examiner personnel ranging from those which include basic intro-
ductory and accrual accounting to examination report preparation, and
asset and management evaluation. In calendar year 1979, approximately
1,770 assistant and commissioned examiners attended the Corporation's
training center. An integral part of our training structure is also
carried out through on the job training and attendance by Corporation
examiners at various seminars and graduate schools of banking. The
Manual of Examination Policies provides broad guidance as well as
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some limited "how to do it" features. In 1979, 159 Regional Director
memoranda were forwarded to the Regions and in 1980 to date, 129 such
memoranda. The vast majority of these memoranda provide policy and
guidelines in key areas of bank supervision and are, in many instances,
transmitted by the Regional Offices to examiner personnel in the
Regions. Indeed, the exemination report itself lends a certain
structure to the examination process by forcing examiners to complete
the various schedules and pages contained therein. Finally, as stated
previously, procedures on modified examinations were issued in May of
1979 and the Uniform Interagency Rating System, coupled with the
FDIC's CAMEL system for rating the five critical elements of capital,
agsets, liquidity, earnings and management, provide instruction on how
to rate these five elements as well as how to make a composite rating
for the institution itself. Accordingly, while the FDIC's examination
process might need more structure, it is inappropriate to imply that
no structure exists.

Pages 37 - 38 -~ Under the heading "FDIC bank," GAO discusses in

the context of two consecutive examinations of the same bank, each
examiner's treatment of the bank's internal control system. The GAO
uses these two FDIC examinations as an illustration that 'because of
the wide discretion given FDIC examiners, the institution's internal
control problems may not have been fully disclosed." A review of

the two examination reports for the examinations discussed by GAO,
together with the report which predates those two examinations,
indicates that the internal routine and controls of the bank were

a source of criticism over approximately a three-year period. The
examinations covered 1977, 1978 and 1979. 1In the 1977 report, the
examiner criticized the internal routine and controls of the bank
under the examiner's comments and conclusions and also listed
elsewhere in the report eight separate criticisms. All of these
¢riticisms were contained in the part of the examination report

which is and was transmitted to the bank. This examiner made no
criticism in the confidential section of the report. In the 1978
examination report (the one which is designated as the first examina-
tion by GAO), the examiner also criticized the internal routine and
controls of the bank in his comments and conclusions and listed seven
separate criticisms elsewhere in the report. These criticisms were
also contained in the open part of the report which was furnished to
the bank and in addition the examiner made severe criticism in the
confidential part which was not transmitted to the bank. In the 1979

‘examination report (designated by GAO as the followup examinationm),

the examiner once again criticized the internal routine and controls
of the bank in comments and conclusions and listed elsewhere five
separate criticisms. Once again, these criticisms were in the open
section of the report which is furnished to the bank, but made no
criticisms in the confidential portion. Even a cursory reading of
these examination reports establishes that the bank was notified that
its internal routine and controls were less than satisfactory and that
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correction was needed and expected. Admittedly, the criticisms in the
examination report furnished to the bank were not as severe as those
contained in the confidential part of the report, quoted on pages 37
and 38 of the GAO Draft Report. However, a simple tallying of the
number of criticisms from the examination reports of 1977 through and
including 1979 shows that' the bank was making correction, although
perhaps not as swiftly as might be desired. Thus, we believe GAO
misspoke when, on page 38 of the Draft Report, it characterized the
statement of the examiner of the followup examination in terms that

he "assumed" management had made corrections. The facts, as disclosed
in the relevant examination reports, establish that the examiner made
an independent determination that corrections were being made and did
not rely on assumptions.
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D, C. 20551

ADDRESS OFFICIAL CORRESPONDENCE
TO THE BDARD '

August 27, 1980

Mr. William J. Anderson

Director

General Government Division

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Anderson:

The Board appreciates the opportunity to respond to the GAO report
entitled "Improvements Needed in Federal Examinations." The report raises a
number of procedural matters concerning scheduling, timing, techniques and
format used in the examination process. The Board fully agrees with the GAO's
position that bank examinations be conducted in as efficient and effective a
manner as possible.

The GAO recommends greater use of vlimited scope" examinations and
relating examination frequency to the condition of the bank rather than to a fixed
time frame. Limited scope examinations are already being used by Reserve Banks,
and the Federal Reserve is currently giving consideration to extending the time
period between examinations of relatively trouble-free banks. We have proceeded
cautiously in these areas and believe it is appropriate to do so. It should be pointed
out that many of the procedural issues raised concerning the examination process
are currently being addressed in studies undertaken by the Task Force on
Super vision of the Federal Financial Institutions Examination Council. These
studies will help to focus on any major interagency procedural differences and
establish a framework for strengthening uniformity and equify in the Federal
supervision of the nation's financial institutions.

In addition to procedural matters, the GAO recommends that the
Federal agencies rely to a greater degree on the examinations and work performed
by the States. The Board wishes to cooperate with the States to the fullest extent
feasible and believes that the System has made significant progress over the last
several years to expand the many areas in which there are joint efforts involving
both the Federal Reserve and State supervisory authorities.

As the GAO report points out, the Federal Reser ve has established joint
or concurrent examination arrangements in almost one-half of the States in which
it examines banks and takes steps 10 coordinate the timing of separate
examinations in many other States. In the Board's view, this cooperative approach
is appropriate in that it balances the need to achieve greater resource sharing and
cooperation with the States with the Federal Reserve's statutory responsibility for
promoting safety and soundness and compliance with banking and consumer laws
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and regulations. The conduct of joint and concurrent examinations and other steps
taken to coordinate timing also serve to reduce the burden of examination on
commercial banks. In addition to the number of such Federal-State arrangements,
it should be noted that many of these cooperative efforts exist in States with a
preponderance of large banks where sharing of resources is especially desirable,
since neither agency has the resources to adequately examine the larger
institutions independently. For example, the Federal Reserve Bank of New York
recently reached an agreement to conduct joint examinations with the New York
State Banking Department, an arrangement which should improve the efficiency
and reduce the burden involved in the examination of the large money center State
member banks. Moreover, the Federal Reserve System receives examination
reports from States, and as a matter of policy permits Reserve Banks to accept
where appropriate examinations conducted by State agencies as one of the two
required annual examinations of problem banks.

The Board believes that the cooperative approach taken by the Federal
Reserve has resulted in considerable improvement and resource sharing in the
examination of State member banks. These arrangements are being entered into
whenever they appear consistent with the Federal Reserve's statutory
responsibilities for the safety and soundness of State member banks. An important
goal of the Federal Reserve is to ensure that cooperative efforts are undertaken in
a manner that does not detract from the role of the State agencies in the bank
super visory process.

Sincerely,

Sl £ L

Theodore E. Allison
Secretary of the Board
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September 4, 1980

Mr. William J. Anderson

Director

United States General
Accounting Office

Washington, D. C. 20548

Dear Mr. Anderson:

This 18 in response to your letter and enclosed report dated July 30, 1980,
concerning "Improvements Needed in Federal Examinations of Financial
Institutions.” We appreciate the extension to September 5, 1980, for receipt of
the National Credit Union Administration’s (NCUA} comments.

NCUA is in general agreement with the findings and recommendations
contained in the report unless otherwise indicated in this letter. We will
. comment upon the recommendations contained in the report concerning their
applicability to NCUA in the order they appear on pages 25-26 and 38-40. We
would like to point out that GAO will find that NCUA is already using, or is
taking steps to implement, all of the recommendations contained in the report.
Finally, in response to the recommendations concerning development of uniform
examination principles, standards, procedures and reports, we believe these
goals and objectives are worthwhile. However, complete uniformity may not be
necessarily desirable or possible because of the unique differences between the
three types of financial institutions. Nevertheless, you can be assured that
NCUA will strive to achieve uniformity in examination matters with the other
financial regulators whenever feasible.

The following recommendations were made to the Federal Financial
Institutions Examination Council {Council):

1. "Assess the quality of examinations performed by State agencies and
develop a Federal Govermment~wide policy which requires Federal Regulators to
accept examinations that are competently performed by State agemcies in lieu of
their own."

77




APPENDIX VI APPENDIX VI

NATIONAL CREDIT UNION ADMINISTRATION
WASHINGTON. DC. 20456

5. "Develop examination principles which require Federal examiners to rely
on functions adequately performed by others such as internal and extermal audit
and internal loan review departments. The Council ghould develop criteria for
testing and assessing the quality of these systems before the agencies could
rely on them."”

This recommendation may not apply to NCUA. Few, if any, credit unions have
internal review departments which are responsible for detecting problem loans.
It is necessary for examiners to assess the collectability of delinquent loans.
The review of current loans is limited to selected and random samples. A
procedure ia currently being tested which 1imits the number of current loans
reviewed if certain ratios are not exceeded. If the procedure proves to be
reliable, then we will implement it during all examinations.

6. "Develop uniform standards for reporting the results of examinations
which 1imit the amount of detailed data to that which is necessary for effective
supervision."

We are currently in the process of revising the examination report to
report items only when a problem exists. We anticipate this revision will be
implemented during September 1980. We believe the revised examination report
will provide effective supervision and eliminate unnecessary gchedules.

7. "Define the various regulators’ supervisory role, in particular as it
relates to the routine and systematic examination of management systems in
financial institutions without unsafe and unsound financial conditions."

We believe the evaluation of management and management systems are an
important part of any examinationm. Many times lack of management policy or
control allow unsafe financlal conditions to occur. NCUA plans to continue
reviewing management systems during examinations.

8. "Define, with the guidance of the congressional legislative oversight
committeee, how forcefully the regulators should promote the establishment and
maintenance of sound management systems.'

We believe that credit union management in larger credit unions should have
gsound written policies covering all major areas of operation. In additiom,
internal control systems are necessary to assure that management policies are
followed. We believe that examinations should go beyond looking at existing
problems in financial areas and also uncover weaknessess in management systems
which can cause financial losses.

9. "Prescribe uniform principles and standards consistent with the above
identified supervisory role and commensurate with an acceptable level of risk
and cost."

We believe the Comprehensive Examiner’s Guide sets out the uniform
principles and standards for the review of management systems. The EDP area is
the only major management system that is not reviewed during comprehensive
examinations.
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This may be a worthwhile project for the Council to consider. While it may
not be a Council mandate to assess the quality of state examination programs,
such an assessment could be beneficial to NCUA. Presently we accept state
examination reports of federally insured state chartered credit unions. If an
assessment of the states” examination programs proved that some programs were
unacceptable, we could increase our review of these states’ reports or decide to
examine some of the more critical cases in the state. We believe NCUA should
undertake an assessment of this type even if the Council does not. We would
like to add that each agency should retain the right to determine whether to
accept a particular state’s examination reports in lieu of conducting its own.

2. "Develop criteria for the continued monitoring of the States’
examination programs to assess changes which may occur which affect the
acceptability of the State’s program for Federal needs.”

We believe this recommendation could be incorporated intc the prior omne.
NCUA presently reviews all state examination reports and when questions arise
concerning an examination, the state supervisor is contacted to obtain
additional information. NCUA 1s planning to review the quality of state
examination programs sc we can concentrate our review/examination efforts on the
weaker state programs.

3. "Develop a system for determining the timing of examinations which 1s
based on a perceived need to examine rather than on the basis of a static
timeframe."

There is a need for examinations to be prioritized. NCUA presently
examines large credit unions and small problem credit unions over a 16 month
cycle and small non-problem institutions over a 24 month cycle. We are
continually re-evaluating the priorities and are planning to make some changes
based on our findings. However, we do believe that there 18 a need to set a
static timeframe by which any credit union must be examined. The most
sophisticated early warning system can only point out financial problems. An
on-site examination is necessary to determine quality of assets, compliance with
law and regulations, and quality of management. Our present examination cycles
are too long and we would like to decrease them to 12 and 18 months
respectively. However, our limited staff prevents the agency from doing so.

4. "Develop examination standards which limit the amount of detailed work
performed during & routine examination unless potential problems are detected."

NCUA presently has a regular examination for credit unions under $5 million
in assets and a comprehensive examination for those over $5 million. We are
working towards developing one examination which outlines the minimum level of
work in each area with additional procedures for an area when a problem is
disclosed.
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10." "Include in its prescribed principles and standards the requirement
that Pederal regulators develop examination procedures that clearly identify (1)
examination objectives, (2) examination tasks required to achieve the :
objectives, and (3) documentation required to fully support report comments,
conclusions, and recommendations and to provide a basis for supervisory review."

The Comprehensive Examiner’s Guide and accompanying workpapers presently
contain procedures that identify all of the items mentioned in the
recommendation. We are working on clarifying various sections of the Guide and
where necessary, will revise procedures to clearly identify the objectives,
tasks and documentatiom.

GAO asked the Council to resolve the following issues prior to determining
whether examinations should emphasize the review of management systems.

1. Is such an approach cost effective, especially in small institutions?

NCUA’s review of management systems in smaller credit unions is not as time
consuming or as detailed as the review in larger credit unions because smaller
credit unions’ activities are limited and the level of sophistication necessary
for the management systems is not as great. Therefore, we believe a review of
management systems in smaller credit unions is necessary because poor management
is the primary reason for failure of small credit unions.

2. 1Is such an approach encouraging examiners to question matters that are
outside the legitimate concerns of a regulator and more the prerogative of
management?

We believe examiners are not questioning matters that are the prerogative
of management solely. Examiners point out the consequences of policies or the
lack of policies. NCUA does not mandate certain management decisions unless
their is a violation of law or regulations, or unsafe and unsound conditions
exist, or the credit union 18 on the verge of failing.

3. 1s such an approach structured enough to assure that examiners followed
appropriate examination procedures?

The Comprehensive Examiner’s Guide and accompanying workpapers outline the
required examination tasks, procedures and documentation for the review of
management systems. We have found that this approach causes examiners to deal
primarily with documented facts to support their opinions. We have found that a
structured approach has been successful for the review of management systems.
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Page 5 of the draft indicated that the comprehensive examination imcludes
an EDP audit. Presently a review of EDP operations is not completed during a
Comprehensive Examination. This procedure is under development and will be
implemented as staff limitations will allow.

We appreciate the opportunity to comment on the report. If you have any
questions, please contact us.

Sincgrely,

as=

(:;_,///£AWRENCE CONNELL

Chairman

throughout refer
GAO note: Page numbers and paragraph references
to the draft revisions and may thus not correspond
with those in the final reports.
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