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Executive Summary 

Purpose Officers and directors of a bank have fiduciary responsibilities to the bank, 
its customers, and its shareholders to ensure the safe and sound 
management of bank operations. They are also responsible for putting the 
bank’s interests before their own in business dealings affecting the bank. 
Congress has long recognized in legislation that because of these 
responsibilities bank insiders, such as officers and directors, who obtain 
loans from their banks must be treated the same as anyone from the 
general public obtaining loans. When insider lending violates these laws, 
the bank may suffer financially. Even without major financial effects, such 
violations may indicate serious problems with the management and board 
oversight of bank operations. 

This report responds to separate requests from the Chairman of the Senate 
Committee on Banking, Housing, and Urban Affairs and the Chairman of 
the House Committee on Banking, Finance and Urban Affairs. Both 
Chairmen asked that GAO review insider activities at failed and open banks; 
the underlying reasons for insider problems, such as insider fraud, insider 
abuse, and loan losses to insiders; and the way federal bank regulators 
supervise such activities. The Chairman of the House Banking Committee 
also asked GAO to determine the overall amount of insider lending in the 
United States banking industry. 

Background Federal Reserve Regulation 0 generally provides that bank loans to 
insiders-officers, directors, and principal shareholders-must be made 
on the same terms that are available to other bank customers. Such loans 
also must not be any riskier than loans to other bank customers. 
Regulation 0 also provides for both individual lending limits for any one 
insider and aggregate lending limits for all insiders, and it requires prior 
board approval for loans to insiders. Sections 23A and 23B of the Federal 
Reserve Act provide rules for transactions between banks and their 
affiliates. For the purposes of this report, an insider violation is defined as 
a violation of either Regulation 0 or sections 23A or 23B of the Federal 
Reserve Act. 

Insider problems, such as loan losses to insiders, may occur with or 
without insider violations. For example, loans to a director may have been 
made on the same terms as those available to other bank customers. 
However, if the insiders’ loans go bad, this can potentially affect the 
financial health of the bank On the other hand, insider violations can 
occur-for example, a loan to an officer made at reduced interest 
rates-even though the loan is current and is not affecting the health of 
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the bank. In such cases, however, insider violations may indicate a lack of 
control or effective management of the loan policies set down by the 
bank’s board of directors. 

The 3 federal bank regulators--the Federal Deposit Insurance Corporation 
(FDIC), Office of the Comptroller of the Currency (OCC), and the Federal 
Reserve System-are each responsible for supervising a portion of the 
almost 12,000 banks in the United States Their examinations will often 
include a review of insider activities to ensure, for example, that insider 
loans are being made on the same terms and conditions as loans to other 
bank customers. When the regulators identify insider violations, they may 
take enforcement actions to get the banks to correct the problems. 

Banks may fail for a variety of reasons, including insider problems. When a 
bank fails, FDIC investigators determine the major reasons for the failure 
and whether recoveries should be pursued against directors, officers, or 
others if these individuals were found negligent in overseeing bank 
operations. 

Results in Brief In reviewing FDIC investigations of 286 bank failures that occurred in 
calendar years 1990 and 1991, GAO found that investigators cited evidence 
of insider problems, such as fraud or loan losses, to insiders in 175, or 
61 percent, of the banks. Further, GAO found that investigators had cited 
insider problems as one of the major causes for failure in 74, or 26 percent, 
of the banks. During the 3 years before these banks eventually failed, 
federal bank examiners cited the banks for a total of 561 insider violations. 
Many of these violations were repeated in more than one bank 
examination. Federal and state regulators also took 235 separate 
enforcement actions in the 3-year periods. Even though insider violations 
were cited and enforcement actions were taken, the banks failed. 

In a review of federal examination reports for 13 judgmentally selected 
open and relatively healthy banks, GAO found insider violations similar to 
those found in the failed banks. In both the failed and open banks, GAO 

found a strong association between these insider violations and the larger 
problems of poor administration by bank management and inadequate 
oversight by bank boards of directors. 

In general, GAO found that examiners were not as effective in identifying 
insider problems at the failed banks when the banks were open as 
investigators were after the banks had failed. Although there are several 
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reasons for the examiners identifying fewer insider problems, GAO believes 
examiners should take steps to improve their abilities to identify 
problems. 

GAO further found that examiners often failed to adequately communicate 
to bank boards and management the potential seriousness of problems ’ 
and violations; as a result, the problems went uncorrected and became 
more serious. At the same time, GAO believes that bank boards of directors i 
and bank management often failed to take steps to understand the depth 
of the problems examiners were attempting to explain. 

Because no comprehensive data sources exist, GAO was unable to identify 
the aggregate amount of insider lending at failed banks. For open banks, 
newly required bank data showed the aggregate amount of insider lending 
for all banks was $24 billion as of March 1993. 

Principal Findings 

Insider Problems and 
Insider Violations Existed 
at Failed Banks 

r 
GAO found evidence of insider problems cited in investigations of 175 of 
286 banks that failed in 1990 and 1991. Insider fraud, a type of criminal 
activity, was identified by FDIC investigators in 36 percent of the 286 bank c 
failures. Insider abuse--that is, any abusive action taken for self-gain on ! 
the part of insiders that falls short of criminal fraud-was identified by 
FDIC investigators in 41 percent of the 286 bank failures. Loan losses to 

; 

insiders were identified by FDIC investigators in 28 percent of the 286 bank ’ 
failures. Overall, for the 175 banks with evidence of insider problems, 
losses to the FDIC'S Bank Insurance Fund, which insures deposits in 
commercial and saving banks, were estimated to be $5.4 billion, or about F 

55 percent of total losses, during the 2-year period. The assets of these 175 
banks totaled $33.7 billion, or about 43 percent, of the total assets of all 
286 banks that failed in 1990 and 1991. During the 3 years before the 175 
banks failed, federal examiners cited the banks for 561 insider violations. 
The most common violations were exceeding the lending limits for 
insiders and giving loans to insiders with preferential terms that were not 
available to the general public. GAO found that small banks (those with 

B ? 
assets of less than $100 million) were more likely to be cited for insider 
violations than were large banks (those with assets of $100 million or 
more). (See pp. 31-49.) 
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Insider Violations Were 
Also Present in Open 
Banks 

In GAO’S review of federal examinations of 13 open banks, 10 banks had 
been cited for insider violations. As they had been in the failed banks, 
preferential interest rates on loans to insiders and insider loans that 
exceeded the legal lending limit were the most frequently cited insider 
violations in the examination reports GAO reviewed. For example, one 
report cited two loans to insiders that were made at preferential interest 
rates of 9 and 10.5 percent when regular bank customers were charged 12 
and 13.5 percent, respectively, for identical loans. (See pp. 49-51.) 

Insider Problems Are GAO found that insider violations were strongly associated with 
Indicative of Poor management problems, such as the failure of management to respond to 
Management and Oversight regulatory criticisms, poor and/or negligent management, and passive or 

negligent boards of directors. In 141 of the 175 failed banks that were cited 
by federal regulators for insider violations, GAO found banks cited for 
insider violations more likely to also be criticized by federal regulators for 
various management problems. For example, when examiners cited loans 
to insiders that exceeded the loan limits, they were four times more likely 
to identify the management problem of a dominant board member than 
when they did not cite such an insider violation. Also, when examiners 
cited a bank’s failure to maintain records relating to insider activities, they 
were 2.8 times more likely to identify poor and/or negligent management. 
(See pp. 52-54.) 

Although the federal regulators cited these banks for insider violations and 
associated management problems, these banks still failed. On the basis of 
its analysis, GAO believes the failure of a bank’s management to correct 
insider problems and violations indicates a much larger problem of poor 
management and inadequate oversight by the bank’s board and individual 
directors. (See pp. 54-55.) 

Examiners Could Improve In cases of banks with problems of insider fraud and abuse, FDIC 

Their Ability to Identify investigators were more likely to have identified the problems after the 
Insider Problems banks failed than were the examiners when the banks were open. 

Examiners did a better job in identifying insider loan losses, but they still 
were not as effective as investigators on identifying other insider issues. 
One reason for the identification of fewer insider problems is that 
examiners face many obstacles, and investigators have several advantages 
in identifying insider problems. For example, former bank employees are 
more likely to be willing to talk to investigators about insider problems 
after a bank has failed and their jobs can no longer be jeopardized by such 
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discussions. Even so, GAO believes that by focusing more on the 
recordkeeping requirements of Regulation 0, examiners could ensure that 
more information would be available to enable them to spot insider 
problems when they occur. (See ch. 5.) 

Failure to Communicate In both failed and open banks, GAO found that problems identified by 
Problems and Failure of examiners often went uncorrected from one examination to the next. The 
Bank Boards to problems examiners identified in the open banks were not as severe as 

Understand Problems May those in the failed banks. However, it is troubling that both the federal 

Exacerbate Problems bank examiners and bank directors and management did not better ensure 
that problems in both open and failed banks were corrected. When 
examiners fail to take timely forceful enforcement actions, bank boards of 
directors may fail to understand the potential seriousness of repeated 
violations and problems. Even so, bank boards of directors also have 
major responsibilities to listen to examiners and ensure that bank 
management takes the necessary steps to correct problems. 

In discussions with outside bank directors (i.e., directors who are not 
employees of their banks), GAO noted that many of the directors expressed 
frustration about their interaction with their banks’ primary federal 
regulator. These frustrations varied. However, most centered on the 
directors’ need for examiners to work more closely with them to better 
ensure that they understand the problems examiners identified. Their a 
frustrations also centered on the directors’ need for examiners to prioritize / 
the problems they identify. 

In its analysis of the 286 banks that failed in 1990 and 1991, GAO found that 
investigators cited about 90 percent of the banks for having passive or F 
negligent directors as a factor contributing to the banks’ failure. In these I 

cases, it appears that directors of some banks seem not to have 
understood their roles and responsibilities in maintaining or returning the 
bank to a financially sound position. 

In addition, GAO found instances of passive boards of directors cited in the 
examination reports for several of the 13 open, healthy banks it reviewed. 
In these instances, federal examiners noted that the boards of directors or 
individual directors had failed to either understand the seriousness of the 
examination findings or take corrective actions on identified problems. j 

For directors to fully understand the seriousness of examination findings, 
training may be appropriate. 
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Bank directors have a responsibility to carefully listen and fully 
understand what examiners are informing them about a bank’s identified 
problems. When bank directors do not fuly understand examination 
findings, it is their responsibility to either seek further clarification from 
examiners or obtain additional knowledge on a particular aspect of 
banking. Repeated violations or problems should send a sufficient signal 
to a bank’s board of directors that either (1) the bank’s management is not 
taking adequate corrective actions or (2) the directors do not understand 
what is necessary to correct the problems. (See ch. 6.) 

The Aggregate Amount of 
Insider Lending at Failed 
Banks Is Unknown 

GAO used several approaches but was unable to identify the aggregate 
amount of lending to insiders at failed banks. One reason for this is that 
FDIC investigators generally do not seek to identify the aggregate amount of 
insider Iending that occurred in a failed bank or even the full extent of 
losses caused by insider lending. Until March 1993 all banks were required 
to file quarterly reports--bank call reports---that included only the amount 
of lending to officers and shareholders but omitted the amount of lending 
to bank directors. Consequently, there has been no aggregate reporting of 
insider lending activities by banks. 

Lending to bank directors was added for the March 1993 call report. For 
this call report, the aggregate amount of insider lending was $24 billion, 
with an average aggregate amount per bank of $2 million, ranging from no 
insider lending to $623 million. Historically, it has often taken several 
reporting cycles for new data to be reliably reported by banks; therefore, 
with the new reporting requirement future reports should more accurately 
refiect aggregate insider iending activity. If banks adhere to the reporting 
requirements, then reporting will eventually enable regulators to 
determine the aggregate amount of insider lending. This requirement 
makes it easier for examiners to determine whether banks are violating 
Regulation 0, which governs aggregate lending to insiders. However, such 
reporting will be only as good as the records kept by banks. Given that 61, 
or 35 percent, of the 175 failed banks with evidence of insider problems 
were cited for violations of insider recordkeeping requirements, GAO 

believes it is important for federal examiners to reemphasize the 
importance of banks keeping and reporting accurate information on 
insider activities. (See ch. 4.) 

Recommendations GAO recommends that federal bank regulators include a thorough review of 
insider activities in their next examination of each bank under their P 
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authority. This review should include a comparison of data that banks 
provide examin ers with information as reported by each bank in its 
quarterly call report, an evaluation of bank insurance policies, and an 
increased emphasis on Regulation 0 recordkeeping requirements. (See ch. 
5.) 

To improve the communication between examiners and bank directors 
and increase the likelihood that directors will initiate appropriate 
corrective actions, GAO is making a further recommendation. GAO also 

recommends that federal bank regulators direct examiners to better 
ensure-through examination reports, exit conferences, and other means 
(including recommending training to directors when appropriate)-that all 
directors understand (1) the primary issues in need of directors’ attention, 
(2) that the problems facing a bank are most often a consequence of 
deficiencies in the overall management and oversight by the directors, and 
(3) that directors must see that effective corrective action is taken. (See 
ch. 6.) 

Agency Comments GAO requested comments on a draft of this report from occ, FDIC, and the 
Federal Reserve. These written comments appear along with GAO'S 

responses in appendixes VII, VIII, and IX. 

occ officials agreed with GAO'S recommendations, saying it plans to take 
corrective actions. These include revising the section of the Comptroller’s 
Handbook for National Bank Examiners for reviewing insider activities 
and including a discussion of call report requirements and a reemphasis of 
the importance of recordkeeping and reporting requirements. 

FDIC and the Federal Reserve, while in substantial agreement with GAO'S 

fmdings and conclusions, stated that they already have policies in place to 
address these recommendations. GAO believes that there are additional 
opportunities for improving communication between regulators and bank 
boards and management that are not included in FDIC'S and the Federal 
Reserve’s policies. Further, based on GAO'S review of federal regulators’ 
examination files for failed and open banks, GAO found that FDIC has not 
consistently adhered to its policies. In a subsequent letter (see app. VIII), 
FDIC agreed to reemphasize to its field staff the importance of a thorough 
analysis of insider activities, effective communication with boards of 
directors, and adherence to established policies and procedures. 
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Chapter 1 

Introduction 

Insider activities at banks, such as loans to bank directors, officers, or 
principal shareholders, should pose no greater risk to a bank’s financial 3 
health than transactions with other bank customers when these insider : 
activities are conducted under applicable laws and regulations. However, 
when insider activities become abusive, they can be among the most 
insidious of reasons for the deterioration of the health of a bank. When 
insider fraud,l excessive compensation, self-dealing, or other abusive 
activities occur, the very individuals who have a fiduciary duty to ensure L 
the sound operations of a bank can benefit from violations of laws or 
regulations and thus may be motivated to conceal these activities. 
Consequently, such abuses can be difficult for federal bank regulators to 
detect. b 

I 

In addition, repeated insider problems and violtions of laws and 
regulations governing insider activities can indicate poor internal controls, : 
They can also indicate the faiIure of a bank’s management and board of I 
directors to effectively ensure that the bank operates in a safe and sound 
manner. Such problems put the health of individual institutions at risk and 
pose a threat of loss to the Bank Insurance Fund (BIF), which insures 1 
deposits in both commercial and savings banks. 

I 

This report responds to separate requests from the Chairman of the Senate 
Committee on Banking, Housing and Urban Affairs and the Chairman of / 
the House Committee on Banking, Finance and Urban Affairs. The 

I 

Chairmen requested that we review the role of insider activities in, and 
their effects on the health of, financial institutions.’ Both Chairmen were i 
also interested in the efforts of federaI financial institution regulators to 1 
identify, monitor, and supervise insider activities. 

‘Fraud, a criminal act, generally can be defined as intentional actions, omissions, or concealments 
meant to deceive and get advantage over another. 

2As agreed with the requesten, our work concentrated on commercial banks. In appendix II, we 
present a summary of our prior work that addressed insider issues in thrifts and credit unions, which 
we updated through discussions with officials at the Office of Thrift Supervision and the National 
Credit Union Administration. 
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Congressional 
Concerns About 
Insider Problems 

key statutory provisions governing loans4 to bank insiders. A review of the 
history of these sections demonstrates Congress’ long-standing concern 
about the effects of insider activities on the health of financial institutions. 

Prompted Legislation For example, section 22(g) of ~;“RA, as added by the Banking Act of 1933,5 
prohibited loans to executive officers of banks outright and required the 
officers to submit written reports to the chairman of a bank’s board of 
directors containing the dates and amounts of loans made to those officers 
by other banks. The Banking Act of 1935 eliminated the absolute bar on 
loans by a bank to its officers and authorized a bank to extend credit to its 
executive officers. However, the credit is not to exceed $2,500, without 
prior approval of a majority of the bank’s board of directors. 

In 1967, Congress further amended section 22(g) of FRA, increasing the 
amounts that banks could lend to their executive officers. That legislation 
authorized banks to make loans of up to $5,000 to executive officers and 
separately authorized specific-purpose loans for education and home 
mortgages. However, safeguard provisions were added, including a 
requirement that such loans be made on terms that were no more 
favorable than those extended to other borrowers. The provisions also 
contained a requirement that the borrowing officer submit a detailed 
financial statement. 

Congress substantially increased insider restrictions in the Financial 
Institutions Regulatory and Interest tie Control Act of 1978.” Before this 
act, restrictions applied solely to executive officers. This act added a new 
provision, section 22(h) of FXA, which, in conjunction with section 22(g), 
expanded the definition of insiders to include officers, directors, and 
major shareholders and their related interests. Congress was concerned 
that “[plroblem banks and insider abuses have been virtually 
synonymous. “7 As a response to the problems associated with insider 
abuses at financial institutions and with the “recognition that insiders have 
a special duty with respect to their institutions,” in the same session 

312 U.S.C. 375% 375b. 

%aw and regulations governing insider t ransactions refer to extensions of credit to insiders. The tern 
extensions of credit includes loans, standby letters of credit, overdrafts, advances against unearned 
salary, etc. For purposes of this report, we will use the term loans to insiders to mean all extensions of 
credit to insiders. 

‘Pub. L No. 7366,48 Stat. 162 (1933). 

“Pub. L No. 95-630,92 Stat. 3641(1978). 

7H. Rep. No. 1383,95th Cong., 2d Sess. 10 (1978). 
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Congress placed restrictions on insider loans and provided statutory 
language spelling out the board of directors’ responsibilities with respect 3 
to insider loans. 

Further restrictions and amendments relating to insider transactions were 
added by the Federal Deposit Insurance Corporation Improvement Act of 
1991 (FDICIA).~ Congress again expressed its concern with reports of 
“serious abuses by bank and thrift insiders, with resultant costs to the 
deposit insurance system.“g In the same session, Congress was also 
concerned with how such abuses could affect public confidence in the 
banking industry as a whole. Therefore, Congress added additional 
provisions, including overall limits on loans to all bank insiders “to help 
combat such abuses, and prohibitions on excessive compensation.” 

Sections 23a and 23b: 
Restrictions on Affiliate 
lkmsactions 

I 

In addition to improper loans, insider abuse can occur through ! 
transactions between a member bank” and its affiliates, which generally 
are any companies that control the member bank and any other company 

1 
Y 

that is controlled by a company that controls the member bank. For 
example, an officer of a bank may also own, in part, a data processing 
company that is affYiated with the bank. An abuse would result if the 
officer used his or her influence to direct bank business to this company 
and the company then charged exorbitant fees for its data processing 
services. Congress enacted Section 23A of FRA” to (1) restrict transactions 
between member banks and their affiliates, (2) prohibit the purchase of i 

lowquality assets by banks from afftiates without independent credit 
I 

evaluation, and (3) require permissible loans or extensions of credit 
between banks and affiliates to be adequately collateralized. Congress 
designed s,ection 23A to prevent the misuse of commercial bank resources . 
stemming from nonarm’s length financial transactions with affiliated 
companies.12 

*Pub. L No. 102-242,105 Stat. 2236 [1991). 

‘S. Rep. No. 167,102nd Gong., 1st Sess. 65 (1991). 

IDThe term member bank refers to banks that are members of the Federal Reserve System Sections 
23A and 23B of FRA apply with respect to a nonmember insured bank in the same manner and to the 
same extent as if it were a member bank (12 U.S.C. 1828(j)(2)). Implementing regulations generally ] 
subject nonmember banks to Regulation O’s controls on credit extensions to insiders (12 C.F.R 
section 337.3). 

“12 U.S.C. 371c. 

%ee S. Rep. No. 536,97th Gong., 1st Sess. 31(1982). 
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Section 23A limits the amount of transactions between a member bank 
and its affiliates. Transactions with any one affiliate are generally limited 
to 10 percent of the bank’s capital and surplus. An overall limit of 
20 percent is applied to all aate transactions. 

Section 23B of FRANC was specifically intended to authorize certain 
transactions (including loans and purchases of assets) between member 
banks and their affiliates. However, it was to authorize transactions only if 
their terms and conditions, including credit standards, were substantially 
the same as or at least as favorable to the bank as those prevailing at the 
time for comparable transactions with nonaffiliated companies. l4 

Insider Activities 
Permitted and 
Prohibited by 
Regulation 0 

22(g) and 22(h), which concern loans to executive officers, directors, and 
principal shareholders of member banks. Insiders generally are defined by 
Regulation 0 as including bank officers in a major policymaking position, 
bank directors, and mqjor shareholders and their related interests. Table 
1.1 provides more specific information on the definition of insiders. We 
present the complete text of Regulation 0 in appendix III. 

Table 1 .l: Insiders as Defined by Regulation 0 
Insider Definition 
Executive Any person who participates in or has the authority to participate in major policymaking 
Off icefs functions of a bank. Also includes executive officers of the bank’s holding company or of 

any other subsidiary of the bank’s holding company. 

Directors All individuals who serve on the bank’s elected board of directors, whether or not they 
receive compensation. Also includes directors of the bank’s holding company and the 
directors of any other subsidiary of the bank’s holding company. 

Principal 
Shareholders 

Any bank shareholder who directly or indirectly controls at least 10 percent of the voting 
shares of any class of stock. Shares owned by a shareholder’s spouse, minor children, 
or adult children who reside at the shareholder’s house must be included in the 
IO-percent calculation. Also includes shareholders meeting the lo-percent criterion of 
the bank’s holding company and/or any individual who controls 10 percent of any 
subsidiaries of the bank’s holding company. 

Regulation 0 defines insiders as a bank’s executive officers, directors, 
principal shareholders, and their related interests. The term related 
interest refers to any entity that the insider controls. Control is defined as 

‘312 USC. 371c-1. 

‘4s. Rep. No. 19,lOOth Gong., 2d Sess. 36 (1987) (Legislative History of the Competitive Equality 
Banking Act of 1987, Pub. L No 100-86,101 Stat 562 (1987)). 

I612 C.F.R. Part 215 
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ownership, control or the power to vote 25 percent or more of any class of 
voting securities of the company or bank, control over the election of the 
majority of the directors of the company or bank, or the power to exercise 
a controlling interest over the management or policies of a company or 
bank. Control is presumed to exist if the insider (1) is an executive officer 
or director of the company or bank and owns or controls more than 
10 percent of any class of voting securities, or (2) owns or controts more 
than 10 percent of any class of voting securities and no other person owns 
or controls a greater percentage. 

Related interests do not automatically by definition include the immediate 
family of the insider. Entities owned or controlled by these individuals 
could fall under the umbrella of “related interests” if the insider 
“controlled” the entity in accordance with the definitions above. For 
example, if the spouse of a bank director owned 80 percent of the voting 
stock of a private company not affiliated with the bank or bank holding 
company, the director owned 20 percent of the stock and served as the 
spouse’s treasurer, the spouse’s company would be, by definition, a 
“related interest” of the director. 

Major Provisions of 
Regulation 0 

Regulation 0 contains an assortment of controls on loans to insiders. It 
prohibits preferential lending, which requires that loans to insiders be 
made on substantially the same terms and conditions as to noninsiders 
and not involve more than the normal risk of repayment or present other 
unfavorable features. Prior approval by a banks board of directors is 
required when the aggregate amount of credit extended to an insider and 
his/her related interests exceeds-whichever is greater-$25,000 or 
5 percent of the bank’s unimpaired capital and unimpaired surplus. When 
the aggregate amount of loans extended wiil exceed $500,000, prior 
approval is required regardless of whether or not the loan amount exceeds 
5 percent of the bank’s unimpaired capital and unimpaired surplus 
balance. 

Regutation 0 also includes both individual and aggregate lending limits to 
insiders. In general, insiders are subject to the same individual limits as 
noninsiders.r6 Aggregate lending limits on loans to all insiders generally 

‘@fhis lending limit is an amount equal to the limit of loans to a single borrower established by s&ion 
5200 of the Revised Statutes (12 U.S.C. 84). This amount is 15 percent of the bank’s unimpaired ca@.al 
and unimpaired surplus in the case of loans that are not fully secured and an additional 10 percent of 
the banks unimpaired capital and unimpaired surplus in the case of loans that are fully secured (12 
C.F.R. 2152(h)). The lending limit also includes any higher amounts that are permuted by section 5201) 
of the Revised Statutes for the types of obligations listed in the statutes as exceptions to the limit. For 
more detail, refer to the full text of Regulation 0 in appendix Rl. 
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may not exceed 100 percent of a banks unimpaired capital and 
unimpaired surplus. l7 Under certain circumstances, member banks with 
deposits of less than $100,000,000 may by resolution of their boards of 
directors increase the general limit on aggregate loans. Such increases 
must be approved by the bank’s board and are limited to two times the 
bank’s unimpaired capital and unimpaired surplus. As of January 30,1994, 
the Federal Reserve had received 54 notifications for using the higher 
aggregate lending limit available for small banks under FDICIA. 

Additional restrictions and reporting requirements, particular to loans to 
executive officers and implementing section 22(g) of FRA, are set out in the 
Code of Federal Regulations. i* Overdraft payment limitations that apply to 
executive officers and directors of a bank are set out in Regulation O.lQ 
However, these limits are not applicable to payments by a member bank of 
overdrafts of a principal shareholder or to payments of overdrafts of an 
insider’s related interests. 

Banks are required to maintain all necessary records to comply with 
Regulation 0, including records that identify all executive officers, 
directors, principal shareholders, and their related interests. Banks must 
also maintain specific information on the amount and terms of each loan 
to insiders. In addition, at least annually, a bank must ask its executive 
officers, directors, and principal shareholders to identify their related 
interests. Other Regulation 0 provisions set out requirements for public 
disclosure of credit from member banks to executive officers and 
principal shareholders. These provisions also require reports on 
indebtedness of executive officers and principal shareholders to 
correspondent banks. 20~21 Subpart B of Regulation 0 deals specifically with 
correspondent banks and implements requirements set out at 12 U.S.C. 
1972(2)(G). A correspondent bank is a bank that maintains one or more 
correspondent accounts for a member bank during a calendar year that in 
the aggregate exceed an average daily balance of the smaller of $100,000 
or 0.5 percent of such banks’ total deposits, as reported on its first quarter 
call report. (Call report is the common name for the Consolidated Report 
of Condition and Income, which banks are generaIly required to file with 
their primary federal regulator on a quarterly basis.) 

“Aggregate lending limits to insiders were enacted as part of FDICIA in 1991. 

%Z! C.F.R. 215.5, 215.9 and 215.10. 

I912 C.F.R 215.4(e). 

20,2112 C.F.R. 215.11 and 12 C.F.R. 215.20-215.23, respectively. 
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For the purposes of this report, an insider violation is defined as a 
violation of either Regulation 0 or sections 23A or 23B of FIU. 

! 

Bank Regulation and There are almost 12,000 federally insured banks in the United States. 8 

Supervision 
These banks are supervised at the federal level by three agencies. The 
Office of the Comptroller of the Currency (OCC) supervises 3,598 nationally I 
chartered banks.22 occ-supervised banks include many of the large, 

y 
1 

money-center banks, such as Citibank, N+A. The Federal Reserve 
supervises 957 state-chartered banks that are members of the Federal 
Reserve System. These banks are commonly known as state member i 
banks. The Federal Deposit Insurance Corporation (FDIC) supervises the 
7,431 state-chartered banks that are not members of the Federal Reserve. i 
These banks are commonly known as state nonmember banks. State 
banking agencies are also responsible for supervisjng state-chartered 
banks. i 

Bank Examinations and 
Reports 

Federal bank regulators conduct examinations as a means of supervising 
banks The three federal regulators use similar procedures in examining 
banks. The results of an examination by any of the regulators are 
summarized in an examination report addressed to the board of directors 
of the bank. The examination usually results in the examiner assigning a 
numerical rating to each of these bank components-capital, assets, 3 
management, earnings, liquidity (CAMEL). The examiner is to-&sign a 
composite C&EL rating to the bank. CAMEL ratings range from a 1, the 
best rating and the lowest level of supervisory concern, to a 5, the worst 
rating and the most serious level of supervisory concern. 

Examinations may be of several types, Examinations that focus on the 
financial “health” of the institution are called safety and soundness 
examinations. Safety and soundness examinations are generally done 
on-site at the bank, although some off-site analysis may be done through 
the use of quarterly call report data that banks are required to submit to 
the regulators. The examinations may be targeted (that is, focused on one 
or more bank activities, such as the loan portfolio), or they may be 
full-scope. 

Federal regulators conduct separate examinations to measure compliance 
with various consumer protection laws, such as the Truth-In-Lending Act 
or the Community Reinvestment Act. Regulators review various other 

22Data far all regulators are as of December 31, 1992. 
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bank activities either in their safety and soundness examinations, their 
compliance examinations, or in separate examinations. These activities 
relate to the Bank Secrecy Act, the bank’s trust department, or electronic 
data processing. For example, occ reviewed insider activities in the past as 
part of compliance examinations, but it now reviews them as part of its 
safety and soundness examinations. 

For those banks that are not nationally chartered, state regulators also 
conduct examinations. For those banks, the Federal Reserve and FDIC may 
do separate examinations, in addition to these state examinations, or they 
may do joint or concurrent examinations with the state regulators. In joint 
examinations, the federal and state supervisory agencies issue one joint 
report, for concurrent examinations, separate reports are issued. 

FDICIA required federal bank supervisory agencies to conduct annual safety 
and soundness examinations of all banks. However, banks that meet 
capital and other management and control standards may be examined 
once every 18 months. In addition, the Federal Reserve and FJXC may rely 
on state examinations instead of federal examinations in alternate years. 

Bank examiners generally notify bank management and directors of 
financial weaknesses, operational problems, or violations of banking laws 
or regulations that they identified. Often, examiners notify a bank’s 
management and board of directors at “exit” conferences held at the end 
of an examination. In addition, a report of examination findings is to be 
provided to the banks board of directors. Exit conferences, meetings, and 
examination reports enable regulators to convey their supervisory 
concerns as well as to impress upon bank managers and directors the 
need to address those areas that adversely affect the bank’s continued 
viability. 

Enforcement Actions 
Available to Bank 
Regulators 

An examination may result in the regulator taking informal or formal 
enforcement actions to get the bank management to correct deficiencies 
that were identified in the examination. According to agency guidelines, 
regulators are to use informal actions for banks in which-despite 
examiner-identified problems and weaknesses-the overall strength and 
financial condition reduce failure to a remote possibility and bank 
management has demonstrated a willingness to address supervisory 
concerns. Regulators are to use informal actions to advise banks of noted 
weaknesses, supervisory concerns, and the need for corrective action. 
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Informal actions include 1 

9 meeting with bank officers or boards of directors to obtain agreement on u 

improvements needed in the safety and soundness of the bank’s activities, 
. having banks issue commitment letters to the regulators specifying 

corrective actions that will be taken, 3 
9 having bank boards issue resolutions specifying corrective actions that b 

will be taken, and 
l initiating a memorandum of understanding27 between regulators and a 

bank’s board of directors on actions that are required to be taken. 

While informal actions communicate supervisory concerns and actions 
needed to address those concerns, they are not administratively or 
judicially enforceable if agreed-upon corrective actions are not taken by 
bank management. 

Regulators are to use formal enforcement actions if (1) informal actions 
have not been successful in getting bank management to address 
supervisory concerns, (2) bank management is uncooperative, or (3) the 
bank’s financial and operating weaknesses are serious and failure is more 
than a remote possibility. Formal actions are legally enforceable tools that 
regulators can use to compel bank management to take corrective actions ” 
in order to address such supervisory concerns as increasing capital and i 

i 
maintaining adequate reserves, discontinuing abusive lending practices, or 
strengthening underwriting policies. These actions include 1 

l formal written agreements between regulators and bankers; 
. orders to cease and desist unsafe practices and/or violations; 
l assessments of civil money penalties, of up to $1 million a day, against 

officers or directors; 
. orders for removal, prohibition, or suspension of individuals from bank 

operations; 
. termination of insurance proceedings; and 
l capital directives to increase a bank’s capital. 

Formal actions are authorized by statute and may be taken by all three 
federal regulators against the banks they supervise. FDK has the sole legal 
authority to terminate deposit insurance. If banks do not consent to a 
formal action or fail to comply with its provisions once they are agreed 
upon, regulators may enforce the action through administrative or legal 
proceedings. 

=A memorandum of understanding is a voluntary agreement by a bank, negotiated with its reguL&or, i 
to refrain from a particular activity deemed by the regulator to be an unsound banking practice. 
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Bank Directors’ Roles A bank, like any other corporation, has shareholders and a board of 

and Responsibilities 
directors elected by the shareholders, The board is responsible for 
overseeing the management of the bank’s activities. Unlike other 
corporate board members, however, bank board members, or directors, 
are subject to additional laws and sanctions, which serve to emphasize 
that under the law a higher level of performance is expected from bank 
directors than from other business directors. For example, many bank 
directors are required to take an oath of office; business corporation 
directors generally do not. Bank directors can be removed from office for 
unsound practices and can be held statutorily liable for damages resulting 
from willful violations of the law. Vague or less automatic procedures, if 
any at all, for removal of directors of other corporations appear in typical 
corporation codes. Part of the reason for this higher standard of conduct is 
that most of the funds the bank puts at risk belong to others, namely 
depositors. In addition, failure of a bank can result in FDIC using deposit 
insurance fees collected from other banks. 

Each of the regulators has issued comparable guidance on directors’ 
duties and responsibilities. For example, occ’s Handbook for National 
Bank Examiners states that directors have a responsibility to 

. select competent officers; 
l effectively supervise the bank’s affairs; 
9 adopt sound policies and objectives; 
l avoid self-serving practices; 
. be informed of the bank’s condition and management policies; 
l maintain reasonable capitalization; 
l observe banking laws, rulings, and regulations; and 
l ensure that the bank has a beneficial influence on the economy of its 

community. 

As part of their responsibilities, bank directors attend board meetings (for 
which they generally receive compensation), receive and review reports 
from management on bank performance, review and approve bank 
policies, and receive and review examination reports from federal bank 
regulatory agencies. 

FDIC Has Several When a bank fails, FDIC, as receiver, may utilize one of a number of 

Responsibilities When 
methods to resolve the institution. The assets of the bank may be sold as a 
single tsansaction or in parcels to other healthy banks. JTIIC will also 

a Bank Fails contract out the servicing of some of the larger bank loan portfolios it 
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retains to outside loan servicers. However, in any case, FDIC is likely to 
retain some percentage of the failed bank’s assets; an acquiring bank 
generalIy will not want to purchase all of the problem loans of the failed 
bank. Except for assets sold and those asset poolsz4 FDIC retains but 
contracts out for servicing, information on all assets FDIC assumes is 
maintained on the Liquidation Asset Management Information System 
(LAMIS) of FDIC’S Division of Liquidation (DoL).~ LAMIS is an FDIC automated 
system designed to support the management and sale of failed bank assets. 
LAMPS supports such activities as the servicing of loans; collections; the 
reporting of loan inventories; and disbursements to taxing authorities, 
insurers, and others. 

Within 90 days of a bank’s failure, it is FDIC policy to have DOL investigators 
complete a Post-Closing Report (PCR). A PCR provides more specific 
information on the causes of the bank’s failure and potential sources of 
recovery of funds. If DOL investigators find evidence of abuse, fraud, or 
negligence on the part of bank directors, officers, or others, FDIC 

investigators seek to determine whether there are sufficient sources of 
recovery to justify the pursuit of a claim against any individuals identified 
as contributing to the bank’s failure. In general, six potential sources of 
recoveries are available: (1) blanket bond insurance, which covers actual 
fraud on the part of directors and officers, (2) directors’ and officers’ (n&o) 
liability insurance policies, which cover negligence or insider abuse that is 
not criminal in nature; (3) directors’ and officers’ personal assets, 
(4) attorney malpractice suits; (5) appraisers’ malpractice suits; and 
(6) accountants’ malpractice suits. 

Objectives, Scope, 
and Methodolo& 

For this review we had five objectives: 

9 Determine the frequency of various insider activities at selected failed and 
open banks and the potential impact of insider activities on the safety and 
soundness of bank operations. 

l Evaluate the effectiveness of the federal financial institutions’ regulators 
to identify and supervise insider activities at banks. 

4 Determine the underlying causes of insider problems-specifica, 
whether there is an association between insider problems and broader 
managerial or operational problems in failed and open banks, 

l Determine the overall extent of loans to insiders at failed and open banks. 

%&et pools are mortgages, commercial loans, real estate loans, or other loans managed as a group. 

% October 1993, DOL was reorganized and renamed the Division of Depositor and Asset Services. 
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l Compare state banking laws and regulations with federal Regulation 0 and 
analyze state examination policies and procedures governing insider 
activities. 

Our first objective was to determine the frequency of various insider 
activities at selected failed and open banks and the potential 
impact of insider activities on the safety and soundness of bank 
operations. 

To address this objective, we evaluated insider activities and other 
problems at both failed and open banks. En chapters 2 and 3 we present 
the results of our review of these activities. A discussion of the general 
methodologies we used for the work in both of these chapters follows, and 
more specific information on our methodologies is presented in appendix 
I. 

Our Evaluation of Failed 
Banks 

To evaluate failed banks, we reviewed information on 286 bankq2” these 
are all the banks that failed in calendar years 1990 and 1991 for which DOL 
had done an investigation. Our objectives were to (I) determine the 
frequency with which insider problems contributed to the failure of the 
banks and (2) determine the extent to which the banks’ primary regulators 
had identified and acted upon the same problems when the banks were 
open. Figure 1.1 explains our approach to examining the failed banks in 
our review. 

26FDIc’s DOL had a total of 297 cases opened in 1990 and 1991. Two of these were not banks but rather 
were residual asset pools from failed banks that were sold. Three of the cases were bridge banks that 
had been created at the time of the failure of the Bank of New England Corporation. The original three 
Bank of New England Corporation bank failures are included in the cases we reviewed. However, to 
avoid double counting, we did not include the bridge banks. Normally, DOL conducts one investigation 
for each bank faihtre. However, the group of nine NBC bank failures in Texas were represented by 
three investigations and therefore were treated as three bank failures for purposes of our analysis. 
Taking into account these a&stments, we reviewed a total of 266 cases of bank failures. 
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Figure 1.1: Flowchart of Failed Bank Methodology 
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\ 
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insider problems 
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I 
For each of the 286 banks, we reviewed DCIL investigator files and bank- 
and FDIC-generated financial information. To clarify and confirm the 
information, when necessary, we interviewed the investigators in charge 
of the failed banks. 

We collected the information on a two-part form, or data collection 
insbmment (DCI), we designed and pretested. To address the requesters’ 
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question about the frequency of insider activities, we completed part I of 
the DCI for the 286 failed banks. Part I focused on the reasons for a bank’s 
failure. These reasons include an assessment by the investigator as to 
whether insider problems played a role in the bank’s failure; the types and 
nature of the insider problems identified by the investigator; and the 
extent to which recoveries from directors, officers, and others are likely. 
We then completed part II only for those cases where investigators 
identified insider problems as being a factor in the failure of the bank. Of 
the 286 cases, 175 (61 percent) required the completion of part II.27 Part II 
focused on the federal and state supervisory examinations and related 
enforcement actions that were taken when the bank was open and the 
financial information developed by the FDIC investigator from bank 
records. Of the 286 failed banks, 74 (26 percent) met 1 or both of 2 
conditions. The first condition was whether the investigator in his/her own 
words concluded that insider fraud, abuse, and/or loan losses to insiders 
were major factors in the bank’s failure. The second (when the major 
factors contributing to failure were not specifically listed) was whether the 
investigator identified losses from insiders amounting to at least 
2.5 percent of assets. za If the banks met one or both conditions, we 
considered them to be banks where insider problems were a major factor 
in the banks’ failure. 

We collected specific information on the types of insider activities 
identified by the investigator and the other management and economic 
problems that led to the banks’ failwes.2g We also collected the same 
information from the examination reports and accompanying workpapers 
of the 175 banks for the 3 years before the banks failed. In addition, we 
collected information on enforcement actions taken through June 1993 by 
bank regulators while the banks were open and after they failed. 

“7Because of the large amount of documentation and tiles required to complete part II, we limited our 
review to only those cases in which the investigator had indicated the presence of insider abuse, 
insider fraud, or loan losses to insiders. Therefore, part II was completed at the 14 DOL consolidated 
field offices around the country. 

28we used this number as a conservative measure. Before the passage of the Financial Institutions 
Reform, Recovery, and Enforcement Act of 1989 (FIRREA) (Pub. L. 101-73, Aug. 9, I989), capital 
standards were set at a minimum of 6 percent of assets. Therefore, loan losses to insiders totaling 
2.5 percent of assets would approach half of the bank’s capital. This is probably a conservative 
estimate, since many of these troubled banks had less than the minimum capital. FDIC DOL officials 
agreed that the 2.5 percent measure represented a significant amount of losses to insiders. 

291n addition to wanting to capture all the reasons a bank may have failed, we focused on these 
problems in addition to the specific problems of insider fraud, insider abuse, loan losses to insiders, 
and Regulation 0 violations, because field testing of our DC1 indicated they were important. 
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Our Evaluation of Open 
Banks 

We also reviewed a judgmentally selected sample of 13 open banks. (See 
app. I for a discussion of our criteria for sample selection.) Our objectives 
were to determine whether the same types of insider and management 
problems we found in the failed banks were also present in open banks. 

For each bank, we prepared a case study based on our review of the 
federal regulators’ examinations. For each case study, we collected 
information on insider activities as defined by Regulation 0, affiliate 
transactions, and the efforts of each bank’s management and board to 
operate and manage the bank with due care. We collected this information 
from the most recent examination and all the examinations completed in 
the 5 years before the most recent one. 

Our second objective was to evaluate the effectiveness of the 
regulators to identify and supervise insider activities at banks. To 
address this objective, we analyzed the results of our data collection 
efforts at failed and open banks. We compared the numbers and types of 
insider problems identified by investigators after the banks failed with the 
same information identified by examiners when the banks were open. We 
also analyzed the enforcement actions taken by regulators to get, banks’ 
boards and management to correct examiner-identified problems. The 
results of our analysis for this objective are presented in chapters 2 and 5. 

Our third objective was to determine the underlying causes of insider 
problems and, specifically, whether there was an association 
between insider problems and broader managerial or operational 
problems in failed and open banks. During our work on the 286 failed 
banks, we initially concentrated on insider violations, insider fraud, insider 
abuse, and loan losses to insiders to identify why the banks failed. 
However, our initial testing of our DC1 led us to believe that these 
problems, particularly when they continued without correction, indicated 
broader problems of poor bank management and poor oversight of bank 
management by the board of directors. Consequently, we expanded the 
scope of our DCI, as we discussed earlier, to collect more details on these 
management and board problems. To assess the underlying causes of 
insider problems, we used odds and odds ratios. Odds indicate the 
tendency for an outcome to occur, and odds ratios show how much that 
tendency is affected by different factors. The results of our analysis for 
this objective are presented in chapter 3. 

Also, to gain further perspective on insider problems and why they occur, 
we conducted interviews and focus groups with bank directors. The 
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interviews and focus groups are discussed in chapter 6. Our 
methodologies for these interviews and focus groups are discussed in 
detail in appendix I. We also collected some additional information on 
training that is available for bank directors. Our approach to collecting this 
information is also presented in appendix I. 

Our fourth objective was to determine the overall extent of 
extensions of credit to insiders at failed and open banks. To address 
this objective, we compared data that we collected on insider loans in the 
failed banks with data on FDIC'S LAMIS database. By doing this comparison, 
we expected to be able to estimate the amount of loans to insiders. 
Specifically, we expected to estimate the amounts of loan losses (as 
indicated by “charge-offs” on the LAMIS database) due to insiders. Because 
of the difficulties we encountered in using LAMIS, we were unable to 
estimate the overall amount of loans to insiders and losses for all failed 
banks. As an alternative, we then attempted to estimate insider lending at 
10 judgmentally selected failed banks. We discuss the results of our 
analysis for this objective in chapter 4 and appendix IV. 

For open banks we relied on quarterly bank call report data Additional 
information on our approach is presented in appendix 1. 

Our final objective was to compare state banking laws and 
regulations with federal Regulation 0 and analyze state 
examination policies and procedures governing insider 
transactions. To address this objective, we surveyed 54 state and 
territorial banking agencies to determine whether their laws and 
regulations were more stringent than federal laws and regulations. We 
then visited 10 state agencies to obtain more in-depth information on their 
state bank examination procedures, processes, and oversight mechanisms 
for insider activities. We also conducted in-depth telephone interviews 
with officials in three additional states. In total, we obtained in-depth 
information from 13 state banking agencies. The results of our analysis for 
this objective are discussed in appendix V, and specific methodologies we 
used are discussed in appendix I. 

We did our work for all the objectives at the headquarters and field offices 
of occ and FDIC; at the Federal Reserve Board in Washington, DC.; and the 
Federal Reserve banks in New York, Philadelphia, and San Francisco; and 
at the state banking agencies listed in appendix I from January 1992 
through June 1993, in accordance with generally accepted government 
auditing standards. We requested comments on a draft of this report from 
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occ, FDIC, and the Federal Reserve. Their written comments along with our 
evaluation are summarized at the end of chapters 5 and 6 and are 
presented in appendixes VII, VIII, and IX. 
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Insider Problems Frequently Contributed to 
Bank Failures and Were Also Evident in 
Open Banks 

As we discussed earlier, in our analysis of the 286 banks that failed in 1990 
and 1991, we found that insider problems-specifically insider fraud, 
insider abuse, and loan losses to insiders--were contributing factors in 
175, or 61 percent, of the bank failures. In addition, we found 74 of these 
banks had insider problems so severe that they were the major or one of a 
few major causes of failure. For the 17’5 banks, federal examiners cited a 
total of 561 insider violations. Many of these violations were repeated in 
more than one bank examination. Federal and state regulators also took 
235 separate enforcement actions. Even though insider violations were 
cited and enforcement actions were taken, the banks failed. 

In our review of federal examination workpapers and reports of 13 
relatively healthy open banks, we found that federal examiners did not 
identify any instances of insider fraud, insider abuse, or loan losses to 
insiders. However, federal examiners cited several insider violations that 
were in most cases quite similar to the insider violations cited in the failed 
banks. Some of these insider violations were also repeated in more than 
one bank examination, In addition, enforcement actions similar to those 
taken in the failed banks were taken by federal examiners in these banks. 

286 Banks Failed in 
Calendar Years 1990 
md 1991 

As we indicated in chapter 1, when a bank fails, FDIC'S DOL conducts an 
investigation, generally within 90 days of the date of failure, to complete a 
PCR, which provides specific information on the causes of the bank’s 
failure. We reviewed the PCRS for all 286 banks that failed in 1990 and 1991 
to determine the reasons for the failures of the banks. 

Table 2.1 provides the reasons cited by FDIC investigators as contributing 
to the failure of the banks. The table shows the most common types of 
problems were a passive and/or negligent board, loan losses due to lax 
lending, poor and/or negligent management, and failure to respond to 
regulatory criticism. 

In most cases FDIC investigators cited several reasons for a bank’s failure. 
For example, while an economic downturn was cited in over 44 percent of 
the total bank failures, we found it was seldom cited alone; instead, it was 
cited in conjunction with other management and insider problems. 
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Table 2.1: Most Common Reasons 
Cited by FDLC Investigatotb for the 266 
Bank Failures in 1990-l 991 

Reasons for bank failures 

Percentage of 
Number of total bank 

banks cited 
1 

failures I 
Passive and/or nealiuent board 258 90% 

Loan losses due to lax lending practices 236 

Poor and/or negligent management 230 

Failure to respond to regulatory criticisms 170 

Economic downturn 127 

Inadequate credit administration 125 
Insider abuse 117 

a3 1 
a0 ( 

5g i 
44 i 
44 t 
41 

Insider fraud 104 36 
Lack of or inadequate lending policies a9 31 
Loan losses to insiders ai 28 
Excessive growth a0 28 
Dominant board member(s) 75 26 t 
Ooeratina losses 70 25 
High risk exposure 65 23 
Dominant executive 63 22 

Lack of or inadequate systems to ensure 
compliance with laws/regulations 

Lack of expertise (officer) 
55 19 

55 19 
Lack of expertise (board) 44 15 
Ineffective loan workout 
Excessive dividends 

Note: Investigators frequently cited several reasons for each failure. 

34 12 

33 12 1 

Source: FDIC PCR data. 

Figure 2.1 illustrates the location of the 286 banks that failed in 1990 and 
1991. Although Texas had by far the most failures, the map reflects the Y 

1 
increasing number of failures in the Northeast in the 1990s. 
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gure 2.1: Number of Failed Banks by State for 199@1991 
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Source: FIX PCR data. 

General The majority of the failed banks were small banks with assets of less than 

Characteristics of the 
$100 million. The median asset size was $33 million. Table 2.2 shows the 
general characteristics of all 286 failed banks, the 1’75 banks with insider 

286 Failed Banks problems, and the 74 banks with major insider problems. 
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Table 2.2: Characteristics of the 286 Banks That Failed 
Characteristics 

Percentage of Assets Banks with 
Banks with criminal 

Small Large Range of Median noDLO Estimated 
Banks banks banks Median size 

referrals of ] 
size Total we insurance loss to BIF insiders / I 

All failed $3MM to 1 

76% 24% $33MM $146 $786 15 years 30% $9.98 49% : 
With insider $4MM to I 
problems 79% 21% $33MM $145 $34B 11 years 26% $5.48 70% 
With major 
insider $4MM to 
problems 80% 20% $30MM $lB $78 10 years 23% $1.8B 74% 

Note: The median age represents 256 banks; we could not determine the charter dates from the 1 

PCRs for 30 of the failed banks. 

Source: GAO analysis of FOIC data and PCRs. 

Of the 175 banks with insider problems and the 74 banks with major 
insider problems, the majority were small banks with a median age 
between 10 and 11 years. In addition, these banks had a high percentage of 
criminal referrals involving the directors and officers, Overall, the assets of 
the 175 banks with evidence of insider problems totaled $33.7 billion, or 
about 43 percent of the total assets of ail of the 286 banks that failed in 
1990 and 1991. 

FDIC Investigators 
Found Evidence of 
Insider Problems in 
175 of the 1990 to 

From our review of the PCES completed for the 286 banks that failed in 

1991 Bank Failures 

1990 and 1991, we determined that FDIC investigators found evidence of 
insider problems--specifically, insider fraud, insider abuse, or loan losses 
to insiders-in 61 percent, or 175, of the bank failures Of these 175 banks, 
FDIC investigators found 74 banks with insider problems so severe that 
they were the major or one of a few major causes of failure. These 74 
banks represent 26 percent of the 286 banks that failed in 1990 and 1991. 
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Figure 2.2: Frequency of Insider Fraud, I 
Insider Abuse, and Loan Losses to 
Insiders 

Note: Each bank could have had more than one insider problem; therefore, numbers do not total 
175. 

Source: FDIC PCR data. 

Insider Problems Comprise 
Insider Fraud, Insider 
Abuse, and Loan Losses to 
Insiders 

Insider Fraud Fraud, a criminal act, can generally be defined as intentional actions, 
omissions, or concealments meant to deceive and get advantage over 
another. This includes such acts as embezzling, falsifying documents, and 
check kiting. Insider fraud was identified by FLNC investigators in 
36 percent of the 286 bank failures. In the cases we reviewed, we found a 
variety of insider fraud. In one case, the chairman of the board and the 
president of a bank were suspected of granting loans to an international 
fugitive with strong ties to an organized crime syndicate. This individual 
would influence public officials to invest in real estate, have the real estate 
rezoned, allow the taxpayers to pay for upgrading the streets and the 
water and sewer systems, then sell the upgraded real estate at a profit. 
Most of the board of directors were county commissioners. The chairman 
of the board was the mayor and was suspected of receiving payoffs from 
the real estate deals. The chairman later committed suicide. All of the 
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Insider Abuse 

board members and several bank officers are currently under FBI 
investigation for their roles in the allegedly fraudulent activities. 

In another case, a fraudulent scheme involving several bank employees, 
1 

including the vice-chairman, the chief executive officer, the senior 
vice-president, the controller, and the cashier, was discovered. These 
employees opened a checking account in the name of a corporation. 3 

1 
During the first month of activity, this account was overdrawn on eight 
different occasions with the largest overdraft exceeding $71,000. From ’ 
that point to the discovery of the scheme almost a year later, the number 
of monthly overdrafts in the account never fell below 15. The largest 
overdraft amount was $312,000. The overdrafts were approved by all of the i 
employees involved in the scheme. These employees concealed the 
overdrawn status of this account by giving written instructions to the I 
bookkeeper to place the account on “close to posting” status. The 
significance of this action was that such status meant that subsequent 
transactions to the account had to be manually posted. As a result, these 
transactions did not appear on the routine computer-generated reports 
reviewed by management on the overdrawn status of accounts. 

Insider abuse is abuse that falls short of being a criminal act. It occurs 1 
when an insider receives personal benefit from some abusive action 1 
he/she takes as part of his/her position at the bank. FIX investigators 
identified insider abuse in 41 percent of the 286 bank failures. We found a 

p 
I 

variety of insider abuses in the cases we reviewed. ln one case, the 
chairman of a bank and the bank’s holding company used the bank for his 
own benefit. He introduced borrowers to the bank and then used his 
position with these borrowers to help develop personal relationships and 
referrals to his other business ventures. The bank experienced heavy loan 
losses as a result of lending to these borrowers. Although the chairman did 
not draw a salary from the bank, he did receive director fees. He also 
benefited by charging the bank legal fees, consulting fees, capital raising 
commissions, finders fees, expense allotments, auto allowances, and travel 
expenses. His spouse also drew legal fees from the bank. They drew a total 
of $400,000 annually from the bank for these fees. In another case, the 
executive officers of a bank used the nonexecutive officers to enhance 
their personal investments in two interrelated activities. Once a week the 
nonexecutive bank officers would perform various services at a property 
owned by the chairman of the board, the president, and other executive 
officers of the bank. These duties included mending fences, clearing fields, 
picking up rocks, and tending cattle. All of these services were performed 
with no financial remuneration to either the nonexecutive officers or the 
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bank, even though these duties were performed by bank employees during 
normal business hours. During these work details, the most unpleasant 
tasks were assigned to the newest employee, much like a fraternity hazing. 
These services were all part of the chairman of the board’s management 
theory, which was that if he could successfully order an individual to do 
menial tasks, this person would be an obedient employee. The second 
activity involved additional harassment by the chairman of the board. In 
this activity, the chairman forced the nonexecutive officers to become 
owners in an entity that was previously owned by several of the executive 
officers. The investments appear to have consisted of interest in rental 
properties, apartments, and houses in need of repair. The nonexecutive 
officers understood clearly that a decision to participate in these 
investments would be advantageous to their careers at the bank and a 
refusal could prove detrimental. The nonexecutive officers were required 
to make contributions of $40 to $80 per month to an entity that as far as 
they were concerned was nothing more than a mere shell. In addition, 
because of the poor condition of the properties, the nonexecutive officers 
were required to leave the bank at noon 1 day a week for 3 months to 
perform repair work on the subject properties. The bank was never 
reimbursed for the loss of these employees’ services; the officers never 
asked the board for permission to perform these tasks, nor was the board 
ever informed such activities were taking place. 

Loan losses to insiders refers to loan losses to individuals defined as 
insiders by Regulation 0, FDIC investigators identified loan losses to 
insiders in 28 percent of the 286 bank failures. In our review we found a 
variety of cases involving loan losses to insiders. In one of the cases we 
reviewed, federal regulators cited a bank for several Regulation 0 
violations involving the legal lending limit to insiders in 1985. At that time, 
loans to directors, officers, and their related interests were excessive at 
$1.6 million, or 104 percent of the banks’s capital and reserves. In 1986, the 
cochairman resigned from the board because of classified loans (i.e, that 
were at risk) at the bank, including a foreclosure on a deed of trust to him 
for $750,000. In 1987, the bank was again cited for violations of the legal 
lending limit because it extended a credit line to a related interest of a 
member of the board of directors. In 1988, adversely classified assets 
represented 250 percent of total capital and reserves; $1.3 million, or 
79 percent, was attributed to directors and officers. In another case at a 
1985 board meeting, a bank adopted the policy of authorizing its directors 
to borrow up to 10 percent of their unsecured net worth. The bank was 
first examined by federal regulators later in 1985 and was cited for several 
Regulation 0 violations. In an explanation of the numerous Regulation 0 
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violations cited, one of the bank’s directors said that because of low loan 
demand, some directors received loans to create needed income for the 

j 
j 

bank. The bank was examined again in 1986, and examiners cited the bank ! 
for lack of corrective action on weaknesses disclosed at the previous : 
examination. Regulators again examined the bank in 1987, At that time, 
the examiner noted that three directors’ lines of credit were classified,’ I 
and that lending 10 percent of a director’s unsecured net worth was “not 
considered a prudent practice.” In the next two examinations, the bank 
still had not corrected the Regulation 0 violations cited in previous 
examinations. In 1990, another examination was completed, and 
Regulation 0 violations were still not corrected. In addition, at that time I 

1 
examiners asked bank management to submit a reimbursement plan for 
losses sustained on one director’s line of credit, as it had exceeded the 
legal lending limit. The bank closed in 1991 with loan losses to insiders 
totaling $299,000. 

Criminal Referrals 
Involving Insiders Were 
Made in 70 Percent of the 
175 Banks With Insider 
Problems 

FDIC investigators identified criminal referrals made by bank employees or 3 
examiners or recommended criminal referrals themselves related to 
insider activities in 49 percent of all 286 failed banks. Of the 175 banks 
with evidence of insider problems, 70 percent had criminal referrals 
involving insiders. Of the 74 banks with major insider problems, 74 percent 
had criminal referrals involving insiders. Those criminal referrals included 
referrals made throughout the history of the banks and therefore may have 
included referrals made several years before the banks’ failures. We did 
not contact the Department of Justice to request information about the L 
results of any investigations initiated based on these referrals. We did not i 
do so because some of our other studies of such investigations suggest 

i 

that they take years before results are finalized. 

An Estimated $5 Billion in FDIC estimates its corporate insurance obligation, or its initial insurance 
Losses to the BIF for outlay, will be about $59.4 billion for all of the 286 failed banks. An 
Those Banks With Insider estimated $25.2 billion will be obligated for the 175 banks with insider 

Problems problems, and $6.6 billion wiIl be obligated for the 74 banks with major I 
insider problems. In resolving the 1990 and 1991 bank failures, FDIC will 
recover money from the sales of bank assets and as a result, the ultimate 
losses generally will be less than the corporate insurance obligation. The 
final losses are estimated to be about $9.9 billion for all of the failed banks, ’ 
$5.4 billion for the 175 banks with insider problems, and $1.8 billion for the 

Wlassified loans are loans that are at risk to some degree. Such loans fail to meet acceptable credit 
standards. 
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74 banks with major insider problems2 The $5.4 bilI.ion for the 175 banks 
with evidence of insider problems is about 55 percent of total estimated 
losses for the 286 banks during the 1990 to 199 1 period. FDIC’S estimates, 
however, are not broken down by bank activities, so we could not 
determine the amount related to insider activities. These loss estimates are 
subject to change as additional assets are sold. 

Small Banks Had a Higher 
Incidence of Loan Losses 
to Insiders 

We found no significant differences between small and large banks where 
FDIC investigators identified insider abuse or insider fraud. However, 
investigators found loan losses to insiders at a much higher rate in small 
banks than in large banks. In the small banks, loan losses to insiders were 
identified in 32 percent of the banks, while in the large banks they were 
identified in only 16 percent of the banks. 

Federal Examiners 
Cited Insider 
Violations and Took 
Enforcement Actions 
When the 175 Banks 
Were Open 

Examination Histories of 
the 175 Failed Banks 

To further our analysis of activities at the I75 banks, we collected 
additional information from federal and state examinations that were 
completed the 3 years before the banks failed.3 In general, we collected 
information on the type of examination, the composite CAMEL rating, the 
date of the examination report, and the types of management and insider 
problems identified, insider violations cited, and enforcement actions 
taken. 

%  our report, Bank and Thrift Criminal Fraud: The Federal Commitment Could Be Broadened 
(GAO/GGD-9348, Jan. 8,1993), we found that in major financial institution fraud cases between 
October 1988 and June 1992, losses to the federal government were estimated to be more than 
$11.5 billion. See the report for additional information on criminal referrals and fraud in financial 
institutions. 

30f the I75 banks, OCC supervised 82 banks, F’DIC supervised 81, and the Federal Reserve supervised 
12. 
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We reviewed a total of 656 examinations that were completed for all 175 
banks, with an average of 4 examinations completed for each bank. Table 
2.3 shows the type and number of examinations completed by regulator. 

Table 2.3: Type and Number of Examinations by Federaf and State Regulators in the 175 Banks With Insider Problems I 

Number of examinations by type / 
Average 

number of safety and 1 
Number of soundness I 

banks Safety and exams per Consumer Federal/state 1 
Federal regulator supervised soundness bank compliance State concurrent Off-site Total 

occ 82 236 2.9 20 la 0 21 278 I 

FOIC 81 146 1.8 18 114 36 1 315 3 

FRS 12 30 2.5 2 27 4 0 63 E 

Total 175 412 40 142 40 22 656 

Note: The data in this table include those from all examinations completed in the 3 years before 
the banks failed. 

OX-supervised banks are nationally chartered. Therefore, they are normally not also 
supervised by state banking agencies. In this one case, a nationally chartered bank was planning 1 

to convert to a state charter. In preparation for this conversion, the state banking agency 
conducted an examination of the bank. After the examination, the state charter wae disapproved. 

Source: Federd bank regulator examination report data. 

Most of the examinations that regulators completed were federal safety 
and soundness examin ations, of which we reviewed a total of 412. Other 1 
examinations we reviewed included state examinations, concurrent 
federal and state examinations (where both the state and federal 
regulators are conducting examinations simultaneously), and i r 
examinations not completed at the bank location (referred to as off-site i 
examinations). We also reviewed 40 consumer compliance examinations.4 

Distribution of Composite Figure 2.3 shows how the CAMEL ratings were distributed among the 175 
CAMEL Ratings Among the banks with insider problems in the 3 years before the banks failed. 

) 

175 Banks With Insider Seventy-four percent of the banks had a composite CAMEL rating of 5 

Problems from the examination preceding the failures. 

% we noted in chapter 1, in some instances reviews of a bank’s insider activities may have been done 
as part of a consumer compliance examination ! 
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Figure 2.3: Distribution of CAMEL 
Ratings 3 Years Before the Banks 100 Percentage of banks having each CAMEL rating 
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Note 1: Percentages do not total to 100 for each examination because several examinations were 
in process at the time of failure and some CAMEL ratings for prior examinations were not 
available. 

Note 2: Because there were so few banks with more than five examinations completed in the 3 
years before they failed, we included for each bank only the five examinations preceding failure. 
Some banks had less than five examinations. 

Note 3: The examination numbers refer to the chronological placement of the examinations. For 
example, examination 1 refers to the last examination completed before the bank’s failure, 
examination 2 refers to the second to last examination completed before the banks failure. 

Overall, most of the banks followed a predictable pattern of steadily 
worsening CAMEL ratings. Most of the banks received a raking of 5 in the 
examination preceding their failure, 6 percent never received a composite 
CAMEL rating better than 5, and 30 percent never received a composite 
CAMEL rating better than 4. 
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We found a few anomalies, For example, two banks received a composite 
CAMEL rating of 3 without any intervening examinations before they 
failed, and two additional banks went from a rating of 2 to failure. For 
example, although examiners cited many problems in one bank’s loan 
portfolio 2 years before the bank failed, they apparently had not realized 
the severity of the conditions at the bank- When they returned 2 years 
later, the bank was insolvent. 

Federal Regulators Cited 
56 1 Insider Violations in 
the 175 Banks With Insider 
Problems 

We focused our review of insider violations on the following six major 
provisions: 

loans to insiders exceeding loan limits,5 
loans to insiders with preferential terms, 
failure to maintain required records, 
failure to obtain required prior board approval for loans, 
overdraft payments exceeding limits, and 
exceeding restrictions on transactions to affiliates6 

Table 2.4 shows the number and type of insider violations cited by the 
federal regulators in the 175 banks with insider problems. 

‘Before FDICIA, which was passed in 1991, there was no aggregate lending limit for insiders. Thus, 
these violations, which were pre-FDICIA, were violations of the individual lending limits for any one 
insider as we described in chapter 1. 

“As we explained in chapter 1, restrictions on transactions with affiliates are not a part of the Federal 
Reserve’s Regulation 0 but are Iocated in sections 23A and 23B of F’RA. The five other provisions we 
focused on are part of Regulation 0. 
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Table 2.4: Type and Number of 
Regulation 0 Violations Cited by 
Federal Regulators in the 175 Banks 
With Insider Problems Regulation 0 violations 

Loans to insiders exceeding loan limits 

Loans to insiders with preferential terms 
Failure to maintain required records 

Failure to obtain prior board approval for loans 
Overdraft payments exceeding limits 

Exceeding restrictions on 
transactions to 
affiliate9 

Total 

Number of 
Number of Regulation 0 

banks violations 
82 148 

70 103 

61 81 

52 83 
52 68 

49 78 

561 
Note 1: The number of banks does not total 175 because 1 bank could have more than 1 type of 
Regulation 0 violation. 

Note 2: The data included in this table include those from all examinations completed in the 3 
years before the bank failed. 

aAs we explained in chapter 1, these rules are not a part of the Federal Reserve’s Regulation 0 
but are located in sections 23A and 23B of FRA. 

Source: Federal bank regulator examination report data. 

As table 2.4 shows, the most common insider violation cited by federal 
regulators was loans to insiders exceeding the loan limits. Examiners cited 
this violation 148 times in 82 of the 175 banks. In addition, this was the 
most repeated insider violation cited by examiners. The second most 
common insider violation cited was loans to insiders with preferential 
terms. This violation was cited 103 times in 70 of the 175 banks. 

Overall, of the 175 banks, federal regulators cited 141 banks, or 81 percent, 
for a total of 561 insider violations with an average of 4 violations per 
bank. One hundred twenty-six, or 72 percent, of the banks had insider 
violations that occurred in more than one examination. This high 
percentage of repeated insider violations may be attributable to bank 
management not having developed effective internal controls to prevent 
recurrent violations. 

x 

Insider Violations Were 
Cited More Frequently in 
Small Banks 

Our analysis showed that federal regulators more frequently cited small 
banks with assets of less than $100 million for insider violations than large 
banks with assets of $106 million or more. Federal regulators cited 464 
insider violations in the small banks, with an average of 3.36 violations per 
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bank. Regulators cited 97 insider violations in the large banks, with an 
average of 2.62 violations per bank. Table 2.5 shows the number of insider 
violations in small banks compared with those in large banks. 

Table 2.5: fnsider Violations by Small and Large Banks for the 175 Banks With fnsider Problems 
Small banks Large banks 

Percentage of Total number of Percentage of Totaf numbsr of 
Insider violations all small banks violations all large banks violations 
Loans to insiders 

exceeding loan limits 49% 125 37% 23 

Loans to insiders with 
preferential terms 43 a9 30 14 

Failure to maintain 
required records 

Failure to obtain prior board 
approval for loans 

Overdraft payments 
exceeding limits 

Exceeding restrictions on 
transactions to 
aff ihate 

Total (561) 

36 65 30 16 

29 60 32 23 

31 55 24 13 

32 70 14 a 
464 97 

Note 1: Small banks are those banks with assets less than $100 milfion. Large banks are those 
banks with assets greater than $100 million. Of the 175 banks with insider problems, 138 were 
small banks and 37 were large banks. 

Note 2: The percentages do not add up to 100 percent because one bank could have more than 
one type of insider violation. 

Note 3: This table includes those data from all examinations completed the 3 years before a bank 
failed. 

BAs we explained in chapter 1, these provisions are not a part of the Federal Reserve’s Regulation 
0 but are located in sections 23A and 238 of FRA. 

Source: Federal bank regulator examination report data. 

Federal regulators may be citing insider violations more frequently in 
smaller banks for a number of reasons. First, because of the lower 
absolute dollar amount of their capital, small banks may be more 
susceptible to exceeding the limitations set for insider loans. Second, 
because there are fewer loans to review in small banks they may be 
subject to a higher level of scrutiny by the federal regulators and, 
therefore, more vulnerable to criticism. 
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Our Regulation 0 Findings 
Support Continued Strong 
Regulatory Mechanisms 
for Oversight of Insider 
Activities 

One of the purposes of sections 22(g) and 22(h) of F’RA and the 
implementation of Regulation 0 was to give a higher degree of regulatory 
scrutiny to insider activities because such activities have a greater chance 
of affecting the safety and soundness of the bank compared with other 
bank activities. As we discussed in chapter 1, Congress has at various 
times strengthened laws and regulations on insider activities. For example, 
in FDICIA, enacted in 1991, Congress provided for an aggregate lending limit 
for loans to insiders of 100 percent of capital for well-capitalized banks 
and authorized the Federal Reserve to make regulatory exceptions to this 
aggregate lending limit, up to a ma.ximum of 200 percent of capital for 
qualifying smaller banks. 

Our work indicates that several key provisions of Regulation 0 are crucial 
for maintaining strong oversight of insider activities. First, we found that 
the most commonly violated provision of Regulation 0 was the violation of 
lending limits. Second, we found that the second most violated provision 
was preferential terms on loans to insiders. Finally, because so much of 
the oversight of insider activities depends on accurate recordkeeping and 
reporting by banks, the recordkeeping requirements of Regulation 0 are 
critical for the enforcement of other Regulation 0 provisions. 

Federal Regulators Took 
187 Federal Enforcement 
Actions for the I75 Banks 
With Insider Problems 

We reviewed the enforcement actions taken by federal regulators when 
the banks were open. For the 175 banks with insider problems, federal 
regulators took a total of 187 federal formal and informal enforcement 
actions.’ We show the types and number of actions in table 2.6. 

‘Overall, federal and state regulators took ‘235 enforcement actions; 187 actions were federal 
enforcement actions, and 48 were state enforcement actions. We focused on the 187 federal 
enforcement actions because we did not have access to complete information on state enforcement 
actions. 
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Table 2.6: Type and Number of 
Enforcement Actions Taken by Federal 
Regulators in the 175 Banks With 
Insider Problems 

Type of action 
Formal actions 

Number of 
actions 

taken by 
federal 

regulators 

Cease and desist orders 74 

Written agreement 

Temporary cease and desist orders 

30 
9 

Civil money Denalties 8 

Removal/prohibition 

Subtotal 
Informal actions 

7 
128 

MOU 33 

Board resolution 13 

Commitment letter 13 
Subtotal 59 
Total 187 

Note: The data included in this table include those from all examinations completed in the 3 years 
before the bank failed. 

Source: Federal bank regulator examination report data. 

In table 2.7 we show the types and number of federal enforcement actions 
that were taken by each of the federal regulators. occ was more prone to 
initiate a formal enforcement action against bank management than were 
the other federal regulators. Of the enforcement actions taken by occ 
examiners, 76 percent were formal actions, 64 percent of FDIC’S 
enforcement actions were formal actions, and 57 percent of the Federal 
Reserve’s enforcement actions were formal actions. 
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Table 2.7: Types of Enforcement Actions Taken by Federal Regulators in the 175 Banks With Insider Problems 

Type of enforcement action 
Formal 

Informal 

Total 

Federal regulator 
FDIC Federal Reserve occ Combined 

Number Percent Number Percent Numbers Percent Number Percent 
of actions of actions of actions of actions of actions of actions of actions of actions 

62 64% a 57% 58 76% 128 68% 
35 36 6 43 18 24 59 32 
97 100 14 100 76 100 187 100 

Note: The data in this table include those from all examinations completed in the 3 years before 
the banks failed. 

Source: Federal bank regulator examination report data. 

In 79 percent of the banks where insider violations were discovered, the 
federal regulators took some type of enforcement action. We found only a 
few cases in which the enforcement actions specifically included 
provisions that related to insider activities. However, enforcement actions 
may contain general provisions requiring the bank to correct ail violations 
of law or regulations. Such provisions would include the correction of 
insider violations. 

e 

Regardless of the actions that were taken, regulators may have been able 
to take stronger enforcement actions, considering that 126, or 72 percent, / 
of the banks had repeated insider violations. For example, in a 1991 
report,’ we cited an example of a bank with repeated Regulation 0 
violations to ihustrate the impact insider violations could have on a bank’s 
financial condition. We also wanted to illustrate the importance of 
effective enforcement action to protect banks against such adverse 
impacts. We stated that “according to the regulator’s guidelines, civil 
money penalties would have been in order, particularly in light of the 
pattern of repeat violations.” 

For the 126 banks in our failed bank analysis that were cited for repeat 
insider violations, civil money penahies (CMP) by federal examiners were 
brought against officers or directors in only 6 of these banks. Overall, only 
8 CMPS were brought against individuals in ail 175 banks. 

*Bank Supervision: Prompt and Forceful Regulatory Actions Needed (GAO/GGD-9149, Apr. 1991). i 
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Federal Regulators 
A lso Took 

The three federal bank regulators can also take post-failure enforcement 
actions against former bank officers and directors of failed banks. FDIC:, as 
the federal bank insurer, has the authority to pursue post-failure 

Post-Failure enforcement actions against any of those officers and directors who are 

Enforcement Actions found to be negligent in discharging their fiduciary responsibility, 
regardless of the failed banks’ primary regulator. Some of these actions 
against the former officers and directors have involved the pursuit of 
financiaI recoveries. FDIC has pursued and ultimately received some 
financial recoveries in about 25 percent of the banks that failed. 

The post-failure enforcement actions available to primary federal bank 
regulators include supervisory letters, letters of reprimand,g CMPS, and 
removal and/or prohibition orders banning officers or directors from the 
banking industry. 

For the 286 banks that failed in 1990 and 1991, we found that primary 
federal regulators took 167 past-failure enforcement actions against 16’7 
officers and directors. The most common enforcement action taken was a j 
letter of reprimand. As shown in table 2.8, there were 68 letters of c 

reprimand, 42 CMPS, and 35 supervisory letters. 
4 

@Letters of reprimand and supervisory letters axe issued only by OCC. According to officials in 002’s 
Enforcement and Compliance Division, a letter of reprimand is a substitute for a CMP when it has 

t 

been determined that the CMP is not cost-effective to pursue. A supervisory letter is a less formal 
letter highlighting the need for corrective action. However, in the case of failed banks, a supervisory L 

letter informs former officers and dire&xx that cetin banking pmctices are considered unsafe and 
unsound and should not be continued at other iinancial institutions. The continuance of such practices 
can warrant formal enforcement actions, such as CMPs. 
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Table 2.8: Post-Failure Enforcement 
Actions Taken Against Individuals in 
the 286 Bank Failures in 1990-91 

Type of post-failure enforcement action 
Supervisory letter 

Letter of reprimand 

CMPs 
Removal and/or prohibition 

Regulator 
Federal 

FDIC OCC Reserve0 Total 
b 35 b 35 
b 68 b 68 

8 34 0 42 
8 3 0 11 

CMP and removal and/or prohibition 1 10 0 11 
Tntal 17 150 0 167 

Note 1: The Securities and Exchange Commission, although not a bank regulator, has initiated 
post-failure enforcement actions when it has been determined that bank insiders and other 
parties violated antifraud, reporting, internal accounting, and other provisions of federal securities 
laws. 

Note 2: As of March 31, 1993, federal regulators had proposed, but had not yet taken, an 
additional 26 enforcement actions. 

aThe Federal Reserve did not take any post-failure enforcement actions but had actions under 
consideration at the time of the bank failures. 

WCC is the only federal regulator that issues supervisory letters and letters of reprimand. 

Source: Federal bank regulator data. 

The number of post-failure enforcement actions that were taken varied by 
regulator. occ took 90 percent of the post-failure enforcement actions. occ 
also was more likely to issue several enforcement actions against 
individual former officers and directors. For example, on the basis of our 
analysis, we found that occ issued CMPS and removals and/or prohibitions 
simultaneously against 10 individuals. 

Similar Insider 
Violations and 

When we reviewed the case studies of 13 generally financially safe and 
sound open banks, we found that federal examiners identified insider 
violations and took enforcement actions that were similar to those 

Enforcement Actions identified in our analysis of the failed banks. Although these problems 

Were Identified by were not severe enough to have affected the banks’ financial health, such 
problem-if left uncorrected-could, in time, have major negative effects 

Federal Extiners in on the viability of these banks. 

Our Sample of Open 
BaXh 
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Review of Federal 
Examinations Found 
Insider Violations in 
Sampled Open Banks 

Although we did not tid that the examiners identified evidence of insider 
fraud, insider abuse, or loan losses to insiders in our review of open banks, ! 
we found 10 of the banks in our sample had insider violations. The most 
common insider violation cited was preferential terms on loans to insiders, 
which was reported in six of the open banks. For example, an examination 
report cited two insiders as being granted automobile loans at preferential 

] 
I 

interest rates of 9 percent and 10.5 percent when regular bank customers 1 
were charged 12 percent and 13.5 percent, respectively, for identical 
automobile loans. (See table 2.9.) 1 

Table 2.9: Insider Violations Found in the Open Banks as Identified by Bank Examiners 

Insider violations 
Loans to insiders with preferential terms 

Loans to insiders exceeding loan limits xx X 2 

Failure to obtain prior board approval for loans X xx x 3 

Failure to maintain reouired records X xx xx x A 

Bank case study Number 
of 

1 2 3 4 5 6 7 8 9 10 11 12 13 banks j 
xx X xx x xx X 6 

Overdraft payments exceeding limits 

Exceeding restrktjons on transactions to 
affiliate9 

X X X xx x x xx 7 

Legend: 

X = Violation 
XX = Repeated violations 

Note: Empty cells indicate that no violations were found. 

aAs we explained in chapter 1, the provisions that apply to these transactions are not a part of 
Regulation 0 but are located in Sections 23A and 238 of the Federal Reserve Act. 

Source: Federal bank regulator examination report data. 

Of the 13 open banks we reviewed, 4 had insider violations repeated in 
more than 1 bank examination. The most common repeated insider 
violation cited was again preferential terms on loans to insiders. 

Enforcement Actions in 
Open Banks We Reviewed 

In the 13 open banks we reviewed, regulators took 6 enforcement actions 
and recommended 4 others at 7 banks. Almost all of the enforcement 
actions taken or recommended were commitment letters or MOUS. The 
remaining six banks we reviewed had no enforcement actions for the 
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5-year period before and including the most recent examination for each 
bank. 

Conclusions 
I 

On the basis of our analysis of the 286 banks that failed in 1990 and 1991, 
we found that FDIC investigators frequently identified banks with insider 
problems, such as insider fraud, insider abuse, and loan losses to insiders. 
We also found that federal regulators cited many insider violations and 
took many enforcement actions before and after these banks failed. 
Federal regulators may have been able to act more forcefully or in a more 
timely manner to compel bank management to address safety and 
soundness problems. However, such actions may be effective only when 
bank management is both capable and willing to address those problems 
identified by regulators. In chapter 3, we discuss how insider problems can 
indicate broader managerial problems. 
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On the basis of our analysis of the 175 failed banks that had insider 
problems, we believe that the failure of the banks’ management and 
boards of directors to effectively address insider violations and other 
problems identified by examiners indicate a much larger problem. We 
believe the problem is poor administration by bank management and 
inadequate oversight by the boards of directors. Further analysis of the 
failed banks showed that a bank was more likely to be cited for a problem 
of poor management when it was also cited for an insider violation in the 
same examination. 

In our review of 13 open banks, we found that examiners frequently 
identified management problems in those banks that were also cited for 
insider violations. We found negligent management and poor bank 
oversight to be the most significant problems in our analysis of both failed 
and open banks. 

Banks Cited for Of the 175 failed banks that were cited by federal examiners for insider 

Insider Violations 
violations, banks cited for insider violations were aLso more likely to be 
identified by federal regulators for having various management problems. 

Were More Likely to To assess the underlying causes of insider problems, we used odds ratios. 

Be Cited for Problems Odds indicate the tendency for an outcome to occur, and odds ratios show 

Related to Poor 
Management 

how much that tendency is affected by different factors. If there is no 
difference in the odds across the factors that are compared, the odds ratio 
will equal 1.0. The extent to which odds ratios are greater or less than 1.0 
indicates how sizable the difference is across the factors that are 
compared. Table 3.1 shows the ratios of the likelihood that a management 
problem is cited given that an insider violation is also cited in the same 
examination. A ratio greater than 1 means that it is more likely that a 
particular management problem is cited when a particular insider violation 
is cited than when an insider violation is not cited. Some of the odds ratios 
are statistically significant. 

For example, in our analyses we looked at the odds of a bank being cited 
for a dominant board member and then calculated odds ratios to 
determine how much those odds differed for banks that were also cited 
for excessive insider loans. One of the more significant findings is that 
when examiners cited loans to insiders exceeding the loan limits, they 
were four times more likely to cite the management problems of a 
dominant board member than when they did not cite loans to insiders 
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exceeding loan limits.’ E’urther, when examiners cited a bank’s failure to 
maintain records, they were about 2.7 times more likely to cite it for poor 
and/or negligent management. They also were 2.6 times more likely to cite 
it for passive and/or negligent boards than when they did not cite the 
Regulation 0 violation of failure to maintain records. Finally, when 
examiners cited a failure to obtain prior board approval, they were about 
6.8 times more likely to cite a lack of board expertise than when they did 
not cite a failure to obtain prior board approval. 

Table 3.1: the Likelihood That a Management Problem Is Cited Given That an Insider Violation Is Also Cited 
Failure to 

Loans to Loans to Failure to obtain prior Exceeding 
insiders insiders with maintain approval for overdraft 

exceeding preferential required extension payment 
Insider violations loan limits terms records of credit limits 

Exceeding 
restrictions on 

transactions to 
affiliates 

Management problems 
Failure to respond to 

reaulatorv criticisms 

Poor and/or negligent 
management 

Passive and/or negligent 
board 

1.69 3.24a 1.15 3.3ia 2.66a 0.87 

2.50a 1.51 2.75a 2.58 2.58 0.76 

2.02 1.43 2.63a 2.47 1.98 1.21 
Lack of expertise (board) 2.75 1.91 0.87 6.a3a 1.14 0.93 
Lack of expertise (officer) 2.65” 2.40a 1.33 2.7Oa 1.51 0.81 
Dominant board member(s) 4.W 3.57a 0.39 1.91 1.23 1 .oo 
Loan losses due to lax 

lending practices 

Dominant executive 

Lack of or inadequate 
systems to ensure 
compliance with laws and 
regulations 

1.09 2.97 1.70 0.98 0.98 0.54 
0.75 1.07 1.31 2.18 0.87 0.39 

3.04a 2.24= 1.54 6.13a 1.61 1.24 
5ignificant at the 0.05 level. 

Although the federal examiners cited these banks for insider violations 
and associated management problems, the banks still failed. On the basis 
of our analysis, we believe the failure of bank management to correct 

‘The odds ratios are derived as follows. We calculated the odds of being cited for dominant board 
member given that loans to insiders exceeding loan limits was also cited (16/t?& = 0.24 odds). We then 
calculated the odds that dominant board member was cited when loans to insiders exceeding loan 
limits was not cited (ES58 = 0.06 odds). The final result is the ratio of the odds or 0.24Kl.06 = 4.00. The 
other odds ratios were calculat~I in a similar manner. 
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insider violations and problems with insiders indicate much broader 
problems related to management and inadequate board oversight. 

Negligent Management and Competent bank management is critical to the successful operation of a 
Inadequate Board bank and must be performed in a manner that will ensure the bank’s safety 
Oversight Were the Most and soundness. According to FDIC’S Manual of Examination Policies, the 

? 

primary responsibility of bank management is to implement in the bank’s 
1 
” Significant Management 

Deficiencies in the 1990 to day-to-day operations the policies and objectives established by the board 

1991 Bank Failures 
of directors. FINC defines the board of directors as the source of all 
authority and responsibility, including the formulation of sound policies 
and objectives of the bank, the effective supervision of its affairs, and the E 
promotion of its welfare. 

Additional responsibility has been placed on bank directors and officers 
i 

through the Financial Institutions Reform, Recovery and Enforcement Act 
of 1989 (FIRREA), which gave regulators additional authority to take 

/ 
8 

enforcement actions against individual bank officers and directors when 
the gross negligence of those officers and directors threatens the financial 
safety of the bank. Bank directors and officers can be held personally 
liable, in certain instances, for their performance. 

Our analysis of failed banks shows that both the FDIC investigators and the 
3 

federal e-&miners cited management and board deficiencies as the most 
significant factors in the failure of the banks. As shown in table 3.2, the 
most common management problems identified by both were a passive 
antior negligent board, loan losses due to lax lending practices, poor 
and/or negligent management. 

While it is apparent the examiners cited these management problems less 
frequently than the FDIC investigators, some of the discrepancy may be due 
to the differences in the timing and focus of their respective review 
processes. Investigators clearly are to pursue management problems for 
financial recoveries. However, bank examiners may be somewhat i 
reluctant to be critical of bank management and boards, particularly of I 
those managers and boards who assure examiners of their willingness and 
ability to cooperate in addressing bank safety and soundness problems. 
We discuss these issues further in chapter 5. 1 
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Table 3.2: Management and Insider Problems Cited by FDIC Investigators (Post-Failure) and by Examiners (When the 
Banks Were Open) 

Of those banks cited 
by investigators, 

Number of banks cited by number of banks 
investigators” cited by examinersb 

Percent of 175 Percent of 175 
Management problems Number banks Number banks 
Passive and/or nealiaent board 160 91% 129 74% 
Loan losses due to lax lending practices 152 87 137 78 
Poor and/or negligent management 138 79 112 64 
Insider abuse 117 67 65 37 

Failure to resoond to reaulatorv criticisms 105 60 84 48 
Insider fraud 104 59 28 16 
Loan losses to insiders 81 46 36 21 
Dominant board membertsl 56 32 11 6 
Dominant executive 
Lack of or inadequate systems to ensure 

compliance with laws and regulators 

43 25 8 5 

38 22 28 16 
Lack of exoertise (officer) 30 17 21 12 
Lack of exoertise fboardl 26 15 5 3 

Qata are only for the 175 banks that had evidence of insider problems. 

bThe examination data included in this table include data from examinations completed 3 years 
before the failure of the bank. 

Source: FDIC FCRs and federal bank regulator examination report data. 

Management 
Problems Identified 

From our review of the 13 open banks, we found that in about half of the 
banks, the federal regulators cited problems of poor and/or negligent 
management and passive and/or negligent boards of directors. 

by Federal Examiners 
in Open Banks Were 
Similar to Those 
Identified in Failed 
Banks 

e 
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Table 3.3: Insider Violations and Management Problems Found in the Open Banks as ldentifled by Bank Examiners 
Bank case study Number of 

Violatianslproblems 1 2 3 4 5 6 7 a 9 10 11 12 13 banks 
Insider violations 

Loans to insiders with preferential xx X xx x xx X 6 : 
terms 3 

loans to insiders exceeding loan limits xx x x 3 1 
Failure to obtain prior board approval X xx X 3 

for loans 

Failure to maintain required records X xx xx x 4 

Overdraft payments exceeding limits X X X xx x x xx 7 ” 

Exceeding restrictions on transactions 
): 

to affiliates” x 
Management problems 

Poor and/or negligent management X xx X xx x x X 7 ; 
Passive and/or negligent board X x x xx X X 

Failure to respond to regulatory x x 
6 i 

X 3 
criticisms 1 

Lack of board/management expertise x x X X 4 
Dominant board member/executive x x x X 4 

insider fraud, insider abuse, loan 
losses to insiders 

Excessive compensatb-t 
Excessive dividends 

Legend: 

X 1 
1 

X = Violation 
XX = Repeated violations 

*As we explain in chapter 1, the provisions that apply to these transactions are not a part of 
Regulation 0 but are located in sections 23A and 238 of FRA. 

Source: Federal bank regulator examination report data. 

For example, an examiner cited a bank for poor management because the 
bank’s management team did not provide the bank’s board of directors 
with the necessary management reports about bank opertions. Federal 
examiners also cited the bank’s board of directors for inadequate 
oversight because the board failed to request the same reports from the 
bank’s management. 
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In another example, the examiners stated in an examination report that 
the board of directors lacked an active involvement in the supervision of 
the bank. In this case, the federal examiner identified 17 areas where the 
board’s attention was needed to evaluate or incorporate existing 
committees or policies in its overall supervision of the bank. One of the 
areas needing the board’s attention was the development of and adherence 
to an insider compliance program. 

Problems of poor management and inadequate board oversight are not 
explicitly violations of banking laws and regulations; however, safety and 
soundness problems are and, therefore, federal examiners can take 
enforcement actions to compel bank management and directors to address 
potential safety and soundness problems. It is critical that a bank’s 
management and board of directors work together as a team to ensure the 
financial viability of the bank. 

Examiners Expressed 
Concern Regarding Poor 
Management-Related 
Practices in Open Banks 
With Insider Violations 

From our review of examination reports for the 13 open and relatively 
healthy banks, we found instances when examiners expressed concern 
that poor management practices could lead to certain insider problems 
and/or insider violations. We found two banks where the examiners 
expressed concern over the banks’ insufficient policies relating to loans to 
insiders and inadequate monitoring of insider activities. For example, in 
one of the banks, examiners found that the bank’s internal controls to 
ensure the accuracy of the Regulation 0 recordkeeping requirements for 
loans to insiders needed to be improved. On the basis of his review of the 
bank’s system, the examiner determined that the system did not account 
for insider loans from overdraft protection or installment loans. This bank 1 
had been previously cited for other Regulation 0 violations. I 

In another examination report, examiners expressed a concern over the 
interaction of a bank’s management with two other banks. The examiner 
cited these relationships as having the potential for Regulation 0 
violations and a possible conflict of interest involving a director and his 
business interests. However, no Regulation 0 violations were cited. In 
another example, an examiner found one bank with a tradition of lending 
money based on borrowers’ character. The examiner determined that 
insider abuse could easily occur at this bank because of such lax lending 
practices. In all of the examples we have discussed, the exitminers 
identified problems with management and board oversight and the 
potential for insider violations. 
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Conclusions 
/ 
* 

On the basis of our analysis of the 175 banks that failed in 1990 and 1991 in 
which insider problems were identified by FDIC investigators, we found 
poor bank management and inadequate board oversight were the 
predominant reasons for the failures. We also found that a pattern of 
repeated insider violations and noncompliance with enforcement actions : 
are clearly symptomatic of broader management and board failures. 

In 10 of the 13 relatively healthy banks we reviewed, examiners found 
insider violations, deficiencies in bank management and boards of 
directors, and failures of bank management and boards to respond to 
repeated regulatory criticisms. It is critical that violations and problems i 
are corrected before they jeopardize a bank’s financial viability. The i 
correction of these violations and problems is particularly critical because 
the same problems, although more severe, led to most of the 175 bank 1 
failures with insider problems in 1990 and 1991. 
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FDIC’s Professional 
Liability Section 
Generally Does Not 
Consider 
Insider-Specific Data 
Necessaxy in Pursuing 
a Successful Claim 

In pursuit of one of our objectives, we attempted to determine the overall 
extent of insider lending at failed and open banks. We initially attempted 
to do this for the 286 banks that failed in 1990 and 1991. We did so by 
obtaining information on the extent of insider lending from investigators’ 
PCRS and other materials (e.g., loan lists developed by examiners and the 
minutes from meetings of boards of directors). Because FDIC'S database of 
the assets of failed banks did not allow us to estimate the amount of 
insider lending at such banks, we attempted to identify manually insider 
lending at 10 judgmentally selected failed banks. We were able to estimate 
the amount of insider lending at 8 of these 10 banks. However, because of 
some uncertainties of the data we do not know if these estimates are valid. 

For open banks, we used bank call report data to estimate insider lending. 
These data became available in March 1993. The March data show the 
aggregate amount of insider lending at all open banks to be $24 billion. 

A primary function of FDIC investigators is to determine whether there are 
sufficient sources of recovery to warrant the pursuit of a claim against 
those responsible after a bank has failed. To fulfill this function, 
investigators do not necessarily have to develop or have a complete 
accounting of or comprehensive data on the extent of losses stemming 
from insider problems. In discussions with senior DOL and Professional 
Liability Section (PLS) officials, we were told that in most cases, 
investigators do not treat insider loans differently from loans to others, It 
is not necessary for investigators to tie losses sustained by the bank 
directly to insiders or their interests. Instead, investigators need only to 
establish that it was the management or oversight of the insiders that 
either led to or failed to avert the bank’s losses for PIS to establish grounds 
for a negligence claim. 

In pursuing potential claims, DOL works with PLS to establish the extent of 
losses stemming from the negligence of those involved with the 
management of a bank. In general, FDIC investigators and attorneys seek to 
determine at what point those associated with the bank may reasonably 
have been expected to recognize the deficiencies that led to the bank’s 
losses. For example, a claim against a bank’s outside directors may result 
if the post-failure investigation discloses that a deficiency that was 
identified in a regulatory examination or bank audit report remained 
uncorrected and resulted in the bank suffering further losses. 
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After determining the primary reasons for a bank’s failure, DOL 
investigators may develop a target loan list consisting of loan losses that 
stem from deficiencies identied in the bank’s lending practices. If, for 
example, a bank was criticized by its primary regulator for having a loan 
concentration in commercial real estate development but took no 
corrective action and later failed, investigators would review the bank’s 
loan losses and compile a target loan list consisting of commercial real 
estate loans that were extended or renewed after the bank had been 
criticized for the concentration. If losses were substantial enough, a claim 
against outside directors may be warranted. The case against the directors 
is not changed substantially if some of the losses involved insider loans. 
Therefore, DOL investigators generally do not establish the extent of 
lending to insiders. 

FDIC’s Database After determining that investigators do not often develop complete 

Proved Inadequate in 
information on the extent of lending to insiders, we turned to DOL’S LAMIS 
database, which tracks loans from failed banks, to see whether it could 

Identifying the Extent provide data on the extent of insider lending at the 286 banks that failed in 

of Insider Lending at 1990 and 1991. To determine whether it was feasible to identify 

Ftiled Banks 
insider-related loans through LAMIS, we provided FIX with an extensive list 
of insiders and their related interests from bank failures associated with 
the James Madison Limited holding company. This list had been developed 
for one of our previous reports on the failures of the Bank of New England 
and Madison.’ In preparing that report, we reviewed data developed by 
OCC, which indicated that loans to Madison insiders totaled $83 million, or 
17 percent of all loans. We then attempted to match the names of the 
Madison’s insiders and their related interests to the names on the LAMXS 
database for Madison. If the match program produced results that were 
generally in agreement with the occ data, we felt we could be reasonably 
confident that the match had been effective. 

After numerous attempts by DOL and our staff, we were unable to complete 
an automated match that accounted for a reasonable percentage of the 
loans to insiders we had previously identified by manual means. Through 
additional manual manipulations, we were able to use the LAMIS database 
to approximate the total amount of loans we had identified in our prior 
work. From our manual manipulations, we identified 127 insider-related 
loans involving amounts of $10,000 or more. Our analysis of these 
insider-related loans showed the aggregate loan amount to be $71 million 

‘Bank Supervision: 007s Supervision of the Bank of New England Was Not Timely or Forceful 
(GAOKGD-91-128, Sept. 1991). 
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dollars. This amount represented approximately 18 percent of the Madison 
loans of $10,000 or more listed on LAMIS. As this amount was in line with 
the level of insider lending activity identified by occ shortly before 
Madison’s failure, we believe our approach resulted in a reasonable 
estimate of the insider lending activity at this bank. 

However, the manual manipuIations required to come up with this 
estimate of insider lending were extremely labor-intensive and 
time-consuming and, therefore, impractical for application to each of the 
286 failed banks we reviewed. We present the details of our attempts to 
identify the extent of insider lending using M IS data in appendix IV. 

Identifying Insider 
Lending at Open 
BallkS 

Until recently, only very limited data on lending to insiders were available. 
The Securities and Exchange Commission (SEC), for example, requires all 
companies with publicly traded securities to report all transactions of 
more than $60,000 in which certain insiders are involved.2 SEC also requires 
all such companies to report the names and specified related interests of 
directors or nominees for directors. However, SEC does not require 
companies to report the names of officers and principal shareholders. 
Under Section 12 of the Securities Exchange Act of 1934, banks are 
subject to substantially simitas requirements under regulations made by 
federal banking agencies. 

We believed examination reports might also provide data on the extent of 
insider lending at open banks. In our review of open bank examinations, 
however, we found examiners generally did not document the extent of 
lending to insiders. In their review of loans to insiders, examiners typically 
attempt to identify violations of Regulation 0, such as loans with 
preferential terms. However, unless the amount of lending to insiders is 
considered a problem, examiners are unlikely to document the extent of 
insider loans in the examination report. 

In addition, we attempted to use call report data to estimate the overall 
level of insider lending. Before March 1993, call reports required banks to 
report insider lending only for officers and principal shareholders and 
their related interests but not for directors. As of the March 1993 call 
report, the requirements were changed so that banks would also report 
aggregate insider lending to directors. As of March 1993, the aggregate 
amount of insider lending was reported as $24 billion, with an average 

*SEC’s definitions for insiders and related interests differs somewhat from those in Regulation 0. For 
example, SEC includes family relationships in its definition of related interests. 
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aggregate amount per bank of $2 million within a range of no insider 
lending to $623 million. Historically, it often takes several reporting cycles 
for new data to be reliably reported by banks. As banks become more 
familiar with new call report requirements, future reports should more 
accurately reflect aggregate insider lending a&iv@. 

The New Requirement May Because of the lack of data on loans to directors in prior call reports, we 
Provide Comprehensive contacted the organization responsible for requiring changes in the call 
Data reports, the Federal Financial Institutions Examination Council, to 

determine the impetus behind this change. We were told the addition of 
data on loans to directors was advocated by the Federal Reserve to 
address changes to Regulation 0 required under FDICIA FDIC~A established 
an aggregate lending limit on loans to insiders. It also required directors to 
adhere to the same individual limit on loans to individuals and their 
related interests that had previously applied only to executive officers and 
principal shareholders. 

The addition of this requirement will make available to regulators and the 
public the total amount of insider lending at banks if banks accurately 
report the amounts of loans to officers, directors, and major shareholders. 
To respond to the new requirement, banks must have or develop systems 
to collect and maintain this information. Accuracy in call report data is 
required under provisions 12 U.S.C. 1817 and 12 U.S.C. 161, and banks are 
instructed to maintain the records needed to generate the figures they 
provided in the call reports. We further discuss reporting requirements in 
chapter 5. 

Conclusions Until recently there was no comprehensive source of data for identifying 
the total amount of lending to bank insiders. Therefore, we were not able 
to determine the extent of insider lending for our failed bank analysis. As 
of March 1993, the aggregate amount of insider lending at open banks was 
reported as $24 billion. The new requirement for additional reporting of 
insider lending on call reports has the potential to provide an accounting 
of all insider loans. However, as a solution, it is dependent on the accuracy 
of the information reported by banks and the diligence of examiners to 
ensure accurate bank reporting. 

Agency Comments 
and Our Evaluation 

In its comments on a draft of this report (see app. IX), the Federal Reserve 
said that our inability to quantify the specific amount of insider lending 
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and losses calls into question our conclusion in chapter 2 that insider 
problems are a significant contributing factor to bank failures. As 
discussed in this chapter, we do not believe it is necessary to demonstrate 
exact dollar losses to conclude that insider problems were a significant 
factor; according to FDIC investigators, 26 percent of the banks we 
reviewed failed because insider fraud, insider abuse, or loan losses to 
insiders was a major factor contributing to the failures. 

Page 63 GAOIGGD-94-88 Bank Insider Activities 



Chapter 5 E 

Examiners Often Did Not Identify Insider E 
Problems 

In our review of the examination reports of 176 failed banks from 1990 and 
1991, we found that when the banks were open examiners were less likely 
to identify insider problems than were investigators after the banks failed. 
There are a number of reasons for this. Overall, examiners face many more 
obstacles than investigators in identifying insider fraud, insider abuse, or 
loan losses to insiders. Nonetheless, we believe there are some tools 
examiners could consider using to improve their abilities to detect these 
insider problems. 

Examiners Are Less 
Likely Than FDIC 
InvesGgators to 
Identify Insider 
Problems 

We reviewed the examination reports of the 175 failed banks for the 3 
years before they failed. On the basis of our review, we believe examiners 
may often fail to identify insider fraud, insider abuse, and loan losses to 
insiders. In many cases, both the FDIC investigator and the examiner 
identified insider problems in the bank. (See fig. 5.1.) However, in general, 
investigators were better able to identify these activities asker the banks 
failed than the examiners were when the banks were open. 
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Figure 5.1: Identification of Insider 
Problems by Investigators and 
Examiners 
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Note 1: We counted the number of failed banks that were cited for insider fraud, insider abuse, OI 
loan losses to insiders in those examination reports completed in the 3 years before the banks 
failed. 

Note 2: We counted the number of banks In which the investigator stated in the PCR that insider 
fraud, insider abuse, or loan losses to insiders was a contributing factor in the failures of the 
banks. 

Source: Federal examination report and PCR data. 

Examiners were less likely to identify instances of insider problems in 
banks than were investigators. Investigators were substantially more likely 
to identify instances of insider fraud and abuse than were examiners. 
However, examiners were closer to investigators in identifying instances 
of loan losses to insiders. This makes sense in that one of the primary 
focuses of the safety and soundness examinations is the loan portfolio. 
Examiners concentrate much of their resources on the loan portfolio 
review. Because the loan portfolio typically represents the majority of a 
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bank’s assets and the greatest potential risk to its health, such scrutiny is i 
necessary. 

1 
1 

Differing 
Circumstances and 
Focus Affect the 

Two factors appear to largely account for the varying rates with which 
investigators and examiners identify various problems. These factors are 
(1) the different circumstances under which investigators and examiners 
conduct their reviews and (2) the disparate focus of examiners and 

Outcome of Examiner mves’gators’ 
I 1 I 

and Investigator Concerning the first factor, several investigators told us that after a bank 

Reviews has failed, interviews with bank personnel often aided their investigation 
of insider problems. Investigators also told us that bank employees are 
generally more willing to discuss a bank’s problems after it has failed. 
Bank empIoyees are more willing to do so because they are no longer 
restrained by concern over their positions at the bank and are, therefore, 
more willing to speak freely about the bank’s management and board. 
Unfortunately, examiners fmd that bank employees, who rely on the bank 
for their livelihood, are less likely to discuss the bank’s management and 
board. 

t 

Investigators also have greater access to bank documents than do 2 

examiners. Although examiners may request all documents necessary to 1 
conduct their examinations, they are unlikely to receive documents from 
bank officials involved in abusive or fraudulent acts in which the officials 
are self-incriminated. After a bank fails, however, investigators have full I 
access to all records (both manual and automated) on the bank’s premises. : 
To ensure that all pertinent documents are obtained, investigators will use 
desk audits, in which they examine the contents of desks and files 
belonging to key bank personnel. Through this effort, investigators may ’ 
produce documents that were unavailable to examiners. However, this 
approach is of little use to examiners, as such an intrusion would probably ’ 
be viewed as inappropriate without due cause. 1 

Examiners are primarily concerned with the safety and soundness of an ’ 
institution, while investigators are primarily concerned with determining 
the culpability of those associated with the bank. Because examiners and 
investigators have different concerns, the way they perform their duties 
and the outcome of their efforts differ. Although examiners strive to 
maintain or improve the condition of open banks and investigators to i 

identify potential recoveries from failed banks, it is important to note that 
both examiners and investigators ultimately serve a similar purpose-to 
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minimize losses to the BIF. Given the high incidence of management and 
insider problems at failed banks we discussed in chapters 2 and 3, we 
believe examiners may prove better able to minimize such losses by 
increasing their scrutiny of insider activities. 

Deficiencies Can Some deficiencies-insider problems and violations--may be difficult for 
Sometimes Be Difficult for examimrs to identify. For example, if a bank’s system for ensuring that the 
Examiners to Identify bank complies with Regulation 0 fails to identify certain related interests 

of an insider, examiners may have little opportunity to detect the 
omission. To identify such an omission the examiner would need evidence 
of the existence of the unreported related interests. If the omission was 
inadvertent, the examin er may identify the related interests through the 
insider’s financial statement. This scenario assumes the insider is a 
borrower and t2.e bank has obtained a complete financial statement. Here 
again, problems can arise because the bank’s system may lack data that 
identifies the insider as a borrower. Therefore, the examiner may be 
unaware that a financial statement is available. If a financial statement is 
not available or its accuracy is questionable, the examiner may interview 
bank staff to help identify unreported related interests. However, 
interviewing would require the examiner to ask the right questions and the 
staff to be aware of and be willing to disclose the insider’s related 
interests. 

By itself, the omission of an insider’s related interests may have little 
effect on the bank’s overall condition However, it also may mask other 
potentially abusive problems, such as the failme of a director to abstain 
from voting on loans to his or her interests or approving loans that exceed 
the bank’s aggregate insider lending limit. Regardless of whether such 
management deficiencies have a direct detrimental effect or demonstrable 
financial impact on the bank, they may indicate broader internal control 
weaknesses in need of corrective action. 

, 

Regulators Could 
Improve Their 
Abilities to Identify 
Insider Problems 

We believe our data show that the relationship between insider problems 
and the overall health of a bank warrants greater attention by examiners in 
terms of identifying and countering such deficiencies. We also recognize 
that identifying such activities is often more difficult than identifying poor 
lending or credit administration practices. Several tools or approaches 
may aid examiners in improving their abilities to identify these activities. 
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Existing Data Systems and Examiners rely largely on bank records to identify insider problems. In our S 
Recordkeeping review of examination files for 13 open banks, we found that examiners 1 

Requirements Could Help generally accepted the information provided by the banks as truthful when 

Examiners to Oversee they assessed insider activities. In other areas of bank operations, 

Insider Activities examiners can readily determine whether a bank is operating within the 
confines of regulations. For example, an examiner can identify a bank’s 
failure to maintain current appraisals by pulling a sample of the bank’s 
credit files and reviewing the appraisals they contain. For an examiner to 
identify a bank’s failure to report all of its insiders and their related 
interests is more complex. 

If an examiner requests and is provided with a bank’s records required 
under Regulation 0, he or she cannot be certain that the information is i 
complete. For example, in the case of the James Madison National Banks, I 
there were approximately 500 insiders and their related interests involved. 
Our review of documents from Madison revealed that its directors and 
officers had submitted information on their related interests. However, we 

I 

found the information was not always complete. We believe that if an 
insider does not report a related interest, whether intentionally or not, an ’ 
examiner may have little opportunity to identify the omission. If credit is 
extended to an unreported interest or if such credit extension is not 

1 1 
reported, again an examiner has little chance of identifying such 

x 

omissions. This is because examiners must rely largely on their manual 
reviews of a bank’s loan portfolio and other bank documents to identify 

I 

unreported loans or related interests. If, as in the case of Madison, the 
bank has a large loan portfolio and its insiders have a number of related / $ 
interests, this task is extremely burdensome. 

We found the guidance in regulators’ examination manuals vague 
concerning how examiners are to determine the extent to which a bank’s 
compliance systems for Regulation 0 are complete. For example, occ’s ! 
manual states only that &examiners should be alert for any relationship 
with insiders which are not included on the list.” While it appears to be 
largely true that examiners must rely primarily on the veracity of data 
provided by a bank, we believe this only underscores the need for i 
examiners to place greater emphasis on ensuring the bank has appropriate 
reporting systems in place. We believe that aggressive enforcement of 
existing reporting requirements will place e xaminers in a better position to : 
identify insider problems. Conversely, failure to enforce those few 
safeguards that currently exist creates an environment that allows abuse. / 
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Full Compliance With 
Regulation 0 
Recordkeeping 
Requirements Would Aid 
Identification of Insider 
Problems 

Regulation 0 has several recordkeeping requirements. If banks adhered to 
these requirements, examiners would have sufficient information to allow 
them to determine the banks compliance with the regulation’s lending 
provisions. Doing so would help examiners identify potential insider 
problems. 

Regulation O’s basic reporting requirements are contained in section 
215.8,’ which requires each bank to maintain records that 

. identify all executive officers, directors, and principal shareholders and 
their related interests; and 

. specify the amount and terms of each loan to these entities. 

In addition, section ‘215.8 requires each bank to request, at least annually, 
that each officer, director, or principal shareholder identify his or her 
related interests. 

If banks fully complied with the provisions of section 215.8, examiners 
would be able to readily determine whether other key provisions of the 
regulation, such as the limits on insider lending and the prohibition against 
preferential terms, were being followed. In addition, the recordkeeping 
requirements can aid examiners in their review of other potential insider 
problems, such as insider abuse. 

For example, if a bank director has a financial interest in a real estate 
management corporation that leases office space to the bank, an examiner 
may be unaware of the relationship. However, if the director complies 
with the section 215.8 reporting requirement, the examiner can readily 
identify the management corporation as a related interest and review the 
lease agreement for potential self-dealing. If the management corporation 
is receiving excessive fees for the space being leased to the bank, the 
examiner can identify the possibility of insider abuse. 

Using data we reviewed from the examination histories of the 175 failed 
banks, we found examiners had identified violations of the Regulation 0 
recordkeeping requirements in only 81 (or about 12 percent) of the 656 
examinations done at these banks at any time during the 3 years before the 
banks failed. We believe that this may underreport the true extent of such 
violations. In our discussions with DOL officials and onr review of the PCRS 
for the 1990 and 199 1 bank failures, we found investigators often do not 

‘While other provisions of Regulation 0 also contain certain recordkeeping requirements, Section 
215.8 includes those requirements most directly related to the issues addressed in this report. 
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s 
find adequate records on hand at the time of failure to permit the ready 1 
identification of loans to insiders. Our finding appears to conflict with data 
from the examinations of these banks. The examination data suggest that 
the banks generally maintained adequate records before they failed and 

/ 

therefore were not cited for failing to maintain such records. 
i 
I 

In addition to our failed bank analysis, our review of examination findings 
for our sample of 13 open bank case studies also indicated a potential 
underreporting of these violations. In the examinations of the open banks, 
examiners reported a violation of section 215.8 provisions in only 1 of the 
13 banks we reviewed. However, our review of these examinations and I 
our discussions with the examiners in charge revealed that violations ! 
existed in at least three other institutions; examiners either failed to 
recognize these violations as such or judged them not severe enough to ! 
warrant citing them in the examination report. In addition, recordkeeping I 
problems appeared in the case studies of two other banks, although the 
information available was insufficient for us to say with certainty that a ! 
violation of Regulation 0 recordkeeping requirements had occurred. 

One of the case studies was particularly illustrative of violations existing. 
The most recent examination for that bank focused on insider lending 
because of violations of the preferential terms provisions of Regulation 0 
that had been cited in the bank’s previous examination.2 The most current 
examination report noted that the bank had complied with Regulation 0. 
However, the examiner suggested the bank develop an insider loan list 
that included information on the terms of the insider loans. Because 
Regulation 0 requires such a list, the bank is, in fact, in violation of the 
regulation. Yet, even though such a list is intended to guard against the 
very violations for which the bank had been cited previously, the 
examination report fails to cite the lack of such a list as a violation. 

The failure of examiners to aggressively pursue compliance with 
Regulation O’s recordkeeping requirements was also mentioned by 
investigators. Many investigators told us that examiners do not commonly 
criticize banks for having poor systems in place to track insider activities, 
or if the examiners do, they treat such violations lightly. 

Without complete records, examiners may encounter substantial difficulty 
in trying to identify banks’ insider problems and their violations of 

I 
6 

Regulation O’s lending provisions. To improve their abilities to identify 
these insider activities, we believe examiners need to place greater 

%ection 215.4(a). 
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emphasis on ensuring that a bank is maintaining the appropriate records. 
Examiners could do this by periodically cross-checking insider reports 
produced by the bank with other information, such as known lists of major 
shareholders, officers, and directors that appear in annual reports and SEC 

filings. In addition, examiners could periodically check bank systems for 
producing insider information for reasonableness and the existence of 
good internal controls in connection with other reviews of major bank 
information systems when warranted. I 

The New Reporting 
Requirement May Improve 
Oversight of Insider 
Lending 

Bond and Directors and 
Offkers Liability Insurance 
Lapses Can Also Indicate 
Insider Problems 

As we discussed in chapter 4, as of the March 1993 call report, banks were 
required to report loans to directors in addition to loans to officers and 
principal shareholders. The new requirement now requires data on aU 
loans made to bank insiders as defined by Regulation 0. 

The addition of this requirement should assist examiners in their effort to ) 
ensure that all insider loans are identified. To respond to the new 
requirement, banks must have or develop systems to collect and maintain 1 
this information. Accuracy in call report data is required,3 and banks are 
instructed to maintain the records needed to generate the numbers they I 
provide in the call reports. If banks properly report their information on 
insider lending, examiners wih now be able to cross-check the totals of 
insider lending that are reported on cab reports with the totals produced 
by banks’ systems for examination purposes. The addition of data on loans 
to directors should make it easier for examiners to detect incomplete or 
sloppy recordkeeping. However, willful misrepresentation would still be a 1 

problem because examiners would largely rely on the information 
reported by the bank to be truthful. Nonetheless, the new requirement 
should provide examiners with a substantiaI new tool to use in their s 
assessment of insider lending activities. 

Bank officers and directors can be held personalIy liable for negligence in 
meeting their fiduciary responsibilities. In doing our work, we reviewed 
FDIC investigator files. Our review showed that of the 286 banks that failed 
in 1990 and 1991,201, or 70 percent of the banks, had no directors and 
officers (D&O) liability insurance at the time of failure. D&O liability 
insurance protects bank directors and officers. Of the 201 banks without 
D&O insurance, 84 percent had no known coverage for more than a year 
before the banks failed. The remaining 16 percent of the 201 banks 
allowed their D&O insurance to lapse within 1 year of the banks’ failure. 

“Under provisions including 12 USC. 1817 and 12 U.S.C. 161. 
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Within the same 201 banks, 60 percent had bond insurance coverage at the 
time the banks failed, 17 percent had let their bond insurance lapse in the 
year before the banks failed, and 23 percent had no known coverage for 
more than a year before the banks failed. 

In many of these banks, management may have allowed the banks’ 
insurance to lapse because it could not afford the high cost of D&O liability 
or bond insurance given the financial condition of the bank. However, in 
some cases, insurance companies that issued the D&O liability insurance 
policies may have refused to renew coverage because of problems they 
identified at the banks. Officials of such companies told us that before 
issuing or renewing a policy they carefully review the bank’s soundness 
and look for any indicators that there are problems, including insider 
problems. Thus, a lack of insurance or exclusions under a bank’s policy 
could be an indicator to federal examiners that the bank is experiencing 
financial, management, or insider problems. 

For example, FDIC investigators wanted to file a bond insurance claim 
because of the abusive insider activities of three executive officers of a 
bank. The abuses directly contributed to the failure of the bank. However, 
a review of the bond insurance policy by the investigator found the same 
three executive officers were excIuded from coverage because of their 
classified loans. Although we found no evidence in our review of the 
examinations and workpapers of that bank that the e xaminers had made 
themselves aware of this exclusion by examining the bond policy, we 
cannot say with certainty that they had not done so. 

Nonetheless, in our review of the failed bank examination reports for the 
175 failed banks, we did not find any evidence that examiners determined 
the existence of, or exclusions from, a bank’s bond or D&O liability 
insurance policy. Given the apparent carefulness with which insurance 
companies make decisions on whether and under what conditions to offer 
insurance, such a review of a bank’s policies-or the circumstances under 
which coverage was declined-may be useful for examiners in helping 
them identify insider problems. 

Conclusions Examiners were less likely to identify insider problems when banks were 
open than were investigators after banks failed. Examiners face numerous 
impediments to determining the full extent of insider problems at banks. 
Records that would assist examiners’ efforts are sometimes missing or 
incomplete. One reason for this is that insiders involved in abusive or 
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fraudulent activity will often attempt to conceal their activities. Another 
reason is that bank personnel may be disinclined to provide information 
on those to whom they report. Still, we believe improvements can be made 
in the examination of insider activities. 

An examiner’s greatest resource in the effort to identify and deter insider 
problems is information. We recognize that examiners can do little to get 
beyond their reliance on the truthfulness of bank documents. However, we 
believe this reliance only increases the need for examiners to insist that 
banks comply with the Regulation 0 recordkeeping requirements. If banks 
comply, they would provide examiners with, among other things, the 
names of all insiders and their related interests. If complete, this 
information would allow examiners to review a bank’s loan portfolio and 
other transaction records (e,g., office leases or appraisal contracts) to 
determine whether potential abuses exist. Without this information, 
examiners may be kept from identifying potential insider problems. If such 
problems go undetected, they create an environment that could encourage 
insider abuse. One way examiners could increase their confidence in the 
reliability of a bank’s data on insiders would be to compare call report 
data, which now includes loans to directors as well as other insiders, with 
bank records. In addition, a review of a banks insurance policies-or the 
circumstances under which coverage lapsed or was declined-may be 
useful to examiners in identifying insider problems. 

Recommendations Comptroller of the Currency, and the Chairman of the FDIC direct 
examiners to include, as part of their next full-scope examination of each 
bank under their authority, a review of the insider lending information as 
reported by each bank in their call reports. This review should include a 
study of the accompanying documentation to ensure the numbers reported 
are supportable. Further, we recommend that ReguIation 0 recordkeeping 
requirements be given higher priority by examiners to ensure that bank 
boards and management understand the importance of proper reporting 
and to improve examiners’ abilities to identify potential insider problems, 

We also recommend that the Board of Governors of the Federal Reserve, 
the Comptroller of the Currency, and the Chairman of the FDIC direct 
examiners to include in their examinations a brief review of a bank’s 
insurance policies. Such a review could determine whether insurers have 
identified any reasons-such as insider problems-to deny coverage or 
write exclusions into the policies. 
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Agency Comments 
and Our Evaluation 

recommendations, saying they plan to improve the related examination 
process. This includes revising the section of their Comptroller’s 
Handbook for National Bank Examiners for reviewing insider activities 
and including a discussion of call report requirements and a reemphasis of 
the importance of recordkeeping and reporting requirements. (See app. 
w-1 

The Federal Reserve agreed with our findings and conclusions but stated 
that it already has policies in place to address our recommendations. On 
the basis of our review of the Federal Reserve’s examination files for failed 
and open banks, we agree that in almost all cases we found these policies 
were adhered to, However, we believe that an increased emphasis by the 
Federal Reserve on Regulation 0 recordkeeping requirements and an 
analysis of directors and officers liability insurance policies may provide 
additional opportunities for identifying insider problems. (See app. IX.) 

FDIC officials agreed with the substance of our recommendations, but 
officials stated they already have policies in place to address these 
recommendations. On the basis of our review of FDIC’S examination files 
for failed and open banks, we found these policies are not consistently 
adhered to. In a subsequent letter, FDIC agreed to reemphasize to its field 
staff the importance of a thorough analysis of insider activities, effective 
communication with boards of directors, and adherence to established 
policies and procedures. (See app. VIII.) 
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Regulators and Boards of Directors Are 
Essential 

As we discussed in chapter 2, some examination findings went 
uncorrected between bank examinations. These findings went 
uncorrected in both the failed and open banks we reviewed. While the 
problems identified by examiners in the open banks were clearly not as 
severe as those identified by investigators in the failed banks, the failure of 
both the federal bank examiners and bank boards to ensure that problems 
were corrected is troubling. In some instances, bank boards may have 
failed to understand the potential seriousness of repeated insider 
violations and management and insider problems. 

Effective communication between bank regulators and bank officers and 
directors is essential. We believe bank examiners need to place greater 
emphasis on helping, to the extent possible, bank management and boards 
of directors to understand the seriousness of deficiencies identified by 
examiners. Examiners also need to help directors understand their 
responsibilities to correct these deficiencies. Also, bank boards need to 
listen to examiners and ensure that management takes the necessary steps 
to correct problems. 

We identified several steps that both examiners and bank boards can take 
to better ensure that problems are effectively communicated and promptly 
corrected. 

Focus Group 
Participants Believe 
Examiners 
Ineffectively 
Communicate 

As we discuss in chapter 1 and appendix I, we conducted six focus groups 
with outside bank directors (directors who are not employees of their 
banks) of small and large banks.’ Many of the focus group participants 
described their interactions with regulators in generally favorable terms. 
However, the focus group participants also expressed frustration 
concerning their interactions with their banks’ primary federal regulator. 
Most often their frustrations centered on their need for examiners to 

Examination Findings prioritize examination findings and work more closely with the boards of 
directors to ensure that the boards understand the findings. 

The participants of the focus groups implied that directors view dealing 
with the examiners as challenging and confusing. The participants 
expressed frustrations with both the consistency of examination findings 
and the way in which the examiners communicated these findings to bank 
management and the boards, Several of the participants believed that 
examiners often take an adversarial approach in communicating 

%mall banks are banks with less than $100 million in assets. Large banks are banks with more than 
$100 million in assets. 
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examination findings. For example, one participant said that instead of 
helping the bank’s management and directors to understand a new policy, 
examiners are quick to criticize the bank’s management and place the 
bank under an enforcement action because the management and directors 
fail to understand a new policy. In another example, a participant said that 
examiners appear to have a “chip on their shoulders-almost a little 
hostility.” In addition, another participant said examiners were vague in 
communicating the deficiencies identified, and therefore boards were 
sometimes unconvinced that corrective action was needed. 

Many of the participants of the focus groups expressed concern over the 
lack of consistency among examiners and the lack of communication with 
their federal regulator. In one focus group, a participant said that before 
her bank opened, its loan policy was reviewed by an examiner. The bank 
made the requested changes and the regulator approved the revised loan 
policy. At the bank’s first examination, the examiners reviewed the loan 
policy and found it to be inadequate. The bank consulted with the 
regulator and fixed these problems. Six months later a different 
examination team came in and found a completely new set of problems 
with the bank’s loan policy. 

Participants said examiners sometimes meet with a bank’s board but more 
often they meet only with bank management. In such cases, the board, 
particularly its outside directors, is likely to get management’s version of 
the examination findings. For example, one participant said his board 
members have “no interface” with examiners. Instead, an audit committee 
reviews the examination report and presents the findings to the board. In 
another example, a participant said that he was concerned because in his 
bank examiners give oral briefings only to bank management Another 
participant said the directors at his bank do not have an on-going 
relationship with their bank examiner, but instead hear from the bank’s 
president, who deals with the examiners during their examination review. 
However, another participant reported that sometimes examiners would 
meet with the board and sometimes they would not. This participant felt 
that the regulator should have a uniform policy of having the examiners 
meet with the board after all examinations. We believe that these 
situations may prevent bank boards from tasking management to 
implement satisfactory corrective actions. 

We believe the regulators could consider several steps for improving the 
effectiveness of their communication with bank boards and management. 
These steps would more explicitly connect insider and broader 

Page 76 GAO/GGD-94-88 Bank Insider Activities 



Repeated Violations 
Should Signal to 
Examiners Problems With 
Bank Management and 
Oversight Function 

Chapter 6 
Improved Communications Between Bank 
Regulators and Boards of Directors Are 
Essential 

management problems. Examiners should recognize that repeated insider 
violations can indicate broader management problems, In addition, 
examiners should clearly communicate their findings to the boards of 
directors, They also should prioritize any deficiencies they found in their 
examinations. Finally, examiners should ensure the directors understand 
their roles and responsibilities to correct the identified deficiencies. 

As we discussed in chapter 3, continuing or repeated deficiencies such as 
insider violations can indicate broader management problems. In our 
review of the failed banks, we found that 141 of the 175 failed banks that 
were cited for insider violations were also cited for various management 
problems. Combined, these problems jeopardized the financial health of 
the banks, and the banks eventually failed. 

On the basis of our review of examination reports for both the failed and 
open banks, we found that violations, such as those involving insiders and 
examiners’ assessments of management, were listed in two separate 
places in the reports. Examiners often communicated violations to the 
boards as separate issues requiring the board’s attention. On the basis of 
our interviews with directors and our review of the examination reports, 
we cannot say with certainty that examiners were connecting repeated 
insider violations and possible problems related to the effectiveness of the 
bank management and overall supervision by the boards of directors. Even 
repeated insider violations were generally treated by examiners as 
instances of noncompliance with regulations, but not as signiticant as 
unsafe or unsound banking practices. As a result, we believe the boards of 
directors may not usually have perceived the insider violations as 
potentially serious and therefore may not always have taken prompt and 
necessary corrective action. 

Examination Findings 
Should Be Prioritized 
When Communicated to 
Boards of Directors 

In our review of examination reports for failed and open banks, we noted 
that examiners frequently cited several problems without distinguishing 
the relative importance of these problems. Although we believe banks 
should correct all identified deficiencies, the participants in our focus 
groups expressed frustration because examiners often failed to prioritize 
their findings. Some participants pointed out that some identified 
deficiencies appeared to be “nit picky,” while others appeared to be more 
serious, We believe that when examiners feel that the correction of 
specific problems is crucial for the continued financial soundness of a 
bank, it would be appropriate for the examiners to prioritize the 
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deficiencies needing correction. Such prioritization would also serve to 
reduce some of the frustrations bank directors feel in dealing with 
examiners. 

Examiners Should Better 
Ensure Directors 
Understand Their Roles 
and Responsibilities 

In our review of examination reports from the failed banks, we found 
examiners generally failed to hold boards responsible for identtied 
deficiencies until the bank was in poor condition. We also found many 
instances in which examiners took an “impersonal” approach to 
communicating their findings. By impersonal we mean that generally 
examiners do not specifically hold bank boards and management directly 
responsible for the problems identified, until the problems become quite 
severe. For example, in a 1987 examination report of a 1990 failed bank, an 
examiner cited repeated deficiencies in the bank’s lending practices and 
asset growth. In the report, the examiner cited that “the bank is especially 
vulnerable to conditions in the market...” However, by 1989, conditions at 
the bank had substantially worsened. In the 1989 examination report, the 
examiner directly blamed the bank’s supervision and administration by the 
board of directors for falling to correct the identified deficiencies. 

We discussed this impersonal approach with FDIC and occ officials who 
generally agreed that their examiners are prone to use such an approach in 
examination reports unless a bank’s problems go uncorrected, are 
repeated, or become severe. Officials also told us that examiners do not 
need to personally direct their findings toward a board in the examination 
report of banks with limited problems. Officials also told us that boards 
are responsible for seeing that corrective actions are implemented. 

Although we recognize that examiners address reports to banks’ boards of 
directors, we believe examiners should make all of their implicit 
examination findings explicit in all written and oral communications. 
Examiners should clearly state in their findings--for banks that warrant 
corrective action-that a bank’s board is responsible for ensuring that 
such action is taken. 

The Federal Reserve’s bank examination manual outlines that by 
communicating problems to bank boards examiners can 

“ensure that each director of a [bank] considered to be a ‘problem’ organization or 
identified as having a signScant weakness, will clearly understand the nature and 
dimension of their organization’s problems and the responsibilities of its board of directors 
to correct them.” 
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In our interviews with Federal Reserve officials and in documents we 
reviewed, we found the Federal Reserve requires that examiners send a 
separate summary of their examination findings to each director of a bank 
with a composite CAMEL rating of 3 or worse.2 These summary reports 
focus on key issues needing the board’s attention. To acknowledge the 
contents of the summary examination report, each director is to sign his or 
her copy of the summary and return it to the bank. 

We believe all examiners should better communicate with boards and 
directors. Such communication would help to ensure that directors 
understand the nature of problems and their responsibilities to correct 
such problems. 

Bank Boards of 
Directors Have a 
Responsibility to 
Correct Identified 
Problems 

In our review of failed banks, we found directors were often not actively 
involved in the supervision of their banks’ operations and management. In 
addition, in our review of open banks, we found instances where directors 
appeared passive in their oversight function and nonresponsive to 
deficiencies found by federal examiners. In several instances, directors 
failed to understand the seriousness of examination findings. 

From our review of the examination reports for the open banks and on the 
basis of our conversations with the participants in our focus groups, we 
found three possible reasons boards of directors can be passive in their 
oversight of banks. These reasons are as follows: (1) a lack of 
understanding regarding examination findings, (2) a lack of assistance 
from the regulators, and (3) limited training opportunities available 
specifically for bank directors. 

Some Directors Failed to 
Understand the 
Seriousness of 
Examination Findings 

In our review of the banks that failed in 1990 and 1991, we found that 
investigators cited that about 90 percent of the banks had passive or 
negligent directors. In addition, in an occ report on national banks that 
failed from 1979 to 1987, occ noted that 60 percent of these failed banks 
had uninformed or passive boards of directors3 Roth occ and we found 
directors’ negligence contributed to the failure of the banks. The directors 
of the banks seem not to have understood their roles and responsibilities 

2The summary examination report is also sent to directors of banks that receive a CAMEL rating of 1 
or 2 and show a significant deterioration in condition or violations of law. 

3E%mk Failure: An Evaluation of The Factors Contributing to The Failure of National Banlcs Office of 
the Comptroller of the Currency Report (Washington, D.C.:June 1968). 
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or how to effectively maintain or return the banks to a financially sound 
position. 

In our review of federal examination reports of 13 open banks, we found 
instances of passive or uninformed directors. In these instances, federal 
examiners noted that some boards of directors and individual directors 
failed to understand the seriousness of the examination findings; in some 
instances, they also failed to take corrective actions on the identified 
deficiencies. 

Better Assistance From 
Regulators Can Aid 
Directors 

The participants in our focus groups expressed a need for better 
assistance from regulators to aid them in their responsibilities as bank 
directors. According to their comments, they believe better assistance 
from the regulators could consist of providing thorough explanations of 
examination findings, offering suggestive corrective actions to alleviate 
the identified deficiencies, and providing clarifications on the constantly 
changing and complex banking laws. However, assistance from the 
regulators would only be most effective when boards of directors are 
willing to work with the examiners. 

Limited Training 
Opportunities Available 
Specifically for Outside 
Bank Directors 

We found the directors in our focus groups and those in the meetings we 
held with the boards of directors appeared knowledgeable of their 
responsibilities as directors and the banking laws and regulations, such as 
Regulation 0 and FDICIA. 

However, we believe additional training opportunities could increase 
directors’ knowledge and effectiveness in their supervision of banks, 
particularly in today’s banking regulatory environment. For example, since 
1986 new federal banking laws have been enacted, such as FIRREA and 
FDICIA, which have resulted in a number of new regulations, set additional 
supervisory guidelines, and required additional regulatory reports from 
banks. Participants of our focus groups expressed a need for 
training-such as banking seminars and conferences---to keep them 
informed of these changes in the banking industry. In addition, officials 
from the Office of Thrift Supervision (0~s) told us that many directors of 
thrifts refuse to make insider loans because of the complexity of federal 
regulations governing insider activity. Also, OTS' General Counsel receives 
a number of requests daily from directors for interpretations of banking 
laws and regulations, particularly Regulation 0. 
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Federal Regulators Could 
Recommend Training as 
Corrective Measure 

In our review of the examination reports of both the failed and open 
banks, we found no instances where federal examiners recommended 
training or educational courses as a corrective measure when examination 
findings suggested bank management and directors lacked knowledge or 
skills to effectively supervise their banks. However, in some of these 
reports it was clear that some form of training could have enhanced the 
overall performance of the board of directors. We believe that in instances 
where examiners determine that directors do not understand banking 
operations or what actions are needed to correct identified deficiencies, 
training may be a helpful resource. 

Federal regulators told us they do not recommend training for directors as 
a corrective measure. Each of the federal regulators believes it is 
ultimately the responsibility of a bank director to obtain the skills and 
knowledge of bankng needed to effectively supervise banks. Officials 
from the federal bank regulators told us the agencies’ main function is to 
evaluate the financial safety of banks. They also said that although federal 
bank regulators have recognized the importance of knowledgeable and 
responsible bank directors, federal regulators do not have a formal or 
strmctured training program for the directors. We found that some training 
opportunities exist for bank directors. We discuss these training 
opportunities in appendix VI. 

Conclusions In our analysis of failed banks, we found that repeated insider violations 
and management and insider problems caused the banks to deteriorate 
and ultimately to fail. We believe the failure to correct repeated violations 
may result, in part, because examiners do not always effectively 
communicate the seriousness of examination findings and the role the 
board is to play in correcting deficiencies. 

We believe directors, individually, need not possess all of the skills and 
abilities necessary to understand the specific activities of the bank. 
However, each board, collectively, has a responsibility to have sufficient 
expertise to effectively oversee bank management’s activities. Directors 
also have to understand their responsibilities when presented with 
examination findings. In instances where the board appears to not 
understand the identified deficiencies or possible corrective actions, 
training may be useful, especially with the frequent changes in federal 
banking laws. 

, 
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Recommendations To improve the communication between examiners and bank boards and 3 
increase the likelihood that boards will initiate appropriate corrective ! 
actions we have a recommendation. We recommend that the Board of 
Governors of the Federal Reserve System, the Comptroller of the 
Currency, and the Chairman of the FDIC direct examiners to better 
ensure-through examination reports, exit conferences, and any other 
appropriate means-that all directors understand (1) the primary issues in 
need of the board’s attention, (2) that the problems facing a bank are most 
often a consequence of deficiencies in the overall management and 

1 

oversight by the boards of directors, and (3) that the board must see that i 
effective corrective action is taken. In addition, when directors do not G 
understand the problems examiners identify or potential corrective 
measures, federal regulators should, when appropriate, recommend / 
training to improve the directors’ abilities to oversee the management of r 
banks. 

Agency Comments 
and Our Evaluation 

reinforce its guidance for examiners to better ensure that bank boards I 
understand the issues they must address. occ is also considering 
additional changes to its guidance to draw examiner attention to the 
possible need for them to recommend training for directors. (See app. VII.) 

The Federal Reserve officials agreed with our findings and conclusions but 
stated it heady has policies in place to address our recommendations. We 
believe the Federal Reserve could take additional steps to communicate 
the need for corrective actions and provide more assistance to bank 
directors and management in accomplishing the corrections. The Federal 
Reserve’s written examination summary, which is provided to each 
director, is a good step in this direction. However, we believe the steps we 
outline in this chapter would provide additional assurances that identified 
deficiencies are understood and corrected before they negatively affect a 
bank’s financial health. (See app. IX) 

FIX officials agreed with our findings and conclusions, but stated FDIC , 
already has policies in place to address these recommendations. On the 

’ basis of our review and our discussions with bank directors, we found that 
these policies are not consistently adhered to. In addition, we believe there 
are additional opportunities for improving communication between FDIC 
and bank boards and management. In a subsequent letter, FDIC agreed to 
reemphasize the importance of effective communication with boards of 
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directors and adherence to established policies and procedures. (See app. 
VIII.) 
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As discussed in chapter 1, we had the following five objectives for this 
review: 

. Determine the frequency of various insider activities at selected failed and 
open banks and the potentiaI impact of insider activities on the safety and 
soundness of bank operations. 

l Evaluate the effectiveness of the regulators of federal financial institutions 
to identify and supervise insider activities at banks. 

. Determine the underlying causes of insider problems, specifically whether 
there is an association between insider problems and broader managerial 
or operational problems in failed and open banks. 

l Determine the overaIl extent of loans to insiders at failed and open banks. 
9 Compare state banking laws and regulations with federal Regulation 0 and 

analyze state examination policies and procedures governing insider 
activities. 

More detailed information on our scope and the methodologies we used to 
address the first, third, fourth, and fifth objectives follows. 

For our first objective, we collected the information on the 286 banks that 
failed in calendar years 1990 and 1991 on a two-part form, or data 
collection instrument (DCI), that we designed and pretested. To address 
the requesters’ question about the frequency of insider activities, we 
completed part I of the DC1 for 286 bank investigations. Part I focused on 
the reasons for a bank’s failure. These reasons include an assessment by 
the investigator as to whether insider problems played a mdor role in the 
bank’s failure; the types and nature of the insider problems, as identified 
by the investigator; and the extent to which recoveries from directors, 
officers, and others are likely. We then completed part II only for those 
cases where investigators identified insider problems as being a factor in 
the failure of the bank. 

We collected specific information on the types of insider activities 
identified by the investigator and the other management and economic 
problems that led to the failure of the banks1 We also collected the same 
information from the examination reports and accompanying workpapers 
of the 175 banks for the 3 years before the banks failed. 

To design part I of the DCI, we reviewed examination reports from prior 
studies to develop a comprehensive list of insider activities and 

‘In addition to wanting to capture all of the reasons a bank may have failed, we focused on other 
problems. We also focused on specific problems of insider abuse, insider fraud, loan losses to insiders, 
and insider violations because field testing of our DC1 indicated they were importanI~ 
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management problems. We field tested this DCI at two FDIC field offices. 
FDIC officials at these offices reviewed our list of insider activities and 
management problems. On the basis of their comments, we refined our list 
as necessary. Our explanations of insider activities are generally 
consistent with those discussed in the Office of the Comptroller of the 
Currency’s (occ) study of bank faihn-es.2 Explanations of the major insider 
activities and management problems we focused on are as follows. 

Operating Losses. Operating losses refer to losses associated with the 
pricing of products, the processing of bank transactions, or unusually high 
personnel costs. For example, a bank that has an antiquated computer 
system may experience delays in processing transactions, which increases 
costs to the bank when cash cannot be deposited immediately, 

Excessive Growth. For a bank, growth generally refers to its loan 
portfolio, either through increased lending or through acquisitions of other 
banks’ assets (i-e., loans). A bank may grow rapidly without experiencing 
excessive growth if the bank’s systems and staffing also grow to keep pace 
with the growth of the loan portfolio. 

Excessive Dividends. Dividends paid to shareholders are excessive when 
the bank has insufficient profits to pay them. 

High-Risk Exposure. High-risk exposure occurs when a bank’s loan 
portfolio is concentrated in high-risk loans, such as those in commercial 
real estate made on land alone. 

Poor and/or Negligent Management. This is failure of management to 
exercise due care in the management of the bank. 

Passive and/or Negligent Board. This is caused by failure of the board to 
properly oversee management’s operation of the bank. 

Failure to Respond to Regulatory Criticism. This condition is present when 
the regulator repeatedly has cited the same problems at a bank and the 
bank’s directors took only partial, little, or no action to correct the 
problems. 

Lack of Expertise of the Board or Management. Although individual board 
directors need not have a thorough knowledge of the intricacies of 

2Bank Failure: An Evaluation of the Factors Contributing to the Failure of National Banks Office of the 
Comptroller of the Currency, (Washington, DC: 1988). 
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barking, the board as a whole should have sufficient expertise to oversee 
management’s operations. Management should have the expertise to 
manage the lines of business of the bank. For example, if the management 
of a small bank decided to enter the derivative products market but the 
bank had no staff experienced in this complex product line, the bank 
could have problems because of the staffs lack of expertise. 

Dominant Board Member/Dominant Executive. This term refers to a 
director, officer, or small group who unduly influences the decisionmaking 
process within the bank to the extent that dissenting voices were either 
not allowed or not heard. 

Insider Abuse/Insider Fraud. There are clear distinctions between insider 
abuse and insider fraud. Insider abuse is abuse that falls short of being a 
criminal act. It occurs when an insider (as defined by Regulation 0) 
benefits personally from some abusive action he/she takes as part of 
his/her position at the bank. Not all insider violations are necessarily 
abusive; the violation must be accompanied by personal gain to the insider 
to be considered abusive. Insider fraud is a criminal act. Such action 
includes embezzlement, falsifying documents, and check kiting. The 
actions must have been perpetrated by an insider, as defined in Regulation 
0. However, unlike insider abuse, insider fraud does not have to benefit 
the individual perpetrating the crime. For example, if a bank president 
falsifies loan documents to improve the apparent creditworthiness of a 
borrower, this is fraud-even if no personal gain by the president can be 
identified. 

Lack of or Inadequate Systems to Ensure Compliance With Laws and 
Regulations. This is present when the bank is criticized for lacking a 
system or program to identify and avert potential violations of law or 
regulation. Also, this may indicate a failure of the board or management to 
properly assign responsibility for correcting deficiencies cited by 
examiners. 

Lack of or Inadequate Lending Policies, Lax Lending Practices, and 
Inadequate Credit Administration. There are clear distinctions among 
these terms. A bank should have in place specific lending policies to cover 
the various types of lending it does. The policies serve as instructions for 
the lending officers. Lax lending practices deal with the issuance of loans, 
whether they are made on a sound basis, and whether the bank obtained 
adequate credit information on the borrower before deciding to lend. The 
composition of a bank’s loan portfolio can also indicate lax lending 
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practices. For example, if a bank’s loan portfolio is highly concentrated in 
a specific type of loans (e.g., commercial real estate) or if there are a lot of 
loans to uncreditworthy borrowers, it indicates that the bank has lax 
lending practices. Inadequate credit administration refers to how the bank 
manages its loans after they have been made. Such criticisms as faihue to 
maintain current appraisals, failure to obtain periodic credit information 
on borrowers, and inadequate documentation in the loan files all point to 
inadequate credit administration. 

Loans to Insiders. Loans to insiders refer to loan losses to individuals 
defined as insiders by Regulation 0. Tellers and loan officers generaIly do 
not meet the definition of insider for Regulation 0 purposes. 

Excessive Compensation, This refers to compensation to officers or board 
members that an investigator or examiner has identified as beyond what is 
typicaI for the bank, considering its financial situation and comparing it to 
other similarly sized and located banks. 

Improper Affmate Transactions. These are violations of section 23A and 
23B of the Federal Reserve Act. 

As part of our review of the examination histories of the 175 banks with 
insider problems, we also reviewed any enforcement actions taken by the 
regulators against the banks. So that we could have complete information, 
we also obtained from FDIC, occ, the Federal Reserve, and the Securities 
and Exchange Commission (SEC) information on the enforcement actions 
they had taken against the former officers and directors after the failures 
of all 286 banks3 

To better understand the issues related to potential recoveries from 
negligent officers and directors, we also talked with representatives of 
insurance companies that offer directors and officers (D&O) liabiIi@ 
insurance policies. 

After we had completed our data collection efforts on the failed banks, we 
contacted the DOL investigators in charge for 18 randomly selected banks 
to verify that as their investigations continued, the conclusions they 
presented in the post-closing reports as to the reasons for the banks’ 
failures had not changed. 

%EC, although not a bank regulator, can propose post-failure enforcement actions when it determines 
that such parties violated the antifiaud, reporting, and internal accounting provision of federal 
securities laws. 
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We did our work on the failed banks in Washington, D.C., and the 14 
FDIC-DOL consolidated field offices located in Irvine and San Jose, 
California; Denver, Colorado; East Hartford, Connecticut; Orlando, 
Florida; Atlanta, Georgiia; O’Hare (Rosemont), Illinois; Bossier City, 
Louisiana; Franklin, Massachusetts; South Brunswick, New Jersey; 
Oklahoma City, Oklahoma; and Addison, Houston, and San Antonio, 
Texas. 

We also reviewed a judgmentally selected sample of 13 open banks. Our 
objectives were to determine whether the same types of insider and 
management problems we found in the failed banks were also present in 
open banks. The 13 banks included banks supervised by all 3 federal bank 
regulators and were located in various geographic parts of the country. We 
selected only banks with a composite CAMEL r&g of 3 or better because 
we did not want to purposely select banks with a higher likelihood of 
having problems. In addition, we did not want to select banks where the 
level of regulatory activity might be higher and our presence at the 
regulatory agency might impede the supervisory process. AlI of the 13 
banks we selected had recent federal bank examinations. We used this 
criterion because we wanted to interview the current examiner in charge 
about the history and most current conditions at the banks. 

For each bank, we prepared a case study in which we focused on the 
efforts of the federal regulators to review insider and management 
problems. We collected information on insider activities as defined by 
Regulation 0, affiliate transactions, and the efforts of management and the 
bank’s board to operate and manage the bank with due care. We also 
collected general financial information and some bank history for each 
bank. We used examination reports for the 5 years prior to our review, 
available financial information, and bank publications obtained by the 
examiners. Finally, we conducted in-depth interviews with the examiner in 
charge of the most recent federal bank examination. 

We did our work on open banks at FDIC, occ, and the Federal Reserve 
headquarters in Washington, D.C., and at the FDIC field offices in New York 
and Syracuse, New York, Rolling Meadows and Burr Ridge, Illinois; and 
San Francisco, California at the occ field offices in Great Neck and New 
York, New York; Bensalem, Pennsylvania; Rockford and Chicago, Illinois; 
and Evansville, Indiana; and at the Federal Reserve banks in Philadelphia, 
Pennsylvania, and San Francisco, California We discuss the overall results 
of our work on insider and management problems in failed and open 
banks in chapters 2 and 3. 
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To determine the underlying causes of insider problems, we conducted 
focus groups and interviews with bank directors. We also collected 
information on training opportunities for bank directors. Additional 
information on our interviews and focus groups with bank directors and 
training for bank directors follows. 

The analysis of our results from the failed and open bank work led us to 
consider further the key role played by the board of directors in ensuring 
that a bank is managed properly, that problems requiring correction 
receive attention, and that insider problems do not occur. As a result, we 
decided to obtain additional information directly from bank directors. We 
used two approaches to do this. First, we met with four boards of 
directors of the open banks we reviewed who were willing to meet with 
us, Second, we conducted six focus groups with randomly selected bank 
board members from a variety of large and small banks in the Washington, 
D.C., New York, and Chicago metropolitan areas. With both the full bank 
boards and the focus groups we discussed the following general issues: 

l the roles and responsibilities of bank directors; 
l how directors actualIy discharge their duties; 
l how the regulators work with board members and management to ensure 

the safe and sound operation of a bank; 1 
9 the effects of recent 1egisIative and regulatory changes (most notably the t 

Federal Deposit Insurance Corporation Improvement Act) on the 
environment in which they operate; and 

l information, guidance, and training available to directors. 

We present the results of this work in chapters 5 and 6. I 

We did our work for this segment of the evaluation in Washington, D.C., 
New York, and Chicago, and at four selected open banks around the 
country. 

Evidence from our failed bank work indicated that in some cases bank 
directors had little knowledge about their duties and responsibilities or 
had received little training regarding their corporate governance 
responsibilities. In our meetings with the directors of the open banks and 
our focus groups bank directors also said they had received little training 
when they accepted invitations to become board members, and some of 
them expressed concerns about their ability to keep up with rapidly 
changing banking laws, regulations, and regulatory directives. As a result 
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of the directors’ comments, we decided to obtain information on the 
nature and types of educational programs available for directors. 

To do the work for this objective, we interviewed officials of federal and 
state bank regulatory agencies, insurance companies that supply banks 
with D&O insurance coverage, bank trade associations, and private sector 
firms involved in the banking industry. We interviewed these officials to 
collect information on how they inform or educate bank directors on 
corporate governance responsibihties or other aspects of banking. When 
available, we reviewed the educational materials, such as pamphlets and 
handbooks, supplied to directors. We also reviewed the educational 
materials used in various conferences, seminars, and workshops held for 
bank directors. We discuss the results of this work in chapter 6. 

We did this work in Washington, D.C. We also obtained information to 
satisfy this objective at various state banking agencies we visited (see 
objective 4 for specific locations). 

Our fourth objective was to determine the overall extent of loans to 
insiders at failed and open banks. One section of part II of the DC1 required 
the GAO evaluator to develop an extensive list of insiders-officers, board 
members, mqjor shareholders, and their related interests-using all of the 
available documents at the DOL office. These documents include 
examination reports and enforcement actions, investigative files, and asset 
searches ordered by investigators, In some cases, investigators had 
developed lists that we supplemented with other available information; in 
others, we had to do much more extensive research to develop these lists. 
We developed these lists to match the names on them against those on the 
loans of DOL’S Liquidation Asset Management Information System (MIS) 
database. Using these matches along with additional matches with other 
databases -principally pools of loans being managed by servicers for TIC 
-we expected to be able to estimate the amount, at a minimum, of loans 
to insiders; the amounts charged off, or lost; and the amounts that could 
be lost (i.e,, loans to insiders that were classified as substandard or 
doubtful). We tried to compile a list of loans to insiders and their related 
interests that may have resulted in losses to Bank Insurance Fund. 
Because of difficulties we encountered in using the LAMIS database for 
these purposes, we alternatively decided to attempt to match our loan lists 
to LAMIS data for 10 selected failed banks. We selected these banks on the 
basis of the availability of insider-related data, asset size, and geographical 
location We discuss the results of our work in chapter 4 and appendix IV. 
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For open banks, we relied on data available in call reports to determine 
the total amount of insider lending in open banks. We used the most 
recently reported call report data, dated March 1993. 

In his request letter, Chairman Gonzalez specified 10 states whose banking 
laws and regulations he wanted us to review. These states were California, 
Florida, Illinois, Massachusetts, New Jersey, New York, North Carolina, 
Ohio, Pennsylvania, and Texas. For our fifth objective, to compare state 
banking laws with Regulation 0, we requested information on the state 
laws and regulations regarding insider activities, state examination 
procedures for reviewing these activities, and any special programs for 
review of insider activities at banks or programs related to educational 
outreach for boards of directors. We then visited the state banking 
agencies of 6 of these 10 states. We also conducted telephone interviews 
with knowledgeable officials in three other of these states. We were 
unable to visit or conduct a telephone interview with officials of the New 
Jersey Department of Banking. 

To ensure that we were capturing information on any state laws that might 
be more stringent than federal law and regulations, we surveyed the 
banking agencies of the remaining 40 states, the District of Columbia, the 
Commonwealth of Puerto Rico, and two territories (Guam and the U.S. 
Virgin Islands) about their state laws and regulations that related to 5 key 
provisions of Regulation 0. Those provisions were the definition of 
insiders, preferential terms, lending limits, prior board approval, and 
overdrafts. (See ch. 1 for information on these provisions in Regulation 0.) 
We conducted our survey with the assistance of the State Conference of 
State Bank Supervisors, who received and forwarded to us 40 responses 
out of 44 surveys sent out under its cover letter. On the basis of our 
analysis of the survey results, we also visited and collected information 
from state banking agencies in Montana, Iowa, Minnesota, and Virginia 

We discuss the results of our review of state laws and regulations and 
state examination policies and procedures in appendix V. We discuss the 
results of our work on state banking agency educational efforts in 
appendix VI. 

We did this work in Washington, D.C., and at the state banking agency 
headquarters in San Francisco, California; Springfield, Illinois; Des Moines, 
Iowa; Boston, Massachusetts; St. Paul, Minnesota, Helena, Montana; New 
York, New York; Harrisburg, Pennsylvania; Austin, Texas; and Richmond, 
Virginia. 
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Insider Activities at Thrifts and Credit 
Unions 

Insider Activities at 
Thrifts 

1,954 active, federally insured thrifts OTS conducts both safety and 
soundness and compliance e xaminations as part of this supervision 
process. During 1991, OTS adopted a policy of annual examinations for ah 
thrifts. Before 1991, OTS conducted biannual examinations. In 1991, OTS 
conducted an on-site, risk-focused examination of every institution it 
reguIates. In addition, ors conducted 793 compliance examinations that 
included assessments of how well thrifts complied with consumer laws, 
such as the Community Reinvestment Act. 

Affihate transactions and insider loans at thrifts generally are subject to 
FRA 23A and 23B and FRA 22(g) and 22(h) to the same extent as if they were 
banks Transactions between savings associations and their affiliates are 
subject to restrictions set forth in 12 C.F.R. 563.41 and 563.42. Loans to 
insiders or their related interests are governed under 12 C.F.R. 563.43, 
which generally incorporates Regulation 0 by reference. This regulation 
became effective on November 5,1992. 

The following are examples of general insider lending restrictions under 
ReguIation 0, incorporated by 12 C.F.R. 563.43, as they apply to thrifts: 

l General loan requirements: Loans must be approved in advance by a 
majority of the entire board of directors, not be on preferential terms, and 
not exceed aggregate individual and overall lending limits. 

l Lending limits: The aggregate amount of ah transactions with insiders and 
their related interests generally may not exceed 100 percent of an 
institution’s unimpaired capital and unimpaired surplus. IndividuaI lending 
limits for loans that are not fully secured are limited to 15 percent of 
unimpaired capital and unimpaired surplus, with an additional Limit of 
10 percent of unimpaired capital and unimpaired surplus for loans that are 
fully secured. 

OTS uses the same enforcement powers as bank regulators to get thrifts to 
correct identified problems. The Financial Institutions Reform, Recovery 
and Enforcement Act of 1991 expanded OTS’ authority to issue civil money 
penalties to make it identical to that of the bank regulatory agencies. OTS 
has issued numerous (1) cease and desist orders requiring restitution and 
other affirmative relief, (2) supervisory agreements, (3) orders of removaI 
and prohibition, (4) civil money penalties, (5) debar-me& of professionals 
from agency practice, and (6) capital directives and other remedial 
measures. OTS has also imposed restitution orders on individuals who 
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abused thrifts. For example, in 1991, OTS obtained restitution of 
$43 million. 

OTS reported that while the total number of initiated or completed 
enforcement actions decreased in 1992 compared to 1991, the overall level 
of enforcement activity remained high. In addition, OTS reported that the 
decrease in the number of actions reflected the continuing improvement in 
the quality of management in the industry and the decrease in the number 
of problem institutions. 

HistoricaLly, insider abuses have been relatively common in the thrift 
industry. In the 198Os, several particularly egregious and well-publicized 
insider abuse cases were discovered. For example, the Lincoln Savings 
and Loan Association case involved prohibited affiliate transactions. 
Although OTS has reported that the thrift industry is steadily recovering 
from past abuses, a 1993 OTS report documents one of the largest 
fraudulent “daisy chain” networks ever discovered by OTS. This case 
uncovered more than a dozen transactions involving self-dealing and 
improper insider loans to a group of offkers and directors. 

Insider Activities at 
Credit Unions 

Laws and regulations governing insider activities at credit unions are 
similar to those applicable to banks. For example, the Federal Credit 
Union Act provides for board approval for loans of more than specified 
dollar amounts to directors or members of the supervisory or credit 
committees. Regulations also prohibit specific conflicts of interest and 
insider self-dealing. Article XIX, section 4, of the Federal Credit Union 
bylaws provides that no official shall 

“participate in the deliberation upon or the determination of any question affecting his 
pecuniary interest or the pecuniary interest of any corporation, partnership or association 
in which he is directly or indirectly interested.” 

The National Credit Union Administration (NCUA) is responsible for 
supervising the 7,916 active,’ federally insured credit unions. As part of 
this supervision, NCUA conducts examinations of credit unions, and each 
credit union receives a CAMEL rating. As of December 31,1992,4,582 
credit unions had a rating of 1 or 2,2,945 had a rating of 3, and 389 had a 
rating of 4 or 5. NCUA examination policy states that examiners need to be 
alert for any potential insider dealings or conflict-of-interest problems. The 
NCUA Examiner’s Guide discusses types of insider problems, including 

‘As of December 31, i992. 
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loans to insiders at preferential terms and the ownership of fixed assets by 
officials who borrow from a credit union to purchase an asset, lease it 
back to the credit union, and receive commissions or a fee from the credit 
union or its members. Because insider lending is the most common area 
for insider problems, the guide includes specific directives for evaluating 
lending to insiders. NCLJA has available to it enforcement powers similar to 
those used by bank regulators, FIRREA broadened NCUA’S authority to issue 
civil money penalties. 

An NCUA official told us that NCUA has improved training for examiners in 
this area For example, senior examiners are required to take a &day 
course on fraud and abuse. In addition, NCUA has a fraud hotline that 
anyone can use to report suspected fraud at credit unions to the General 
Counsel’s office. The official told us that all calls are investigated. About 
10 percent turn out to be fraud or abuse. An NCUA official told us that NCUA 

receives an average of three calls per month on the hotline. 

In our comprehensive review of credit unions,2 we studied insider 
activities. In general, we found that insider problems were not a major 
cause of credit union failures. NCUA officials told us that in the last half of 
the 198Os, insider abuse was more prevalent than it is now. The officials 
emphasized that during the late 1980s the instances of insider problems 
were few but when they occurred, they were usually very costly. For 
example, the failure of the Franklin Community Credit Union in 1989, 
which was caused by massive fraud, cost the Share Insurance Fund about 
$40 million. NCUA officials told us that in the past few years the proportion 
of losses due to insider problems has decreased substantially compared to 
losses due to other factors. However, the largest single loss to the Share 
Insurance Fund in recent years, $19 million, was due to the 1991 failure of 
the Barnstable Community Federal Credit Union, which occurred because 
of massive fraud. NCUA officials told us that this was the only major case of 
insider fraud they had uncovered in recent years. 

‘Credit Unions: Reforms for Ensuring Future Soundness (GAO/GGDBl-%, July 10,199l). 
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1525 12.l&93 Rqdadon 0-bmumtm Exuad- w12cFR Put flS 15,091 

Part ZlS-Loans to Executive Officers, Directoru, and 
Principal Shareholdcm of Member Banks (Regulation 0) 

Part 215 (Regulation 0) of Title 12, Code of Federal Reyhtian~, as r&sed 
November 28,1979,44 Fed& Reghter67973. See 1 S&043. Hading rewed Scpttm- 
her 28, 1993,58 Federal Ryister 50512. 

Ia) AuMty. l?di subpwt is irucd muant ta 
sections II(i), 22(S) md 22(h) d tk edwd Rc- pu 
Yrvc Act (12 U.S.C. 248(i). 374r. 375b), 12 USC. 
1817W31 and mim 306 of the F%l L$zgi; 
bunnce Carpmatim Impmvcmm 
(Pub. L. No. IM-242.105 Sul. 22%(1991~). 

(b) Pwpw and uop. ‘TM mrt gwemr my 
esunsim of credit by a member lmak to an esau- 
tivc dfittr. director. K prtnciprl slwebddw d (1) 
the member bank. (2J I tik bd.dim ccmpny of 
which the memkt brnk is a subridii, ud (3) an 
tihr subsidiiry of that burk hddim crmpny. t t 
rlro rpplicr ta my utmsim d credit by a membrr 
tank 10 (1) a ampmy cmkcdled by such . penm 
and {2) a pditicd Q wnpign committee that km- 
lit6 or is catmlled by such I pemn ‘Ibis N 
rim implements the ngoniag requimnnu irYi 
U.S.C. 37% cmcemin~ extetims d credit by L 
mcmbtt bank co iu -rive officers and d 12 
USC. 1817(k) cmctminS trtensims of tralit by L 
lnembe~ hnk to its -rive dt-mrs emi primi@ 
slwrbdden. 

Far tht plrpan d this subprt. the fdlowin& 
dchnitimr rpply unlru atbcrwist sptcifii 

(U l%c penon is (A) m acutive &ccr ut 
direcr.~ d tie mpy K bank ml (B) directly 
4indiilyowts,catml*ahrrthspmR?to 
votemmtben10prcmtd~yclusdwting 
securitia d the compny or hank A 

(ii) (A) she -directly = indiratty arm. 
mntrda.crhurhc-ton*cmorrtbmlO 

(3) Any dbutu d tny tmber subsidiary af thu 
mmpny. An ldviwy directa is not cmrided a 
dir&m if the adviray director- 

(i) II not elected by the slwebdda d the 
comprny K M; 

(iii1 Provider akly pneni policy adMa to the 
tad d directon. 
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resolution of the board of directors or by the byL% 
of the bnk or company. from putkipltion (oth$r 
than in the crpaclty of a director) in major Ml- 
cymalring functions of the honk DT compny; mid tht 
oflicer doer not actually puticipste therein. 

(2) For the purpw of 4 5215.4 md 215.8 of this 
part, an executive afficcr 01 L member bank includes 
an executive officer of a company of which the 
mtmbcr bank is L aubsidury; and my other subidi- 
ary OS that company. unless the executive officer d 
Ihc subsidiary is ercludcd (by name a by tirlc) frOrn 
prrricipatam in major policymaking functions of the 
member bank by resoluhrtr of the borrdr of dim- 
tcaml of bah rhe subsidiary and the rm?mbcr bmnk 
and &es not rcturlly pnici~le in wch mPr 
policymaking functions. 

(t) ,%bgt~ &nk hw the me~oiag given in 12 
u.5.c. 3101(7). 

(9) “Immtdirte family” means the *pouK of on 
mdividurl. the individual’s minor children. find my 
ol the wiividul’~ children (including adults) resid. 
ing in the individual’s home. 

(h) The knding limit fat a member bank in PII 
amount qtial to the limit of 10111s to a ai k bol. 
rmwr established by mtion SMO of tht kixd 
StaIuter.f I2 USC &. Thir *maott is IS per cent 
d the bnnk’r wimpair c&pita1 and unim ired 
surplus in the case 01 bns that .rc not fu ly se. P 
cued. and an tidditional IO per cent of tht bank’s 
unimpaired capital and unimpoirrd surplus in the 
cast of Icans that we fully secured by readily mrr- 
ketrblc cdl~tcral having a market wlw, II deter- 
mid by rclirbk and conWxwly available price 
quotalions. *t lean qua1 to the amount al the loln 
the lending limit dwr includes ray higher amounts 
that arc prmittcd by wcticm 5200 d tht Revi 
Stacutcc for the types of cbligntiorrr lirred thmi u 
exceptions to the limit. A member bank’s 
unimpaired crpitnl and unimpai& surptw qrulc 
,kr 11,111 nf .._ - 

(I) The “total equity capiul” of the member honk 
repowd m itr mat recent wesdiircd report of 
ton&ion Iilrd under It U.S.C. IfW(rX3): 

(2) Any subordis~tcd notes and debenturrr rp 
proved II an addition to the member bmnk’$ upitil 
stroaurt by the rppropriale federal banking 
agency; and 

(3) Any vdurrion rwcrvcs crealed by chnrgter to 
tbo mcmkr bmk’r imr reported at its most 
runt consolidated report of condition filed under 
12 U.S.C. 1817(rX3~. 

(i) Member hank meant my banking imtitulioo 
that is i meother of the Fcdcral Rtmve System, 
(Fcanotc Continued) 

idudind my rubidiw of a mmkr knk. The 
tetm doer not inch& my fordgn btnk that main- 
uinn a branch in the United Strta. whether or not 
the branch is insured (within the merning of 12 
USC. 1813(r)) and regardless of the apntim al 12 
USC. 1813(h) and 12 USC laze(j)(a. 

(jl “Pay l owrdrafl on l n account” rn.?ans to 
pay m amount upan the order of rm account holder 
in cxccsa oi funds on dcpmit in the nccotmt. 

(k) “Person” means l individurl or L ~unpny 
(INi) principal sbueholdrr mnm a person (other 

than m insured brink) tlmt dirrcrly m rdirwtly, or 
acting through OF in concert with one 01 more PI- 
mu, owns, contrds, or has the paver to vote more 
than IO pmcent d my clw of voting stcluitkr of l 
mwnlxr bank M campmy. Shrrm owned or Con- 
trolled by a member of an individual’s immediile 
family art consikrcd to bc held by the individual. 

(2) A principal rhuthdhr of l member lunk 
includes: 

(i) a principl shrrehdrkr of a compny ol 
which the mcmhr bank is a subsidiary. mod 

(ii) a principl rhrmhddcr al my other subsidi- 
wyol that ccmpany. 
(3) A principai rhw&ol&r d I member hankdm 

not inch& a compny d which a member bank is a 
rubrii. 

(m) Rcktd intemr of a pcwm meana: 
(1) A company that is contrdled by that prrm; 

_. 
(2) A political or campaign cmnmitttt iha is 

contrdlcd by a penon ok the funds or setices of 
which will h&fit that prmn. 

(n) “Subsidiary” has the meaning given in 12 
U.S.C. lMl(d). but doa not iixlude L luhidirry ol 
I member hank. 

[Sec. 215.2 LI amended Octabrr B3, 1983. 43 l?R 
42805 (199,725); May 18. 1992. 57 FR 21199 
(fBB.915): e&tin date revised May ZB, 1592. 57 
FR 22417; amended Dtcember 17. 19%. 57 lrR 
60979(r89.218).] 

% 32,003 § 215.3 
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1525 121@93 Recut&m +-lnuu to Eammiw OfRam- CFR Part 215 19093 
(I) A pwchrse under repwchue .greemeot of 

securities, other sssels, LI obfiietiau, 
(f) An rdvsnce by means of .n owrdrsft, CS.. 

itrm. 01 otherwise; 
(3) Iswince d a strndby letter of cm&t (or aber 

similw wrangemenl regrrdkss of nune or dewrip 
tim) or an ineligible scceep~~~. u thor terms LIT 
dcfinti in (203.8fdlol thirchrpter; 

(4) An acquisition by dirounr, purcbue, ex- 
cknge. c aahcrwise of l ny note. dr&, bill of ex- 
change. or other widen= ot indebtednew upon 
which m insider may be lirble II mker. dnnr. 
cndwstr. gu.rmmlr. or surety; 

(5) A disc-aunt of promissory notes. bills d ex- 
change. cmditionsl vies contacts. m similar mper, 
whetkr with or writboot ruourse; but tbc rcqutd 
rim of such ppr by s melnbcr hnk from rnahcr 
bank, wthout recawse. sbll na be considered l 
discount by the member knk la the aher hnk; 

65) An imu~ of m cxiati 
nn it the u%lition~l funds we & rimed bv the brnk Y 

indebtedncrt, but 

for its am pmlcclbn fm (i) lccrued inteA or (ii) 
taxes. insunnce. or 0th expenses incidentA to the 
existing indebtedness; 

(7) An advance of unerrned salwry or other 
unamed cmnpmwtion for a period in excess d 30 
dryr; mnd 

(8) Any other rimi*r trmwction = l result of 
which I prsm becomes obligated to py money for 
its quivaltnt) to I bank, whether the obligwim 
arises directly or indirectly. or bcem.~se of .n en- 
dorsement on m ohffgetion or otherwise. or by wy 
mern~whrtrocvcr. 

(bl An ertcntion of credit das not in&de: 
(1) An advance against aarucd u1m-y or ahcr 

accrutd comutnmtion. w an adv&na fur the ow- 
mm d u&rired t&l or aher l rpna i&&f 
tr tube incurred cm bebIt of the hnL: 

(f) A receipt by L hnk of * check depmited in or 
delivered to tk bnnk ia the usual course of brtliness 
unless it results in the a ‘ngofeashitemforor 
the pnting of NI mrerdrti t “r (other thU UI itudver- 
tea werdnfi in l limited wtount that is promptly 
replid. u descried in #215.4(c) of this prt); 

(3) An Icgoisition d * nae. draft. bill of cx- 
cknge, or aher evidence of indobtedno.ss through (1) 
a mtrgtr cm cwsdidstia of benka or . ainilu 
transution by which L knk quires uzts end 
assumes libilities of rnotkr hnk CR similuocgnni- 
zatim 07 (ii) fore&sure on collrterrl cr sfmilu 

mceeding for the prc&ctim d the hoi: M 
R, at such indtbtcdness is M beld for l periaf of 
more than three yean fawn the We of tk equisi- 

bsniing igmty for gad c&e; . 
(4)(i) An endarcaent or guwwttee for the pn%ec- 

rim ol I lmnk d any Ian or 0th use1 prevfowly 
squired by the bank in gaff faith IE (ii) lay Indebt- 
tdncrs to L bmk for th~$‘pac of protqetint the 
hank yrinr las m of go g firuncl~l uststwtcc to 
it;ot 

PINI. inlerest besriq ovetdrrft credit pkn of the 
type rpecilicd in 5 215.4(c~of this prt. or sfmilw 
open end credit plan: Pm&M 

(A) Tote indebtedness does na in& pria 
individwl clearance or wpmwf by the butk 
dkr than fa the purposes of determining mother. 
ity to prticipte in t~~mmgemtnt tid compli- 
;; wth my ddlu bmrt under the rrrwgement: 

(B) Tlx ittd&ttdn~ is incurted under terms 
that .R not mm fwomble then those offered to 
tk genenl public. 
(c) Non-interest-btrfi 

brnk we not considered “I 
deposits to the credit d 1 

ans. l dwnncer. a crten. 
sirme of credit to tie bmk of mt; not fs the 
givin 
lcctr 8, 

of immediate edit to L honk upon uncol- 
~tcmr m&cd In the ordinwy cwra of bui- 

MM cwuidcd to ht. Ian, rdwmt or ertmsian of 
credit IO thede&ting bank 

(d) For purfmscs of 5215.4(b) and (c)of thfs pwt, 
an extension of credit by I mcmbcr bank is anrid- 
l red to hews been mede at the time the brnk enters 
into s binding commitment to nuke the extensim d 
credit. 

(e) A pnicfptim withwt recawse is consfdcrcd 
to he an txttndm d credit by the twticiprting 
lank. not by the wigiruting bsnk 

(f) An trttnrim of crtdit k conridtrtd mk to * 
pmm cwcred by this pert to the extent ttit the 
prDmdr of the extmsion d credit are used for the 
tangible economic benefit of, or l re tnnsferred to, 
such. u- -..... 

[stc 215.3 II mended 18. 1992. 57 ?R 
21199 ff88,9tS); 

May 
effective date revised May 28. 

Km,57 FR 22417.] 

(a) Tkmu and cmditwx~hiness No nttmhtr brnk 
may extend credit to my of Its crecutive dficers. 
diitorr. or prinicipl shsrehdden w to my rel&d 
interest d tkt prmn unless the mensim of credft: 

(1) b mde on rubstant*lly tbt ant tm bn- 
cludinr interest rites and cdlrrml~ as. mnd fdlow- 
int c&it undetwnting procedures ihmi l rc not km 
stringent lhm. these prrmiling st the timt for com- 

#215.4 732,004 
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(iv) ‘h ucsptioar in ti PnFpk (dX3) 
~PIY mlv to the wnmmt d ruch artmiru d 
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I513 917.93 Roguhim *Lana m Elmniw ofhem-12 cm Pan 215 15,095 

(a) No mcmbm bank may extend credit to my d 
its tgecutivc dficers.’ and no executive ollicer of I 
member bank shall borrm from or othtrwir become 
indtbttd to the bank. except ie the wwunts. for the 
purposes. and upon the conditions specified in 
progmphs (c) and (d) of rhir section. 

tbl No member bank mry extend credit in m 
aggregate amount Ereorer thrn the tmmtnf permit- 
tad in pangraph (c)(J) d this saction to i partner- 
ship in which one or more of the bmk’r c?.ecutivc 
dfinrs are prtnera and, either individually or tw 
@her. hdd a majority interest. For the purpaa of 
paragraph (c)U) oi this scctimr. lhe lotal wnount d 
credit extended by o member tmnk to wch partner- 
ship ia considered to k atended to ach cnecutive 
oflim d the member honk who is a tnenhr of the 
prnemhip. 

(e) A member benk is ruthOrizcd tooxtend credit 
to my erecurivc dfmr of the tat: 

(1) In an amwnt to finance tht educ*tion d the 
crecutive ohicer’r children; 

dcnce of the executive office< if tlw extension of 
credit is scared by e first lien on the rnidcncc end 
the residence ir owned (or expected to be owned her 
the extension of credit) by tbc executive oftica; md 

(31 For any other purpose not rpacified in 
)ZIS.S(CKI) md (2). if the ygrymtc mnoum d 
loans to that dficm under this pW86nph dorr not 
ucted at any me time tht higher of 2.5 per coot d 
the bonlr’r cepitrl and unimpaired w~rplus m 
$ZS,Om, but in noevent more then $loO,aoO. 

(d) Any extension of credit by L member bank to 
my of its executive dficen shot1 be: 

(I) Promptly reported to the member be&r 
bard ddirwton; 

(2) In compliance with the rquitomenu of 
)215.4(r)d this prt; 

(3) Preceded by the submiuion of a dtiilod cur- 
rent firvnciel rtotement d the executive officer: and 

(4) tide subject to the conditioa in writiq thot 
rhc extension d credit will. ~1 the opticm d the 
ntmber bmk, becmt due and payable l t any time 
that the officer is indebted to any other honk or 
banb in I” qgmg.tc .mou~t gtwter utul the 
amouttt r&W fm o cotegary d credit in pare- 
graph [c) of this tectiat. 

49 a;octdJ?r20,1PBS.#FR42600B472S~ 
May IE! 1992, 37 FR 21199 (f88,915 ; effective 

~2l5Subm~~mkl,l~ f7y 

datorwnedMry28.1992.57PR22417. 

No e*ccutive dfw, dirrnor. Q primipel shere- 
hokler d a nwnher hank shall knowingly receive (or .- 

knowingly pmit any of thet pm’$ nhtd intcr- 
ew to receive) horn a mcmkr tak. direcrly or 
indirectly. my cxtmsicm of ordit not authorized 
under this part. 

[Sac. 215.6 .s added May t8.1992.57 FR 21199 
~R3flflJ41~$ldftctive dote rewed May 28, IW2, 57 

[132.aw 
b215.7 Rmnrlw d cm&r outotanding on 
Huch 10,1979. 

(a) Any crlension of credit that was outstandin 
cat March IO. 1979, end that would, if mode on or 
l ftcr March 10, I%% violate 1215 4(c) of this part. 
shall k reduced in *mount by March 10,19Bo, to be 
in compliwvx with the lendiry limit in #215.4(c). 
Any rmewal or cncnsicm d such on extenrim of 
credit on IX alter hlerch IO. 197% shell bt mode 
only cm terms that will bring rhe extension ol credit 
into compliim with the kndin6 limit of 4 21 S.qc) 
by March 10,19BD. Iiowver. l yer(enrion of credit 
ma& before March 10. 1979, thet beerr a wific 
nuturitv dote d March 10. IBO. or lotor. shall bt 
repaid ib l ccordonce with its repa’ 
existence on (K k&m March IO. 1 B 

ment schedule in 
79. 

(b) Ii a memkr bank is unabk to briy rll elben- 
sionb of Credit outaondin6 MI March 10, 1979, into 
compliemc as required by ponpeph lo) of this 
section, the member bent shall promptly repart that 
fact to the Comptroller d the Currency, in the CPY 
of a natiaul benk. or to the approprutc Fedcrol 
Rtstrw 6ank. in the case of e State member bank. 
md explain the rewonl why all the extensions of 
credit cannot k brought into compliance. The 
Complroller or rhe Reaervt Bank. es thr use may 
k, is ~uthwized. on the basis of &xd cwse shown. 
to nttnd the March 10. MO, dote for compliwat 
for any cxlmrim ol credit for not more thrn two 
odditionalanr.yeor periods. 

[Sec. 215.7 as ruksi#nried Imm Sec. 215.6, M&y 
113. 1992. 57 FR 21199 (lsS,SW; c&c&tin date 
revised May 28,1992,57 FR 22417.1 

Each member honk s&l! mointrin rocwds necer- 
uy fa mmplionco with the requirements d this 
prt. mew records thall (a) identify ell executive 
offiirs, dimtors, ad principal shoreholden oi the 
member hnk and the related interests of lhm 

kzzrz22:%2t% :z:z ‘% : 
that prlmn and to their rchb?d btteruta Each 
mcmlm hnk sholl rcaueot et koot onnudlv that 
wb executive officer. bimtor. 0T principl~ohore. 
holder d the membu bank idemib the related in. 
tcreas cd that pmm 
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1513 9-17-m Rllguhdono--Lowtolpmzvtirr offfan- CFR Put 215 15.095-3 
[stc 2lSE II rakriglultd rmn SEC. 2153. YlY 

18, IW.2, S? FR 21199 CffR3.915, effectwe drlc 
mvited Ly 28,1992,57 FR 22417.j 

pfgn committee the funds OT rcniccs of which will 
bmfirrpmtlathatisClkltmfkd~lpcram 

F&h mcutivt officer’ d * member hnk who 
twoma indebted to WY other bank w  bnnka in in 
aggtegrtc amunt gmltr thrn tbt l wmt swcifwd 
for * crttgory of credit in #215.5(c) d thii put, 
shtll. within 10 daya of the date the indebtcdnar 
rearhu 3wh t level. nuke . *rillm repal 10 thr 
bold d directaa d the officzr’s bnk. The refxrt 
rhrll we tht k&r’s nmn, the date md l naunt 
d ach cnension of cedft, my rmrity fm it. rod 
the pu- lor which tbc praccds hwe bntt ot l e 
tobtud. 

[SC 215.9 M amen&d Oclokr 20.1983,411 FR 
4280) (1199,725,; as mdtdllod hm sec. 2158 
hiry 18. 1592, 37 YR 21199 (1133,915k cffativc 
htt revised May 26,1592,57 FR22417.1 

I1 SZ.Ql@~ 

4 215.10 RePat OrI adit to axrmtln dfket% 

Each mtmber bwk shrll include with (but not u 
put of) ewh repat d tmditian (and capy thawf) 
filed pursuant to 12 U.K. lffl7(1K31 I rwwt d di 
ennaimr of c&it III& by the member lmnk to its 
-tin officer8 since the drte o[ the lnnk’r prwf- 
ms repxt of conditim. 

drtc revised by 28. 1992.57 FR 22417. 

[13mlil 

For the purpm ol thit section wd Subpart B, a 
rektod inlet-en doer na irrlude L bnk m l foreign 
bu*Iudtfined in I2 U.S.C.SlW7)). 

(2) A member tmnk is not mquiretl to dike the 
spscitic ~ntounts of indivfdud ntcnaiau of credit. 

Cc) Mainmining mmdt. Etch member bank d-toll 
nminuin records al rll requests for the infanwtim 
dwcritwd in pamgnph (b) of thir s&an and the 
diiposition of such rcguestr. Thcbe rewds mpy be 
dbpwed of ~fttr t*o yern from the bte cd the 
request. 

[Sec. 215.11 as rmended Dewnber 31, 19&S. 48 
FR S6W fl99.810~ amxted Janwry 24.15%4,49 
FR m u redeligmted lrom SK. 215.10. May 18, 
l992,57 FR 21159 (!88,9l53; effective dwz rewed 
May 28 1992.57 FR 22417.J 

1n32.012~ 

Each executive offittr or ditwtw d a member 
bank the sbrtw d which l re not publicly tmdcd 
shall report mnwlly to the bard d dinnm d rht 
member bwdt the autstwding mount of my credit 
that wae txtcn&d IO tht emcutive dliir or director 
and thrt ia rewed ty shbm of rhc member hnk. 

fl &is) effective da rcvilcb Mai 28, WX!. 57 
213.12u&iaiMay1g 1992 57FRz1199 

PR 2417) 

Any member knk. or any dkor, diestw, rm- 
ployec. agent, or other ptson pwliciprting in lht 
cmdwt d the alfain of the bank, chrt violates u~y 
provision of thk wbprt (aher tbu~ (215.111 is 
rubjjt 10 I civil pen&n u ‘Find ia XaiDn 29 
d the RrJml Raewe Acl(12 ‘pp” .s.c. 501): 

s215.13 732,013 
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'132,015 g215.13 ~macammwcrmwHorrkt. 

Page 101 GAO/GGD-94-88 Bank Insider Activities 



Appendix III 
Federal Reserve Regulation 0 

by other hanks shnll not bt subject to my bmitarion 
baaed on uoiul and surplus. 

~31 L&and enensi& of credit secured by bills 
of Iadinq. warehouse receipts. or similar dcatmcnts 
transferring or ~curing title to rtdily marketable 
srbples shall be subject IO L timitaticn of 35 per 
centum 01 capital and 4urplur in addition lo the 
gencml Iimitations if the marker value of the stapler 
rcurin~ each additiaral kan R  cxtewolon of credit 
at all trmeines equnlr or exceeds 113 pr centurn of the 
outrunding amount of such hn or nttttdm d 
credit. The stroln shalt k fulls covered bv insw 
awe whtntver it is customary tdinrure rttch~staples. 

(4) torn5 0T txtcnriomr of credit secured by bonds. 
noter. certificates of indebtedness. oc Tm~~urv bill8 
of the United Sutn or by other such &Ii -tima 
iully gurruwed as to principal md intcrmt Gthc 
United States shhdl not ix subject to any limitation 
based on apical and surplus. 

IS) ~canr cl edenlions of credil to oc secured by 
uncaditional tnkcoul commitmenta or ~wranleesof 
my ckpartmcnt. yncy. bureau, boarhcommissfon, 
ot ertablishment of the United States ot my c- 
ration wholly owned directly or indirectly by the 
United Statea shall not be subject to any bmiution 
based m capital and surplus. 

(61 Lomu or txtcnrions of credil secured by a 
sgre~attd depasit account in rhe lending bank shall 
not be subject to any limitation bawd on capital and 
IUrplUP. 

(7\ Loans or extensions of credit to *ny financial 
insutution or to env rxeivcr. cmxrvatm. suoenn- 
tendent 01 banks. ir otkr a&t in charge if the 
business and property of such finmnci~l inrritution, 
when such Ian5 or extensions of credit we ~pprovrd 
by the Comptmlltr of the Currency, slull not be 
subject to mw limitation based on capital and WI. 
Ol”i. 

M)(A) Loans and extensions of credit arising from 
the diwount d ne~otiablr or non-negotiable install. 
ment conwmer r&w which carries-a full recourl+ 
endonement or t&xtdiciorul guarantee by the per. 
son tnnrfcrrittt the paper shall be subject under this 
section to e mrximum limitation equal to 25 per 
centurn of wch capital and surplus. notrrithttadin~ 
the cdlateral rectuirementr set forth in subsection 

(61 If the bank’s files or the knowledge of its 
officen of the financirl condition of each maker of 
such c~~urntr paper is rewnably rdequate, and an 
officer d the brnk &sip&d for that purpore by 
the bard of directors of the hank certifies in witin 
that the bank is rclyin~ prfnwfly upon the reaponsf- 
hlity of each maker for payment of such loins or 
utemimr of credit and not muon U)Y full *r martial 
recourrc codonement or grunntee’ by the’1mnl- 
feror, the limitnrianr d this section as to the Icans ot 
extewirma of credit of each such maker shill k the 
role rpplic&le lwt liiitations. 

(9MA) Ians and catemima of credit secured LY 
rhippinu documenta ot instruments transfertiny & 
secunry title cavermg livegtnck or dving a lien on 
livesteck when tbe mrtket nlue of the livestock 
securing the obligation is not at any time lea than 
115 per centum of tk fncc l tnoutu of the not: 
covered. shall be subject under thii tection tiwith- 
rtandin~ tk coWeral muinmcntr set lath in 
subsection faK21 of thie section. lo I nudmum limi- 

drc Officam-12 CFRPart215 15,097 
ution equal to 25 per centurn d such capital and 
surplus. 

(B) Loans and extensions of credit which arise 
fmm the ducount by dealers in d&y cattk of paper 
liven in payment for dairy caitlt. which ppr car. 
ria L full recowr cndawmmt or unmndition~! 
guuwtee of the seller. and which arc rrcured by the 
cattle king sold, shall h subject under this section, 
notwithrtandinr the collaur~l reauirements set 
forth in ptagt&h IaK2) of this se&n. Lo a limitr. 
timof ar~cntumof~ehapi~lmd~urplus. 

(10) L.&r or extensions d credit to the Student 
Lorn Marketing Association ahall not be s&w1 to 
any limit&m based cm capital wtd surplus. 
Acrluoul-f 01 CouPfmnL ExwmxcumENcv 

(dKI) ‘Ihe ComptrdIer of the Currency may pre. 
scrik rules wtd regulations to administer and carry 
nut the purposes of this nctiat. including ruler 01 
rewlatiotu to define or fttunhn &fine temts urd in 
t l% section and to estrbtiih limits or requirements 
other than thw specifted in this mtion fur particu. 
lar classes or cnlcgooria of km5 or extct&ta of 
credit. 

(2) The Comptroller of the Currency also shall 
have authority to determine when a loan putatively 
made to P pr+rm sh*ll for purpou, of this section he 
rttributcd to another perrvl 

BlmFutT B-Rswlla on InDnTxonEu OF 

inI Av&cwity This subpart is issued pursuant to 
section Ii(i) of the Federal Reserve hct (12 U.S.C 
24&J) and 12 USC. 1972(2KFKvi). 

(b) Purpose ad -. ‘f&s wubprt impkmentr 
the npanin~ requirements of Title VIII of the Fi. 
nancial Institutions Renubtwy and Interest Rate 
Contml Act d 1978 WIRA) IPub. L. 95650) .s 
amend& by the Gnm.St l&main Deporftory Ins& 
tutions Act of 1962 (Pub. L. 97~3201, I2 U.S.C. 1972 
(ZKg). Title VIII prabibits (I) gmkmtirl ltnding 
by a hank to executive dfiim, diruxors, rd prittci- 
pal sbareholdcrs ol dnothcr bank when them is a 
corrcswndcnt account nl&mshin between the 
hanks.- md (2) the opaitt# of a c&sfxncknt ac- 
count relationship between bw&a vht* tlwt is * 
prdmn~irl cnnisiott of credit by one of the banks 
to an cwcutivt officer, direxa. 0T ptincipi shrre- 
holder of the other bank. 

[sec. 21520 a1 rmmdtd Eecmkr 51. 1983.4s 
F.R. 56932 (~99,810).] 

Faa the purpora of this subpart. tbe fol low@ 
deflnitimtr apply unksa otherwise sp&ficd: 

(a) “Bettk” tw the mattiw &en in 12 U.SC. 
184W. and includes fi bnn& Q  agency of * Iorrign 
knk. or L comtnenLl lendfry amqmny cimtrdled 
byrforti~nbJmbyIumpnytk1rontrol.r 
forei~ hwtk. where the bmnch 01 agency is main- 
tained in L State of the United Statea Q  in the 
District d Glumbia or the wmmeainl lendh can- 
pny is wnircd undn State law. 

gn1s.21 932,021 
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(b) “Cam~ny.” “control of L canpny or bank,” 
“crrecutivc officer.” lo “ertcnrion d credit.” “imme. 
dintc family.” and “person” have the meaninga P 
vidcd in Subpart A. 

(c) “Correspondent account” is an wcmmt tbal is 
mrinteined by L bank with rnahcr bank fm the 
depic or piecement d funds. A correspmcknt .c. 
count dam not include; 

(d) “Cmmpmdmt bank” means . hnk UW 
mrinrainr one m mm rorrespantkn: accamu lm l 
mmbcr bak during l ulendu yeer that in the 
ag~rsgerr oxcoed an rvcrw Lily bslonce during 
that year of $lMt,COTIa 0.5 p cent of such member 
bank’s tntal deporitr (a3 rcprted in its first mnwli- 
&ted repnt ol condition durina that cnkndm y-ear). 
whichever wncunt ia anrlkr. 

NC) “Rincipri shmholdcr” and “t&ted interest” 
have rhc muningm provided in $215.10 d Sub~n 
A 

[Sec. 21521 OS amended October 20, 19&J. 48 
F.R. 42804 (fi99.7W.l 

(b) Cmenf~ of report. The report required by rhir 
section shall include the f&wine infmnation: 

conditions) of uch externrin d credit included in 
the indebrdw rewrted under Mnwh (bM1) d 

(2) “Muimum amounl ol -* mema. 
st the tim d the retmrtin~ Ann. citha fi) the 
hi&at &tstandirq b&t&&s during the -&n- 
dsr yeer for which the mpon is mark, or (iii) the 
highest md d rhs month ittdebt+nar outatandily 
“51 the cakedar year fw whuh tk rcpmr IS 

Id) Retedm d repuu l t member banks. ‘IRS 
reporta required by this section aball he tined at 
ho mtmbor hank for J prid d three pm ‘Ibe 
Rossrut hnk cc tic Comptrdkr. ~1 the case may 
k. nuy rquirs these reporta to k wined by the 
bank Iot m &liLionrl period d time. The rcpmts 
likd under this section #R not required by thir 
rtrutatim to be nude rvaikbk to the wblic nnd 
&It not k fikd with the Revrvc B&k 01 tbc 
comPtroller unkss sacilkaliy RQUtStd. 

(I) The dmum mlwunt d-lrl&btainesa of the I1 ww 
executive offi m principl sharebdda ird of ach 
d that mm’s 
mc~bcr g: 

nlmod intcwstr to each d the 
ntc3 cormponden1 bmb durint? the crl- - 

(2) lb l maunt d indebtcdnar of rhe exautiw 
olficcr or principl shareholder and cd each d that 
prsm’r related interests outstandiry to each d the 
member bmk’s cotreaponctcnt hanks es d Icn husk 
nee dys hefore the report required by this x4a1 
k filed, t md 

'1132,022 g215.22 

~vihbk the n&es d ach d ita -tive dficen 
and tech of its principal lhrrehdden to wbnm, OT to 
whus r&ted ~IILWOSU, MY .?omqm&nt hak d 
rbe membtt bank had outsundii(r. at my time 
duripl the pmviaus calendar yea!, an eatmaim d 
cKdt&hJt, wl!on Jgp@sd mth Jy other out- 

cxtawma d ctuiil at such ume from *II 
ccempdmt hanks d the member bank to such 
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I?44 65-92 R~lAm O-Lana to Rmeuti ommm-12 cm? ParI 215 15,099 

[Tim wxi w io 15.111.J 
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GAO’s Attempt to Use LAMIS Database to 
Identify the Extent of Insider Lending at 
Failed Banks 

When a bank fails, FDIC receives and services all of the bank’s loans that 
are not sold to an acquirer or transferred to an outside loan servicer. Of 
the 286 banks that failed in 1990 or 1991, FDIC contracted out loans from 8 
of the largest banks to 7 outside loan servicers. FDIC officials told us that 
they do not maintain automated data on individual loans that they are not 
servicing. However, for those loans that FDIC does retain, DOL maintains 
individual loan data on its UMLS database. Thus, we could access only 
varying portions of each bank’s loan portfolio. LAMIS was the only 
automated source available through which we could access significant 
portions of the loan portfolios of failed banks. 

In preliminary meetings with senior DOL officials, we were told that LAMIS 
could provide us with data on the extent of lending to insiders for all loans 
maintained on LAMIS (i.e., all loans that were not sold or transferred to an 
outside servicer). Although LAMIS contains a broad range of data on the 
assets retained by FDIC, it does not contain a data field that identifies 
insider loans. However, DOL officials told us such data could be derived 
from LAMIS if we could provide DOL staff with a list of names and related 
interests for the insiders at a given bank. To do so, DOL would need to 
develop a computer program that would match borrowers listed on LAMIS 
with our list of insiders and their related interests. 

To determine whether it was feasible to identify insider-related loans 
through LAMIS, we provided FDIC with an extensive list of insiders and their 
related interests from bank failures associated with the James Madison 
Limited holding company. This list had been developed for one of our 
prior reports on the Bank of New England and Madison failures.’ To 
prepare for that report, we reviewed data developed by the Office of the 
Comptroller of the Currency (occ), which indicated that loans to Madison 
insiders totaled $83 million (or 17 percent of all loans). We then attempted 
to match the names of the Madison’s insiders and their related interests to 
the names on the LAME database for Madison. If the match program 
produced results that were generally in agreement with the occ data, we 
felt we could be reasonably confident that the match had been effective. 

‘Bank Supervision: 002’s Supervision of the Bank of New England Was Not Timely or Forceful 
(GAO/GGD-91-128, Sept. 16, 1991). 
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A 

Test Case of LAMB LAMIS contained the names of more than 8,000 Madison borrowers,2 and 

Match Proves 
our list contained the names of more than 500 insiders and their related 
interests. Given the extensive lending to Madison insiders described in our 

Problematic but prior report, we anticipated the match would identify a significant number 

Yields Some 
Encouraging Results 

of insider-related loans. Unfortunately, the computer matching program 
developed by DOL staff did not identify any insider-related loans. 

DOL staff told us that one of the principal difficulties they encountered was 
the inability of DOL'S program to compensate for various derivations of 
names. For example, if LAMIS listed a borrower as Smith & Co. and our list 
identified the same organization as Smith and Company, the computer 
would not recognize this as a match and the loan would not be identified 
as insider-related. Still, given the extensive amount of lending to insiders 
that occurred and the large number of borrowers and known insiders, we 
believed it highly implausible that no two names were identical. 

We requested and DOL agreed to provide computer tapes of the LAMIS data 
for Madison. We developed a computer program that identified a small 
number of loans to insiders in which the name on LAME and the name on 
our list were identical. Later, we realized this effort was inadequate given 
the extent of insider lending at Madison banks. 

We next devised a computer program that matched names using only the 
first four characters of the borrower’s name with the first four characters 
of the insider’s name. Using the same example presented earlier, the name 
on our list (Smith and Company) would now match the name as it appears 
on LAINIS (Smith & Co.). However, the name would also match with every 
other “Smith” listed on LAMIS. The result of this program was a listing of 
nearly 1,200 potential matches, each needing manual review to determine 
whether it was, in fact, an insider-related loan. 

To reduce the amount of manual review needed to identify loans that were 
insider-related, we eliminated all loans of less than $10,000 and ran the 
program again. Using this approach, we reduced the number of potential 
matches to 695. From these, we manually identified 153 matches. These 
matches were further reviewed to eliminate double counting of loans for 
which more than one insider had been listed as a borrower, In our final 
count, we identified 127 insider related loans involving amounts of $10,000 
or more. 

2Thl number represents the number of entries listed on the LAMIS “Borrower Query File” for 
Madison It overstates the number of borrowers (i.e., borrowers, co-signers, and guarantors) because 
those involved with a number of loans are listed repeatedly. 
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Our anaIysis of these insider-related loans showed the aggregate loan 
amount to be $71 million dollars. This amount represented approximately 
18 percent of the Madison loans of $10,000 or more listed on LAME. 
Because this percentage was in line with the level of insider lending 
activity identitied by occ shortly before Madison’s failure, we believe our 
approach resulted in a reasonable estimate of the insider lending activity 
at Madison. 

Finally, we ran an analysis of the insider-related loans to determine the 
extent to which these loans were nonperforming. We found that 
85 percent of insider loans and 83 percent of Madison’s entire loan 
portfolio were nonperforming loans. Because we had not anticipated such 
a high percentage of nonperforming 10a.n.q~ we asked DOL staff to review 
our approach and results to determine whether they found them 
reasonable. DOL staff had no concerns with our approach and said they 
reached a similar percentage of nonperforming loans when they tested 
data from Madison on LAMIS. 

Applying the Match 
Program to a Large 
Number of Banks Is 
Impractical 

Although we were generally satisfied that the results from the test match 
were a fair approximation of the extent of insider lending at Madison, we 
recognized that there were several impediments to applying this approach 
to a large number of failed banks. For example, developing a 
comprehensive list of insiders and their related interests involved a 
significant amount of work. Even when a bank maintained records on 
insiders and their related interests, it was di.%xlt to determine whether 
the records were comprehensive, Often, we found numerous documents 
had to be reviewed to develop lists of insiders. 

In addition, to effect the match, the names of all insiders and their 
identified related interests must be entered into an automated system. 
There is also programming time involved to generate the match for each 
bank, and more significantly, time is needed to manually review the 
potential matches from each bank to determine the actual number of loans 
made to bank insiders. Although we believe few banks would approach 
the extensive number of insiders and related interests found at Madison, 

% general, these were loans that were more than 90 days past due or for which the terms of the 
original loan agreement were renegotiated. 

%lthough we had not developed data specifically on nonperformlng loans at Madiin before it failed, 
we found that 43 percent (i.e., about half of what is now nonperforming) of Madison’s loans were 
critic&d by OCC as having a less than satisfactory likelihood of repayment. 
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the resources needed to develop insider databases for the nearly 300 
failures in our universe of matches was prohibitive. 

In addition to the resources involved, we were concerned about the 
accuracy and completeness of the data produced by the matches. Unlike 
Madison, where we had data on the extent of insider lending identified 
before the bank failed, we had no measure by which to gauge the success 
of these matches. Further, as we noted earlier in this section, the 
percentage of a bank’s loan portfolio that is captured on LAMIS varies from 
bank to bank. This variation makes it impossible to obtain complete data 
on the extent of insider lending for all failed banks. 

Given all these impediments and our concern about the accuracy of the 
results, we decided to expand the match to only nine other failed banks. 
These banks were selected on the basis of (1) an assessment by our 
regional office staff on the extent to which documents held by FDIC 

provided complete information on a bank’s insiders and their related 
interests, (2) the number of borrowers listed on LAMIS for each bank, and 
(3) geographic distribution. The results from the matches for all 10 banks 
are provided in table IV. 1. 

Table IV.l: Insider Lending at 10 Failed Banks 
Dollars in thousands 

Bank 
Everman National Bank of Forth Worth 

insider loans 
Percentage of 

Borrowers asa 
bank’s loans percentage of 

on LAMIS Loan category All Insiders all loans 
30% Performing $1,005 $0 0% 

Nonperforming 11,628 0 0% 
Subtotal (active loans) 12,633 0 0% 
Nonperforming as a 
percentage of active 
loans 92% 0 

d 
Charge-offs 1,788 0 0% 
Total (all loans) 14,421 0 0% 

First National Bank of Desoto 

Charge-offs as a 
percentage of all loans 12% 0 

65% Performing 667 204 31% 
Nonperforming 10,372 65 1% 
Subtotal (active loans) 11,039 269 2% 
Nonperforming as a 
percentage of active 
loans 94% 

i 

24% 
(continued) 
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Appendix IV 
GAO’s Attempt to Use LAMIS Database to 
Identify the Extent of Insider Lending at 
Failed Banks 

Dollars in thousands 
Insider loans 

Bank 

Percentage of 
bank’s loans 

on LAMIS Loan category 
Charge-offs 

Borrowers 
asa 

percentage of 
All Insiders all loans 

1,617 0 0% 

Total (all loans) 12,656 269 2% 

Charge-offs as a 
percentage of all loans 13% 0% 

First National Bank of Kendale 37% Performina 612 48 8% 

Pontchartrain State Bank 

Nonperforming 6,900 560 8% 
Subtotal (active loans) 7,512 608 8% 

Nonperforming as a 
percentage of active 
loans 

Charge-offs 

92% 92% 

1,031 47 5% 
Total (all loans) 8,543 655 8% 
Charge-offs as a 
percentage of all loans 12% 7% 

59% Performing 6,117 0 0% 
Nonoerformina 46.835 1.271 3% 
Subtotal (active loans) 52,952 1,271 2% 
Nonperforming as a 
percentage of active 
loans 88% 100% 

Charge-offs 4,262 0 0% 
Total (all loans) 57,214 1,271 2% 

Southcoast Bank Corporation 

Charge-offs as a 
percentage of all loans 7% 0% 

77% Performing 1,601 0 0% 
Nonoerformina 

Subtotal (active loans) 

12.960 ..-- 1.007 

14,561 
8% 

1,007 7% 
Nonperforming as a 
percentage of active 
loans 

Charge-offs 
89% 100% 

2,465 330 13% 
Total (all loans) 

Charge-offs as a 
percentage of all loans 

17,025 1,337 8% 

14% 25% 
Madison National Banks 76% Performing 63,437 10,101 16% 

Nonperforming 318,177 56,897 18% 
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Appendix IV 
GAO’s Attempt to Use LAMXS Database to 
Identify the Extent of Insider Lending at 
Failed Banks 

Dollars in thousands 
Insider loans 

Bank 

Percentage of 
bank’s loans 

on LAMiS Loan category 
Nonperforming as a 
percentage of active 
loans 
Charge-offs 

Total (all loans) 
Charge-offs as a 
percentage of all loans 
Performing 
Nonperforming 

Subtotal (active loans) 

Nonperforming as a 
percentage of active 
loans 

Borrowers 
asa 

percentage of 
All Insiders all loans 

33% 05% 

22,956 4,013 17% 

404,570 71,011 18% 

The Landmark Bank 89% 

6% 
la.417 

147,629 

166,046 

89% 

6% 

242 1% 
14,523 10% 

14,765 9% 

98% 

Enfield National Bank 

Charge-offs 23,284 2,618 11% 
Total (all loans) 189,330 17,383 9% 

Charge-offs as a 
percentage of all loans 12% 15% 

am Performing ma 0 0% 
Nonperforming 14,464 250 2% 

First Pacific Bank 

Citizens National Bank of Limon 

Subtotal (active loans) 15.152 250 2% 

Nonperforming as a 
percentage of active 
loans 95% 100% 
Charae-offs 726 34 5% 
Total (all loans] 5,878 284 2% 

Charge-offs as a 
percentaae of all loans 5% 12% 

83% Performing 4,142 0 0% 
Nonperforming 53,054 632 1% 
Subtotal {active loans) 

Nonperforming as a 
percentage of active 
loans 
Charge-offs 

57,196 632 1% 

93% 100% Q 
6,925 0 0% ; 

Total (ail loans) 64.121 632 1% 
Charge-offs as a 
percentage of all loans 11% 0% 

43% Performing 138 0 0% 
Nonperforming 2,124 0 0% 

(continued) 
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Appendix N 
GAO’s Attempt to Use L&MIS Database to 
Identify the Extent of Insider Lending at 
Failed Banks 

Dollars in thousands 

Bank 

Percentage of 
bank’s loans 

on LAMIS Loan category 
Subtotal (active loans) 

Nonperforming as a 
percentage of active 
loans 

Insider loans 

Borrowers as a 
percentage of / 

All Insiders all loans ;I 

2,262 0 0% I 

E 
94% 0 / 

Charge-offs 683 0 0% : 

Total (all loans) 2,945 0 0% 1 

Charge-offs as a 
percentage of all loans 23% 0 

Note 1: These 10 banks were selected on the basis of (1) our assessment of the completeness of I/ 
FDIC’s records concerning insiders and their related interests for each bank, (2) the number of 
each bank’s borr0wc.s listed on LAME, and (3) geographic distribution. 

Note 2: Performing loans are loans that are 97 days or less past due (a 7-day grace period has 
been added to the usual threshold of 90 days to allow for data entry lag time in the LAMIS 
system) and have not been renegotiated or charged-off. 

Note 3: Nonperforming loans are loans that are more than 97 days past due or have been 
renegotiated. 

Note 4: Charge-offs are loans that have been written off as uncollectible 

Source: GAO analysis of FDIC data 
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State Laws and Regulations That Govern 
Insider Activities 

In addition to Federal Reserve Regulation 0, state laws and regulations 
govern insider activities for state-chartered banks. By surveying state 
banking laws and regulations governing insider activity, we found that the 
majority of states have banking laws comparable to Regulation 0. 
However, some states have laws that are more stringent than Regulation 0 
concerning the definition of insiders, preferential terms, lending limits, 
prior board of directors approval, and overdrafts. 

We obtained information on state banking laws and regulations from 
almost all of the states through a survey we made with the cooperation of 
the Conference of State Bank Supervisors. We also conducted in-depth 
interviews with officials from state banking departments in 10 states to 
obtain information on the examination policies and procedures they used 
to detect insider activity. From these interviews, we found that a few state 
banking agencies consistently included a review for insider activity in their 
examinations of state-chartered banks. Two state banking agency officials 
told us they incorporate a review of insider activity on a periodic, or 
as-needed, basis. One state, Texas, has developed, implemented, and 
incorporated examination modules to specifically evaluate the 
effectiveness of bank management. 

Some State Banking 
Laws Are More 
Stringent Than 
Regulation 0 

Regulation 0 places certain restrictions on loans to insiders that are 
applicable to all federally insured state banks. In addition, on the basis of 
responses we received from our survey of state banking agencies 
regarding the comparison of their banking laws and regulations to 
Regulation 0, we found that 12 of the 50 states and territories that 
responded to our survey have state banking laws and regulations about 
insiders with some provisions that are more stringent than Regulation 0. 
Prior board of directors approval and the overall lending limits were the 
two provisions that we most often found to be more stringent than the 
corresponding provisions outlined in Regulation 0. 

For example, Kansas banking law requires that any insider loans to bank 
officers resulting in total liability of the officer to the bank of over $10,000 
receive prior approval from a bank’s board of directors. Regulation 0 
stipulates that any insider loans which when aggregated with all other 
extensions of credit to an insider exceed 5 percent of a bank’s unimpaired 
capital and unimpaired surplus or $25,000, whichever is greater, must be 
approved in advance by the board of directors. In addition, Kansas appears 
to have more stringent provisions on lending limits to insiders with a 
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&percent lending limit on loans to bank officers and employees.’ In 
comparison, Regulation 0 sets the lending at 15 percent of a banks capital 
on loans that are not fully secured and an additional 10 percent of loans 
that are fully secured. IIawaii’s definition of insiders is more stringent than 
Regulation 0 because it also includes bank employees; agents; and any 
company, firm, partnership, or association in which the officers or 
directors have an indirect or direct interest. We found that other states 
also include various bank employees in their definition of insiders. For 
example, West Virginia considers a banks assistant treasurer, assistant 
secretary, assistant cashier, and assistant comptroller to be bank officers 
subject to insider-related restrictions. 

In one state that responded to our survey, various provisions of its banking 
laws are written broadly, but the implementation of the banking laws is 
stringent. On the basis of our survey and interview with the Virginia 
Banking Commissioner, we found that most of the state’s banking laws 
about insiders are written to alIow for the judgment and interpretation of 
the banking commissioner, For example, the Virginia banking provision on 
the aggregate lending on insider loans allows the commissioner to set the 
aggregate lending rate at an amount that is %ot . . . excessive.” In many 
cases, the commissioner has set the limit more stringently than that set by 
Regulation 0. 

State Bank Similar to federal examinations of banks, state examinations of 

Examinations Include 
state-chartered banks also evaluate the financial safety and soundness of 
banks. According to state banking officials in several states where we 

a Review of Insider conducted our interviews, the majority of the state examinations include a 

Activity review to determine the extent of insider activity and how well that 
activity complied with federal and state banking laws. From our 
discussions with the officials, we noted that state bank examination 
procedures for insider activity focus mainly on loans to insiders. These 
provisions include reviews of loans for preferential terms; prior approval 
by boards of directors; and other insider-related activities, such as 
overdraft violations. 

Some state banking agencies include a very detailed review for insider 
activity in every examination. According to officials in the Florida, 
Massachusetts, and North Carolina state banking agencies, a review for 
insider activity is included in every examination. Their examination 
procedures consist of the examination of the banks loan portfolios for 

‘Percentages are of the bank’s unimpaired capital and unimpaired surplus funds. 
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insider lending and the compliance of insider lending with applicable state 
and federal banking laws. 

According to banking officials in two states, the scope of their 
examinations includes a review for directors and officers (D&O) liability 

insurance. Officials said that the review for D&O liability insurance includes 
a determination of whether banks have the insurance and how adequate 
the insurance coverage is. As we discussed in chapter 5, we also believe a 
review to determine the presence of D&O insurance could be very 
beneficial. As we found in our analysis of failed banks, 70 percent of the 
banks had either let their D&O insurance lapse before they failed or never 
had D&O insurance coverage. 

Examination 
indicative of management problems in banks. According to officials in 
state banking departments, the effectiveness of bank management is 

Programs Review the important and plays a vital role in the overall financial health of banks. A 

Effectiveness of Bank few states have included in their bank examinations an additional module 

Management 
to independently evaluate bank management. Many officials we spoke 
with in the state banking departments believe an independent evaluation 
of bank management is important because it often provides information 
on aspects of banks’ overall operation, financial performance, and 
condition. For example, officials in Minnesota’s banking department 
evaluate bank management because they believe weak and ineffective 
management tends to be the single most significant reason for bank 
failures. 

Because of their belief in the fundamental importance of management, 
officials in the Texas banking department implemented and incorporated 
into their bank examinations a management evaluation program that 
assesses the management of state-chartered banks. The Texas 
management evaluation program evaluates management’s performance in 
five functional areas of bank operations: (1) lending and credit 
administration, (2) investments, (3) asset-liability and funds management, 
(4) audit and operations, and (5) planning and budgeting. Each area is 
reviewed and evaluated on the following five components: policies, 
procedures, internal controls, performance, and prospects. A numeric 
rating of 1 to 5, with 1 being excellent and 5 being totally unacceptable, is 
given to each functional area based on the review of the five components. 
An overall management rating is then derived on the basis of the relative 
rankings given each of the five functional areas. On the basis of the overall 
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management rating, appropriate comments are provided on the strengths, 
weaknesses, future plans, and recommendations for each of the five areas. 

Texas officials told us they feel strongly that this program has reduced the 
number of bank failures due to managerial incompetence, director neglect, 
and insider abuse. 
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Training Opportunities for Bank Directors 

We interviewed federal and state regulatory agencies and some bank trade 
associations to determine the various kinds of training available for bank 
directors. We found that some training opportunities are available for bank 
directors; however, much of the training available is geared more to bank 
managers than directors. Federal regulators have implemented some 
training for bank directors. 

Federal md State 
Regulators Sponsor 
Some Training 

Federal bank regulators do not have extensive training programs for bank 
directors, However, they do sponsor training programs on a periodic basis, 
participate in conferences, seminars, and other forums sponsored by other 
groups, including bank trade associations. For example, each of OCC’S 
district offices is responsible for developing seminars and workshops for 
directors of banks in their vicinity. In another example, the Federal 
Reserve Bank of Philadelphia sponsors a seminar on regulatory 
compliance and holds annual meetings with aU bankers in its district. 
Officials told us that many outside directors attend these training sessions. 

FDIC, the Federal Reserve, and occ provide to bank directors a handbook 
entitled the Pocket Guide for Directors: Guidelines for Financial 
Institution Directors, This publication was developed by F-LX and endorsed 
by the Federal Reserve, occ, and the Federal Home Loan Bank Board. In 
addition, each federal regulator distributes its own publications to 
directow. occ distributes The Director’s Book: The Role of A National 
Bank Director. The Federal Reserve also distributes publications. For 
example, the Federal Reserve Bank of Atlanta has published guidance for 
directors caRed The New Bank Director’s Primer: A Guide to Management 
Oversight and Bank Regulation for directors of newly chartered financial 
institutions. Each of these publications outlines the responsibilities of the 
board, highlights areas of concerns, and addresses in broad terms the 
duties and liabihties of individual directors. 

State Regulatory Agency 
Efforts 

Some state bank regulatory agencies we reviewed also sponsor training 
programs. Three of the 13 state banking departments we reviewed offer 
seminars, workshops, and discussion forums for bank directors. For 
example, the North Carolina and Ohio state banking departments have 
sponsored annual banking conferences for directors. The conferences 
sponsored by North Carolina included such topics as directors’ duties and 
responsibilities, effective bank management, and proper board oversight 
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Banking Trade The banking trade associations and other industry groups, such as the 

Associations Sponsor 
providers of directors and officers liability insurance and law fu-ms, have 
provided training opportunities designed mainly for bank managers. More 

Training Programs recently, however, those in the banking industry have provided some 
training specifically for bank directors. In addition, the trade associations 
also provide journals, informational pamphlets, and other written 
materials to directors to keep them informed and knowledgeable about 
various banking subjects. 

Director Certificate 
PrOgrZUll 

In October 1992, the American Association of Bank Directors (AABD) 

established an educational foundation to promote the professionaI 
development of bank and thrift directors. The foundation offers a director 
certificate training program through the completion of continuing 
education requirements. Directors who complete a &hour core education 
program and participate in an annual 6-hour supplemental educational 
program receive certificates from the foundation. AABD officials believe the 
certificate program wilI enhance directors’ ability to fuIfill their oversight 
responsibilities. 
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Comments From the Office of the 
Comptroller of the Currency 

Note: GAO comments 

supplementing those in the 
report text appear at the 
end of this appendix. 

0 
-~ ____~ 

Comptroller ot the Currency 
Administrator of National Banks 

Washington, D.C. 20219 

February 2, 1994 

Mr. James L. Bothwell 
Dir&or, Financial Institutions and Market Issues 
General Government Division 
United States General Accounting CHfice 
Washington, DC 20548 

Dear Mr. Bothwell: 

We have reviewed your draft audit report titled B , ) : N 
fo Address Si@icant Wider Problem Inchtive of Broader M-4 Defrciencie& Your 
review was conducted in response to Congressional requests that you review the role of insider 
activities in, and their effects on the health of, fmancial institutions. Your fflnclusions and 
recommendations are based on your review of 286 reports prepared by FDIC investigators on banks 
that failed in 1990 and 1991. Investigators reported evidence of insider problems in 61 percent of 
the failed banks. To determine if similar conditions exist in open banks. you reviewed examination 
reports for 13 judgmentally sampled open banks. 

Based on your review of the sampIed banks, you concluded that examiners were not as effective in 
identifying insider problems at the failed banks when they were open as investigators were after the 
banks had failed and that examiners often fail to adequately communicate fo bank boards and 
management the potential seriousness of insider problems, The draft report recommends that 
examiners review the insider lending information provided in call reports at the next full-scope 
examination of each and every bank, that examiners give recordkeeping requirements high priority, 
and that examiners review insurance policies. With respect to examination reports, exit conferences 
and other communications with boards of directors, you recommend that examtirs ensure that board 
members understand the primary issues in need of attention, that examiners ensure that board 
members understand that problems are a consequence of deficiencies in their oversight. and that 
effective correction action is taken. Finally, you urged that examiners recommend training for 
directors, where appropriate, to improve their ability to oversee management operations of banks. 
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The OCC takes seriously its responsibilities to examine for and enforce compliance with the laws and 
regulations governing insider activities of directors, officers and employees of national banks. In 
fact, the OCC has taken significant steps to enhance its ability to both combat insider violations and 
improve communications with bank boards of directors, iucluding actions fully consistent with the 
recommendations iu your report. The CCC, however, agrees with your overall conclusion that 
additional actions can be undertaken to identify and address insider problems. 

The Fu-st recommendation in your report sought an increase in examiner review of bank insider 
activities. As is detailed more fully below, the KC is in the process of revising its internal 
procedures for dealing with insider activities. These changes to the Comutroller’s Handbook for 
National Bar& Examiners (Handbook), the primary guide used by examiners in the conduct of 
examinations of national banks, will expand the tools available to examiners to review insider 
activities. Consistent with your recommendations, these procedures will provide for a comparison 
of bank-provided data with information reported by the bank in its most recent call report. 
Examination procedures and internal control questionnaires will ensure that examiners determine that 
bank reports are accurate and supportable. In addition, these new examination procedures will 
reemphasize the importance of proper recordkeeping and the need for examiners to focus on insider 
activity, especially as it relates to Regulation 0 compliance. The OCC will also reemphasize the 
importance of reviewing bank insurance coverage to determine whether insurers have identified any 
reasons to deny coverage or write exclusions into the policy. 

The second series of recommendations iu your report addresses communication with, and training 
of, bank boards of directors. The OCC fully coucurs with your conclusion that improved 
communications between bank regulators and board members will increase the likelihood that boards 
will become more fully aware of their responsibilities and initiate appropriate corrective actions. The 
OCC has taken numerous steps consistent with tbat conclusion. In 1987, the OCC published a 
Director’s Book. The Role of a National Bank Director to provide in-depth, practical guidance for 
meeting the duties and responsibilities of a national bank director. The next year, we published 
supplemental information through the issuance of A Director’s Guide to Board Rcnorts, Red Flags 
and OtM Points of Interest. That publication assists board members in their review of information 
and identification of “red flags” indicating existing or potential problems, such as insider abuses. 

OCC efforts also focus on the enhancement of examiner communication skills. Since 1988, the OCC 
revised or created at least four sections of the Hat&oak dealing expressly with communication with 
boards of directors. Among other things, the Handbook revisions provide examiner guidance on the 
general duties and responsibilities of directors, the assessment of management and board processes, 
examiner communication of examination findings, and examination procedures to test for compliance 
with Regulation 0. 

The OCC has also enhanced its examiner training efforts in this area. The OCC regularly provides 
training on conducting effective board meetings and recently added a three and one-half day course 
entitled “Communicating Effectively with Boards of Directors” to our standard training curriculum. 
Based, in part, on your recommendations, we may further revise the Handbook to provide additional 

-2- 
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See comment 1. 

guidance on agency efforts to encourage and/or compel training for directors to improve their ability 
to oversee management operations. 

In your recommendations, you also noted that improved communications with boards of directors 
could be achieved through changes or enhancements to agency examination reports. In December 
1993, the CXC revised significantly its report of examination format and emphasis. The purpose 
of those revisions was to improve communication of supervisory results to bank boards of directors. 
The revised report of examination is results-oriented and focuses on telling the board of directors 
what corrective action is needed and why. Two ~lcw pages were added to the report that will ensure 
findings are clearly and succinctly communicated to boards of diirs in a manner that directs their 
attention to the most pressing concerns. An “Examination Conclusjons and Comments” page 
summarizes the major examination findings and conclusions regarding the bank. A “Matters 
Requiring Board Attention” page presents significant problems identified during the examination and 
documents bank management’s commitment to take appropriate actions. Information is presented 
in priority order, with the most important concerns, or areas of greatest risk, first. 

We appreciate the opportunity to respond to the draft report. If you have questions regarding this 
letter, please contact me directly. 

Sincerely, 

Judith A: Walta 
Senior Deputy Comptroller for Adminisuation 

- 3 - 
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r 

The following is GAO’S comment on the Comptroller of the Currency’s 
letter dated February 2, 1994. 2 

GAO Comment 1. After receiving occ’s comments we reviewed the new report of 
examination format. The format includes a page entitled Matters Requiring 
Board Attention, which describes the most significant problems identified 
during an examination. We agree that the addition of this information 
should help board members identify the most serious problems requiring 
correction. We believe, and occ agrees, that the additional steps we have 
recommended are also necessary to improve communications between 
examiners and boards of directors. 
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See comment 1. 

See comment 2. 

FDIC 
Federal Daporlt lnrvranco Corporation 
Washington, DC 20429 Division of SupetvisiDn 

December 9, 1993 

James L. Bothwell, Director 
Financial Institutions and Markets Issues 
General Accounting Office 
Washington, D.C. 20548 

Dear Hr. Bothwell: 

We have received the advance draft report prepared by your 
office, dated November 1993 and titled "BANK INSIDER ACTIVITIES: 
Actions Needed to Address Significant Insider Problems Indicative 
of Bxoader Management Deficiencies.n We appreciate the 
opportunity to review the advance draft and offer comments. 

While the Federal Deposit Insurance Corporation ("FDIC") 
generally takes no exception to the findings and conclusions 
embodied in the draft report, there are a number of areas which 
we may be able to clarify and/or amplify. 

In order to balance the report, it may be beneficial to 
note that loans to and transactions with bank insiders are not 
inherently problematic. On the contrary, a bank directorate is 
often composed of the most reputable and creditworthy individuals 
in the community. Loans necessitated by insiders' business 
operations are in many instances among a bank's better assets. 

Since the GAO study was performed, the FDIC has promulgated 
Part 363 of the FDIC Rules and Regulations, 12 C.F.R. S 363, 
"Annual Independent Audits and Reporting Requirements,qq 
implementing section 112 of the FDIC Improvement Act. This 
regulation specifically names insider lending as one area of 
safety and soundness law on which bank management must prepare an 
annual assessment of the degree of compliance achieved. These 
management assertions must be attested to by an independent 
public accountant, applying procedures agreed upon by the FOE 
objectively and in accordance with generally accepted standards 
for attestation engagements. This is a major development, and 
should result in increased scrutiny of insider transactions. 

h 
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See comment 3. 

See comment 4. 

See comment 5. 

James t. Bothwell -2- 

The FDIC has developed examination policies which call for a 
thorough review of insider transactions and identification of 
"red flags" signaling potential fraud and abuse. We have 
enclosed excerpts from the Division of Supervieionrs Manual of 
Examination Policies for your convenience. Even in those rare 
instances where the limited ecope of a particular supervisory 
activity doe6 not include a documented review of insider 
dealings, FDIC examiners are keenly aware of these indicators and 
alert for any signs of inappropriate activity. The 
recommendations contained in the executive summary of the draft 
report relating to a comparison of bank-provided data to Call 
Report information, review of bank insurance policies and a 
review of Regulation 0 recordkeeping requirements are already 
standard procedures for FDIC examinations. 

our policies address communication of examination findings 
to bank management based on the perceived level of problems at 
the institution. Examinations of problem banks are normally 
concluded by a meeting with the institution's board of directors, 
with a representative of the FDIC'e regional office present. 
Every effort is made at these meetings to ensure that all board 
members understand the problem6 facing the institution, the 
issues which need to be addressed, and the consequence6 of 
inaction. The examiner's comments and conclusions are further 
presented in order of importance on the first pages of an FDIC 
Report of Examination, which is transmitted to the bank’s board. 
In addition, the FDIC typically 60nd6 individual letters to each 
director of emerging problem banks highlighting the need for 
corrective action and active involvement in bank affairs. 

As would be expected, post-closing inveetigations of failed 
bank6 frequently uncover more potential insider problems at 
closed banks than were identified by pre-closing examination 
activities. There are a number of factors at play. First, 
inveetiqators preparing post-closing reports have the benefit of 
the information developed by examination team6 and can build upon 
that data. Second, while an attempt is made to filter out 
insignificant matter6 and areas where the likelihood of proving a 
claim appears remote, post-closing reports are drafted with an 
eye towards identifying & matters worthy of further 
investiqation. Where insider abuse or criminal misconduct may be 
involved there is a tendency to include even remote 
possibilities. Such reports are not typically reviewed in 
advance by attorneys responsible for litigating professional 
liability claims and do not constitute a final conclusion that 
misconduct has actually occurred. Cwtversely, apparent 
violation6 axe not included in examination reports based on 
speculation. Apparent violations are cited with extreme care, as 
the erroneous designation of a violation could tend to discredit 
the report of examination. A recitation of the fact6 upon which 
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See comment 6. 

See comment 7. 

Nowon p.2. 

James L. Bothwell -3- 

the conclusion is based provides a documented basis for the 
citation. 

The draft report explores the enforcement actions taken 
against failed banks with identified insider problems and notes 
that despite such enforcement actions and the citation of 
multiple and repeated violations the banks still failed. The 
unfortunate fact of life is that once loan proceeds have been 
disbursed, if there is genuinely no source of repayment or 
additional bank capital, no degree of enforcement action will 
succeed in salvaging a problem loan or a dying institution. 
There is frequently no means of correcting certain insider 
violations once the cash has left the bank, and the mere 
correction of violations will generally not be sufficient to save 
the bank. Frequently, the most that can be done is to institute 
steps to ensure that no neu problems emerge. 

It is pointed out that anal1 banks tend to be cited mere 
frequently for insider violations than large banks. In addition 
to the possible causative factors listed for this in the draft 
report, it should be noted that small banks are more easily 
controlled by one individual or a small group of individuals. 
Such domination, while not necessarily detrimental, may eliminate 
soms of the checks and balances inherent WhQrQ the organizational 
power-base is diversified. 

Although the GAO was unable to satisfactorily utilize the 
LAMIS data base to identify the aggregate amount of insider 
lending at failed banks, there is some question as to the 
analysis value of the information being sought. The insider 
credits still being serviced by the FDIC do not represent the 
universe of insider loans generated by the failed banks. A more 
enlightening statistic might be the level of insider debt which 
was on the banks' books at the time of failure, with this data 
presented in a meaningful relationship to other data (such as a 
percentage of total loans, total assets, etc.) This information 
is typically available from FDIC examination reports 
(particularly on problem institutions) and may be readily 
available from the other federal banking agencies where the FDIC 
is not the primary federal regulator. 

Some page-specific comments follou: 

Comment 

3 The first paragraph should note that Regulation 0 also 
requires prior board approval. 

In last paragraph, you may want to parenthetically 
indicate that performing insider loans at reduced rates 
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Now on p. 3. 
See comment 8. 

Now on p. 16. 

Now on p. 16. 

Now on p. 20. 

Now on p. 23. 

Now on p. 22. 

Now on p. 38. 

Now on p. 39. 

Now on p, 45. 

Now on p. 47. 

James I.. Bothwell -4- 

zo;:fect the health af a bank by virtue of foregone 
* 

4 In second sentence - examinations l@almost alwayse 
include a review of insider activities is more accurate 
than use of the uord noftan.e 

21 

22 

28 

32 

Uay want to mention that PDICIA also places 
prohibitions on excessive compensation. 

The Section 23A definition of affiliates is somewhat 
misrepresented. Affiliates are companies which control 
a bank or any other company controlled by the company 
that controls the bank. Company is defined to include 
a corporation, partnership, business trust, association 
or similar organization. As a general rule, 
subsidiaries of a bank are excluded. 

The OCC supervises Citibank, N.A. which is a subsidiary 
of Citicorp, a multibank holding company. 

A Memorandum of Understanding is entered into with a 
bank's board of directors, not its officers. 

Examples of supervisory concerns typically addressed by 
formal actions should probably include "increasing 
capital and maintaining adequate reserves" in addition 
to *'discontinuing abusive lending practices or 
strengthening underwriting policies.M 

Examples of possible formal actions should also include 
Termination of Insurance proceedings, Capital 
Directives and actions taken pursuant to Prompt 
Corrective Action laws and regulations. 

33 Not all states may require directors to take an oath of 
office. 

51-52 The term "criminal referral@ should probably be 
clarified to avoid confusion on the part of readers 
unfamiliar with the process. 

58 The first two sentences appear to draw inconsistent 
conclusions. 

68 Citation in second paragraph should he sections 22(q) 
and 22(h). 

70-71 It should be mentioned that the FDIC works closely with 
state bank supervisors and will not normally duplicate 
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Now on p. 49. 

Nowon p.54. 
See comment 9. 

Now on p. 59. 
See comment 10. 

Now on p. 62. 

Now on p. 68. 
See comment 11. 

Now on p. 71. 

Now on p. 71, 
See comment 12. 

Now on p. 79. 
See comment 13. 

James L. Bothwell -5- 

enforcement actions taken by state authorities. 

74 

83 

Whore there is value available in a post-closing claim, 
the FDTC tends to have a bias towards claims which flow 
to the receivership, rather than a civil money penalty 
which goes to the U.S. Treasury. 

Examiners do BQ& have a reluctance to be critical of 
bank management and boards; however, any criticism must 
be appropriately documented and fully justified. post- 
closing rsports and Reports of Examination are prepared 
for different purposes and audiences. See comments 
above. 

92-93 The report slightly misstates the situation when it 
says that sin most cases, investigators do not treat 
insider loans differently than loans to others." 
Rather, in looking for professional liability claims, 
while tha FDIC does not normally find it useful to 
determine the universe of insider transactions, abusive 
insider transactions that produce substantial losses 
tend to yield strong claims, since they normally 
involve violations of dirsctorsr *duty of loyalty'* as 
well as the "duty of care." Page 93 of the report 
states a somewhat different conclusion. 

97 

105 

Accuracy in Call Report data is required under 12 
U.S.C. s 1617. 

while examiners may generally accept the veracity of 
the information provided by the bank when assessing 
insider activities, they are constantly on the alert 
for unreported interests while working the bank's loan 
files and other records. 

111 

115 

126 An additional factor in passive board oversight may be 
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Same comment as for page 97. 

Review of fidelity coverage is a standard FDIC 
examination procedure, which is documented on page A of 
each Report of Examination and on the Summary Analysis 
of Examination Reports page. ft should be noted that 
the financial information that causes a bank to be 
assigned a CAMEL rating of 4 or 5 will often cause 
insurers to refuse to provide coverage without any 
special insight on the insurer's part concerning bank 
managsment. Lack of fidelity coverage is frequently a 
result of regulator-identified problems, not a leading 
indicator of such problems. 
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Nowon p.112. 

James L. Bothwell -6- 

the natural human tendency to raly upon the *experts" - 
management officials who are paid to know about 
banking. To do otherwise may require real effort on 
the part of a director who may be receiving only 
limited compensation for serving on the board. 

175 In second paragraph, "under $lO,OOOn should be "over 
$10,000." 

I hope the above commentary is helpful. Please let me know 
if we may be of further assistance. 

Z~‘&- . 
nirec r 

Enclosures 
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FVIC 
Fodwol DoperIt Insurance Corporation 
WSShinQlOn. DC 20429 Division of Supervision 

December 23, 1993 

James L. Bothwell, Director 
Financial Institutions and Markets Issues 
General Accounting Office 
Washington, D.C. 2054% 

Dear Mr. Bathwell: 

We would like to take this opportunity to supplement our 
December 9, 1993 comments regarding the November 1993 advance 
draft report prepared by your office, titled "BANK INSIDER 
ACTIVITIES: Actions Needed to Address Significant Insider 
Problems Indicative of Broader Management Deficiencies.8' 

I think it is safe to say that the Federal Deposit Insurance 
Corporation, more than any other agency, is keenly aware of the 
potential ill effects bank insider activities may pose to 
financial institutions. It is for this reason many of our 
examination procedures and policies are targeted toward the 
identification of potential problems in this area. As indicated 
in our previous correspondence, the FDIC is in general agreement 
with the findings embodied in th% draft report. Once your report 
has been finalized, it is our intention to provide copies to our 
field staff. This will afford us an opportunity to highlight the 
General Accounting Office's recommendations and reemphasize the 
importance of a thorough analysis of insider activities, 
effective communication with boards of directors, and adherence 
to established policies and procedures. 

We look forward to receiving your final product, Please let 
me know if we may be of further assistance. 

gei:rz 
Director 
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The following are GAO'S comments on FDIC’S letters dated December 9, 
1993, and December 23, 1993. 

GAO Comments included technical comments in their response letter. We have made 
suggested changes where appropriate. We have also responded to selected 
technical comments where appropriate. 

1. We agree that an insider transaction, conducted in accordance with 
applicable laws and regulations, is a perfectly reasonable banking practice. 
We acknowledge this in chapter 1. (See p. 14.) 

2. We agree that Part 363 of the FDIC Rules and Regulations, 12 C.F.R. 363, 
“Annual Independent Audits and Reporting Requirements,” which 
implements section 112 of the FDIC Improvement Act, may result in 
increased scrutiny of insider transactions by federal regulators. This 
provision requires management of banks to prepare an annual assessment 
of the degree of compliance with safety and soundness regulations, 
including those related to insider activities. We agree that this assessment 
may be useful to e xaminers in reviewing such activities. However, this 
assessment will not fundamentally change the way in which examiners do 
their work. The effectiveness of this regulation depends on the accuracy of 
management’s assessment. It also depends on the examiners’ increased 
scrutiny of insider transactions and their effectiveness in getting 
management and bank boards to make necessary changes to correct 
identified deficiencies in this area Our recommendations were designed 
to accomplish these objectives. 

3. While FDIC’S examination policies call for a thorough review of insider 
transactions and the identification of “red flags” signaling potential fraud 
and abuse, on the basis of our review of open bank examinations we noted 
instances in which a separate review of insider transactions was not part 
of the scope of an examination. In some of these cases, selected insider 
loans were only reviewed as part of the overall review of the loan 
portfolio. Though FDIC states that a review of Regulation 0 recordkeeping 
requirements is standard procedure for FDIC examinations, as we discuss 
in chapter 5, we found instances where examiners did not cite banks for 
recordkeeping violations even though violations were apparent. FDKC also 
states that a review of a banks directors and officers liability insurance 
policy is also standard practice. However, we found only a few instances 
where FDIC verified the presence of a banks directors and officers liability 
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insurance policy and no evidence that any analysis of the policy had been 
done. 

4. In our analysis of failed banks we did not find it to be a common 
practice for FDIC to send individual letters to directors of banks 
highlighting the need for corrective action. In addition, from our review of 
open banks and from our interviews with the examiners-in-charge of these 
banks, we found that FDIC examination procedures conclude with the FDIC 

examiners meeting with bank management and the board of directors. 
Examination findings are presented and discussed at this meeting, 
However, the directors of our focus groups told us that the examiners’ 
presentation of examination findings was not informative, leaving the 
board with the sense, in some instances, that corrective actions were not 
warranted+ (See ch. 6.) 

5. We agree, as outlined in our report, that post-closing reports frequently 
uncover potential insider problems at closed banks, more so than routine 
bank examinations. We also agree that investigators have the benefit of 
information developed by examination teams as well as the availability of 
information from other sources. While there may be a tendency for 
investigators to include instances of insider problems more frequently in 
their post-closing reports, the basic finding that insider problems 
contributed to a bank’s failure seldom change. While conducting our audit, 
we reviewed a statistically valid sample of FDIC status reports, which are 
completed quarterly to update the investigators’ findings. We did this in 
anticipation of some potential concerns of agency officials about the 
accuracy of investigator findings in post-closing reports. We found that the 
initial findings of insider abuse, insider fraud, and loan losses to insiders 
as identified by the investigators had not changed and were still 
considered to be contributing factors toward the faihu-e of the banks. 

6. As we noted in chapter 2, regardless of the actions that were taken, 
regulators may have been able to take stronger enforcement actions, 
considering that 72 percent of the banks had repeated insider violations. 
By taking stronger enforcement actions sooner, regulators may have been 
able to reduce the number of banks in which repeated insider problems 
led to failure. 

7. We acknowledge that the insider credits being serviced by FDIC on its 
LAMIS database do not represent the universe of insider debt at any given 
bank Because of the limitations of the LAMIS database, we attempted to 
use it to identify some minimum amount of insider lending. However, as 
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explained in chapter 4, we were unable to do so. In our work on this report 
and our other work in bank supervision, we found that the information 
available on the level of insider debt varied from bank to bank depending 
on the quality of the bank’s recordkeeping system for insider transactions. 

8. We did not find in our review of federal regulators’ examination reports 
that examiners “almost always” reviewed insider activities. On the basis of 
our analysis, we believe a review of insider activities was done most often 
when it was brought to the attention of the examiner by other sources. 

9. On the basis of our analysis of failed bank enforcement actions (see ch. 
2) and our prior work on bank supervision,’ we believe bank examiners 
have, at times, been reluctant to be critical of bank management, 
particularly in cases where bank management assures examiners that 
deficiencies would be corrected. 

10. On the basis of our review of post-closing reports and conversations 
with FDIC and DOL staff, we believe the language in the report accurately 
portrays that FDIC does not usually establish the extent of insider lending 
when pursuing a liability claim. 

11. While examiners may be on the alert for insider problems, we believe 
they could take additional steps that would help them identify these 
problems. (See ch. 5.) 

12. We are not suggesting that the absence of directors and officers 
liability insurance is a leading indicator of problems at banks. 
Nonetheless, we believe a review for the presence of such insurance and 
an analysis of any exclusions under the policy may be a useful additional 
tool for examiners in some situations. We found only a few instances 
where FLIIC examiners had determined the presence of directors and 
officers liability insurance and the adequacy of coverage. In addition, we 
found no evidence that any analysis of the policy had been done. 

13. We agree that it may be a natural human tendency for some directors 
to rely upon bank management for information concerning their banks. 
However, this only reinforces the need for examiners to emphasize to 
directors their responsibilities in ensuring that identified deficiencies are 
corrected+ 

‘See for example, Bank Supervision: Prompt and Forceful Regulatory Actions Needed 
(GAOEGD-9149, Apr. 15, 1991). 
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Note: GAO comments 
supplementing those m the 
report text appear at the 
end of this appendix. 

BOARD OF GOVERNORS 
Wne 

FEDERALRESEFIVESYSTEM 
wmHumrm. D.C. IYH 

December 28, 1993 

Mr. James L. Bothwell, Director 
Financial Institutions and Markets Issues 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Wr. Bothwell: 

Thank you for the opportunity to comment on the GAO's 
draft report (Report) regarding inaider activities at federally 
regulated financial institutions and the effect that insider 
activities have on the health of these institutions. The report 
addresses, among other things, the nature of insider problems, 
including insider fraud and abuse , and the role that federal 
regulators have played in identifying and supervising insider 
activities of banks. The Report also contains recommendations 
that outline steps examiners can take to enhance their oversight 
of insider issues. 

While the Federal Reserve has reservations regarding 
some of the conclusions presented in the Report, we certainly 
agree with the general premise of the Report that insider 
transactions, and problems attendant thereto, are an important 
aspect that should continue to be addressed by bank regulators in 
a full and thorough fashion. We also agree with the fundamental 
finding that the failure of bank management to correct insider 
violations and deficiencies can be indicative of a much broader 
problem of poor management and inadequate oversight by bank 
directors. 

Based primarily on the post-closing analyses conducted 
by FDIC investigators of the 286 bank failures that occurred 
during 1990 and 1991, the Report suggests that insider problems 
were excessive at these failed banks, and concludes that this 
link evidences a strong correlation between insidar problems and 
bank failures. The Report's statistical analysis centers on 175 
failed banks, the number of banks out of the 286 bank failures in 
1994 and 1991 that were determined by the FDIC investigators to 
have had insider problems that were contributing factors in their 
failure. Within that universe of 175, a sub-category consisting 
of 74 banks was created, all having as a comon thread, the 
determination by the FDIC investigators that insider problems 
were one of the major factors in their failure. 
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See comment 1, 

See comment 2. 

See comment 3. 

-2- 

If the FDIC's post-closing analyses regarding the 
frequency and impact of insider problems on bank failures ia 
reasonably accurate, these statistics would seem to suggest that 
insider problems are quite prevalent, contributing to 61 percent 
of the bank failures during the 1990-1991 period, and in 26 
percent of the failurea, serving as one of the major causes of 
failure. However, the GAO, because the appropriate records do 
not exist, was unable to reach conclusions on two important 
objectives the GAO had established for its study. These 
objectives were to determine (1) the amount of credit extended to 
insiders at the failed banka reviewed, and (2) the coat to the 
FDXC Bank Insurance Fund directly related to inkider problems at 
the failed banks reviewed. By failing to determine the amounts 
and, therefore, the materiality of these two important 
objectives, the Report is unable to demonstrate adequately a 
significant correlation between the high incidencea of insider 
problems and the subsequent failure of the banks reviewed, nor 
are there any findings as to the correlation of insider problems 
and losses incurred by the FDIC Rank Insurance Fund. Although we 
agree that insider transactions have likely occurred at a large 
number of failed institutions, we are unable to agree that the 
statistical findings regarding insider problems are as meaningful 
as that suggested in the Report. This belief is based on what is 
in the Report and on what has bean the Federal Reserve's 
experience with the small number of failed banks under our 
jurisdiction. 

Moreover, it is not possible to ascertain from the 
Report many material facts concerning each of the failed banka 
reviewed, including, among others, the dollar amount of the 
insider transactions in question, the materiality of the 
transactions, the legality of the transactions, and the lose, if 
any, attributable to the particular insider transactions or 
violations. Also, the scope of the definition of insider 
problems relied upon by the GAO is so broad as to capture some 
transactions that are normally not viewed as abusive. 

The statistics that are presented in the Report, 
together with the lack of documentation to demonstrate a causal 
relationship between insider misdeeds and coats to the FDIC, 
might convey a misleading impression. Likewise, they could 
suggest that more strict controls are required to address insider 
activities. We would like to comment on these points. 

First, the following may help to better quantify the 
degree of insider lending that exists, 
in the Report. 

compared to that suggested 

shareholders, 
Aggregate insider lending to officers, 

and directors of the nation's 11,800 banks as 
reported on the June 30, 1993 Call Report was $28 billion, or 
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See comment 4. 

See comment 5. 
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approximrately 0.73 oerce& of total banking assets. on this same 
data, only 43 of the 11,800 banks reported aggregate loans to 
insiders greater than 100 percent of their equity capital. 

Also, lending to directors, officers and shareholders 
is an acceptable and permissible banking practice that can be 
conducted within the lending limitations, reporting requirements 
and preferential lending prohibitions of Regulation 0. As stated 
in the Report, one of the primary purposes of Regulation 0 is to 
ensure that insider lending receives adequate regulatory 
scrutiny, and we submit that it doss. Regulations and 
examination practices should not unduly restrict a bank's ability 
to service the legitimate credit needs of insiders. Most are 
creditworthy bueines8 leaders in their respective communities, 
and many in turn are relied upon and sntrusted to be directors of 
our financial institutions. It is in this context that the 
regulators strive to establish safe and sound supervisory 
practices and procedures that allow banks to make extensions of 
credit to insiders that pose minimal risk of loss. To this end, 
the Federal Reserve's monitoring of insider transactions is 
founded on a principle of safe and sound banking practices, and 
not on the belief that the volume of insider transactions within 
the commercial banking system is so pervasive as to be a 
principal cause of bank failures. 

Based on the GAO's assessment of both the underlying 
causes of insider problems and of the examination practices of 
the banking agencies, the Report makes two broad recommendations 
that outline steps the bank regulators can take to enhance their 
oversight of insider activities. We embrace the elements of 
these recommendations, most of which are based on safe and sound 
banking principles. However, I would point out that many of the 
specific steps recommended in the Report have long been utilized 
by the Federal Reserve in its existing examination program, and 

The Report also states that insider problems seem to be 
more prevalent in banks with assets of less than $100 million, 
particularly in regards to violations of the insider lending 
limitations. We think it important to note that this segment of 
the banking industry has long advocated a relaxation of the 
lending restrictions of Regulation 0, in that it causes the 
smaller banks in many instances to turn away high gualfty insider 
loans. Also, small banks express difficulties in attracting 
competent and qualified directors because of the insider lending 
limits that are imposed by Regulation 0. The Federal ReserVa has 
recently sought comments on whether it should retain, modify or 
terminate the small-bank aggregate lending limit provision of 
Regulation 0. The Board will be fully apprised of the findings, 
conclusions and recommandations of the Report when this matter is 
deliberated. 
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See comment 6. 

See comment 7. 
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that the Federal Reserve is already spending considerable time 
and effort at each examination to review bank compliance with 
Regulation 0 and Sections 23A and 23B of the Federal Reserve Act. 

The Report first recommends that bank regulators 
include a thorough review of insider activities in their next 
examination of each bank under their review, including placing a 
greater emphasis on ensuring that banks have appropriate 
reporting systems in place to detect insider abuses and 
violations. We concur that the Federal Reserve should continue 
to emphasize-the importance of verifying the accurate and timely 
reporting of insider transactions; and, as noted previously, many 
steps are currently being taken by Federal Reserve examiners to 
address this point. A full scope Federal Reserve examination 
includes a review of all applicable banking laws and regulations, 
specifically Regulation 0 and Sections 23A and 238 of the Federal 
Reserve Act. A list of all bank insiders, their related 
interests, and the amount of credit extended to them is regularly 
requested. This information then provides verification for the 
reports required by Regulation 0. We also conduct off-site 
surveillance based on quarterly Call Reports, which allows for a 
measurement of the volume of insider lending reported for each 
bank we supervise. 

The Report also concludes that examiners do not always 
effectively communicate to bank management and the boards of 
directors the importance and ramifications of insider violations 
and problems, and that these types of problems are normally 
indicative of much broader managerial problems and a lack of 
director oversight. We agree that effective communication to 
directors on issues of insider violations and problems is key to 
resolving these issues. For a number of years, Federal Reserve 
examiners have conducted meetings with bank management and boards 
of directors after an examination, and a copy of the examination 
findings is provided. Moreover, in 1986, we strengthened this 
policy and established specific guidelines for follow-up meetings 
with boards, 
condition. 

especially those banks in less than satisfactory 
Also introduced at that time were requirements that a 

written summary of examination findings be distributed to each 
director. This practice was favorably acknowledged in the 
Report. Senior Reserve Bank officials are also required to be 
present when examination findings assess the condition of the 
bank as being unsatisfactory or, when management and the 
directorate are required to address issues of a serious nature, 
including material violations of law. This is done to ensure 
that the directors of a bank clearly understand the nature and 
the seriousness of the organization's problems and their 
responsibility to correct them. 
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We believe the Federal Reserve's examination program 
has been effective in monitoring insider transactions and placing 
the appropriate emphasis on the correction of insider violations 
and deficiencies. We vi11 continue, as we have in the past, to 
be attentive to insider transactions, consistent with the 
procedures recommended in the Report. 

Sincerely, 

Stiphen C. Schemerir$ 
Deputy Director 
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The following are GAO’S comments on the Federal Reserve System’s letter 
dated December 28,1993. 

GAO Comments 1. The Federal Reserve believes that our inability to quantify the specific 
amount of insider lending and losses calls into question our conclusion 
that insider problems are a significant contributing factor to bank failures. 
As discussed in chapter 4, it is not possible and we do not believe it is 
necessary to demonstrate exact dollar losses due to insider problems to 
say that insider problems were significant. Twenty-six percent of the 
banks we reviewed failed because insider fraud, insider abuse, or loan 
losses to insiders was a major factor contributing to the failures. In some 
cases, it was the only factor that caused failure. The banks in this 26 
percent cost the BIF an estimated $1.8 billion. We do not believe losses of 
this magnitude are insignificant. 

2. Throughout the report we used the term insider problems to refer 
specifically to insider fraud, insider abuse, and loan losses to insiders. We 
characterized other problems, such as poor and/or negligent management, 
as management problems. Our finding that insider problems were a major 
contributing factor to 26 percent of the banks that failed in 1990 and 1991 
is independent of the fact that these banks may also have had management 
problems. The Federal Reserve is incorrectly asserting that we are using 
the term insider problems to include all of the problems we identified in 
failed banks. The specific definitions we used for insider problems and 
management problems were consistent with those used by FDIC in its 
investigation of failed banks and with occ’s report on bank failures (see fn. 
2 in report, p. 85). 

3. As we discuss in chapter 4, we believe some banks may be 
underreporting insider transactions. We identified many recordkeeping 
violations and many instances in which it was not possible to identify 
insider transactions. Even so, while $28 billion as a percentage of all bank 
assets may be small, this amount is not insignificant. 

4. We acknowledge (see p. 14) that insider transactions conducted in 
accordance with applicable laws and regulations, are a perfectly 
reasonable banking practice. We also agree that the intent of monitoring 
insider transactions is to help ensure safe and sound banking practices. 
We believe our finding that insider problems were a major contributing 
factor in 26 percent of the banks that failed in 1990 and 1991 clearly 
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demonstrates that insider problems pose a major safety and soundness 
issue for the banking industry. 

5. We believe it is very important to maintain Regulation 0 rules on insider 
lending limits. Violation of individual lending limits was the single most 
common Regulation 0 violation in our review of failed banks. The 
argument that small banks have difficulty attracting directors because of 
insider lending limits does not appear to be consistent with our 
information, As we point out on page 19, only 54 banks had notified the 
Federal Reserve that they were taking advantage of the small bank 
exception to the aggregate lending limits. This exception is available to the 
8,484 banks with deposits of $100 million or less (as of September 30, 
1993). In addition, directors of small banks (those with assets of 
$100 million or less) we talked to generally did not believe that access to 
credit at their banks was a primary reason for becoming a director. In fact, 
many suggested they would be less likely to seek a loan from their banks 
than from a bank on whose board they did not serve. 

As we have discussed with Federal Reserve officials, we are more 
concerned about changes to Regulation 0 that may relax a bank’s 
recordkeeping requirements related to identifying extensions of credit to 
insiders, including related interests. A sound system of records is critical 
for accurate quarterly reporting of insider activity and for examiners to be 
able to assess the bank’s internal controls over those activities. For these 
reasons, we believe examiners need to be diligent in ensuring that banks’ 
related recordkeeping produces complete and accurate information. 

6. In general, we agree that the Federal Reserve’s full-scope examinations 
include a review of insider activities. However, we noted instances in 
which a separate review of insider transactions was not part of the scope 
of an examination. In some of these cases, selected insider loans were only 
reviewed as part of the overall review of the loan portfolio. In addition, we 
noted instances in which information on insiders and their transactions 
was accepted by the examiner with minimal or no attempt at verification. 
We agree that Federal Reserve examination policies call for a thorough 
review of insider activities. The purpose of our recommendation is to 
highlight the need for the scrutiny of insider transactions in practice 
consistent with the examination policy. 

7. The focus group participants and bank boards in our open bank sample 
included individuals from banks supervised by all three federal bank 
regulators. In general, as we discuss in chapter 6, bank boards and focus 
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group participants felt frustrated in their interactions with examiners and 
regulators. As we acknowledge, bank directors have a responsibility to 
ensure that bank management makes changes to correct identified 
deficiencies. However, we believe federal bank regulators could take 
additional steps to communicate the need for corrective actions and 
provide more assistance to bank directors and management in 
accomplishing the corrections. The Federal Reserve’s written examination 
summary, which is provided to each director, is a good step in this 
direction, However, we believe the steps we outline in chapter 6 would 
provide additional assurances that identified deficiencies are understood 
and corrected before they negatively affect a bank’s financial health. 
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