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BY THE COMPTROLLER GENERAL

Report To The Congress

OF THE UNITED STATES

Despite Recent Improvements,

Bank Supervision Could Be More
Effective And Less Burdensome

Using new laws, regulations, technology, and
procedures, the three Federal bank regulatory
agencies have significantly improved the es-
sential processes of bank supervision--gathering
information on institutions they supervise,
identifying problems in those institutions, and
taking actions to solve the problems. However,
some information now reported by banks
is unnecessary and could be eliminated. New
computer-based systems used to analyze
banks’ financial conditions need to be evalu-
ated to determine the most cost-effective way
by which to integrate them into the super-
visory process. Each agency should assure that
new modified examination procedures are used
appropriatelz and should consider staff train-
ing needs. Finally, regulators need to make
more specific recommendations to banks at
an early stage to better enable them to deal
with problems.

GAQO recommends changes in legislatiorn to
ease some reporting requirements now levied
on banks, changes in examinations policies to
help banks deal with problems more quickly,
and evaluations designed to improve the
integration of new techniques into the su-
pervisory procaess.
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To the President of the Senate and the
Speaker of the House of Representatives

This report evaluates changes made in the supervision of
banks since the General Accounting Office's 1976 Task Force
on Federal Supervision of Banks. Although many improvements
have been made, we recommend further ones, including an
amendment to current banking law.

We undertook this review because we had not rendered an
opinion on whether bank supervision has improved overall,
and many legislative, requlatory, and procedural changes have
occurred since our January 1977 task force report.

Copies are being sent to the Chairman, Board of Governors
of the Federal Reserve System; the Executive Secretary of the
Federal Financial Institutions Examination Council; the Chairman
of the Federal Deposit Insurance Corporation; the Comptroller
of the Currency; and the Secretary of the Treasury.

ol By

Comptroller General
of the United States






COMPTROLLER GENERAL'S DESPITE RECENT IMPROVEMENTS,

REPORT TO THE CONGRESS BANK SUPERVISION COULD BE
MORE EFFECTIVE AND LESS
BURDENSOME

Federal bank requlatory agencies have improved
bank safety and soundness supervision since
the General Accounting Office's last compre-
hensive study in 1976. They have used new
laws, procedures, and systems to better

gather data, identify bank problems, and
effect solutions to those problems.

However, the Congress and the bank regulatory
agencies need to reevaluate these laws and pro-
cedures to alleviate unnecessary reporting by
banks and to make the supervisory process

more efficient and effective.

Since GAO's 1976 study, the Congress and the
three Federal bhank regulatory agencies-—-the
Comptroller of the Currency (Comptroller),
the Federal Deposit Insurance Corporation
(FDIC), and the Federal Reserve System—-have
made significant changes in the legislation
and procedures used to supervise commercial
banks. Although GAO has studied different
aspects of supervision in the intervening
time period, it has not determined compre-
hensively the overall effect of these changes.
This report gives GAO's assessment of agency
progress and makes recommendations for fur-
ther improvements.

KEY IMPROVEMENTS MADE IN ALL
AREAS OF SUPERVISION

In each of three major functional areas of
bank supervision--gathering information on
banks, identifying bank problems, and influ-
encing banks to solve problems--the bank regu-
latory agencies have made significant improve-
ments, some made possible by new legislation.
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One way the agencies get better information
on banks they supervise is by using computer-
ized monitoring systems to analyze data
reqgularly reported by bhanks. These analyses
give supervisors a bhetter picture of the
banks' and their holding companies' financial
conditions and trends. (See p. 9.)

The agencies identify bank problems usually

well before they reach a critical stage and

are paying more attention to bhank management
practices that cause financial problemns.

But they still equate gquality of management

to a bank's financial condition, an equation
that GAO has found could be misleading.

(See p. 20.)

Regulators, using more structured guidelines,
are taking more formal actions against banks
with problems. They employ new supervisory
powers granted by the Congress, though the
full flexibhility envisioned when the legis-
lation was passed has not been realized.

(See p. 32.)

POLICY NEEDED ON MODIFIED
EXAMINATIONS

Resource limitations have forced agencies to
spend less time on the premises of banks in
good condition. Consequently, each regulator
modified the scope of its hank examinations
to lessen its resource requirements. Though
use of modified examinations varies, over
half the examinations conducted now are of
this type.

But one potential problem may limit the extent
to which modified examinations can be used.
Junior examiners, felt to be somewhat unquali-
fied by bankers GAO surveyed, receive degraded
on-the-job training from modified examinations.
Thus, the agencies should incorporate training
needs into their policies for using modified
procedures. (See p. 13.)
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REPORTING REQUIREMENTS
UNNECESSARILY BURDENSOME

A report required by 1978 legislation to be
filed by banks on loans to executive officers
and shareholders is not necessary for supervi-
sory purposes and therefore may be unduly
burdensome on the banks. (See p. 14.)

Agency personnel do not need the report to
augment regular examination procedures

in order to identify improper extensions

of credit.

INFORMAL METHODS OF SOLVING PROBLEMS

COULD BE MORE EFFECTIVE

Regulators defer formal actions until a bank's
financial condition deteriorates significantly,
so they use informal persuasion to influence

a bank to solve its management weaknesses

that could lead to more serious problems.

These informal efforts could be made more
effective if the agencies made more specific
recommendations to banks to solve problems--a
practice they now avoid. (See p. 41.)

BETTER FEVALUATION OF SURVEILLANCE
SYSTEMS NEEDED

The Federal hank requlatory agencies are using
and expanding computerized surveillance sys-
tems without fully defining their uses or
evaluating their costs versus benefits. These
systems were designed to provide better infor-
mation to examiners on banks—--which they
do--provide early warning of bank problems-—-
which is questionable--and, in the case of the
Comptroller's system, monitor the progress

of banks known to have problems--which it

is not used for. (See p. 48.)

Though conceptually useful, surveillance is
limited in its ability to evaluate bank man-
agement and asset quality. Moreover, the
agencies have not performed the requisite
justification and cost-benefit analyses
normally a part of sound system development.
(See p. 49.)
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RECOMMENDATIONS

GAQO recommends that the Congress amend Title IX
of the Financial Institutions Requlatory and
Interest Rate Control Act (12 U.S.C. 1817 (k))

and section 22(g) of the Federal Reserve Act

(12 U.S.C. 375a) to eliminate unnecessary

reports submitted by banks on loans to execu-

tive officers and shareholders or, alternatively,
to just amend section 22(g) to eliminate duplicate
reporting of information by banks. (See p. 18.)

GAO recommends that the Comptroller of the Cur-
rency, the Board of Governors of the Federal
Reserve System, and the Federal Deposit Insur-
ance Corporation:

--Determine the impact of modified scope exam-
inations on staff training and integrate the
results into policies on their use.

(See p. 19.)

--Reguire supervisory staff to make nonbinding
but specific recommendations to banks in
writing on ways to improve management weak-
nesses. (See p. 46.)

--Perform cost-effectiveness evaluations of
computerized surveillance systems as part of
developing a better definition of the role
and use of such systems. (See p. 58.)

AGENCY COMMENTS

The Federal Reserve, the FDIC, and the Federal
Financial Institutions Examination Council
agreed with GAO's recommendation to reduce the
reporting requirements on insider transections.
They have expressed similar opinions in legis-
lative proposals to congressional committees.
(See p. 19.) The Comptroller did not comment
on this recommendation.
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The bank regulatory agencies expressed dAiffer
ing views with regard to GAO's recommendation
to develop modified scope examination policies

that con31der training needs. The Comptroller
agreed that this policy should be evaluated

in light of tralnlng needs. FDIC shared GAO's
concerns and agreed to include training needs
in the crlterla for determining the scope of
the examination. The Federal Reserve said

it already considers training needs in
scheduling modified scope examinations;
however, GAO found no written policy on
incorporating training needs and few modi-
fied scope examinations being performed.

The Federal Reserve should, as FDIC agreed

to do, formulate a policy and make it known

to its district banks. (See p. 19.)

None of the agencies agreed with the recom-
mendation to adopt policies encouraging
examiners to make more specific written
recommendations to banks on ways to improve
management weaknesses. They supported
their current practices and emphasized
their beliefs that most banks should be
able to manage without extensive examiner
involvement. GAO agrees that unnecessary
interference should be avoided and that
most banks are adequately managed. However,
for banks of supervisory concern, such as
the ones GAO reviewed, earlier attention
could help. Information obtained from bank
officials indicates that they find both the
examination process and examination reports
to be lacking in this area, confirming GAO's
case study observations. (See p. 46.)

Both the Federal Reserve and FDIC disagreed
with the recommendation to perform a cost-
benefit analysis of their surveillance sys-
tems. They are committed to using computerized
surveillance, although they have made continual
reviews of and changes to the systems. The
Comptroller agreed to perform the analyses,
but only on future systems changes. Since
the surveillance systems were developed without
appropriate studies required by accepted system
development criteria, the agencies should
formally assess whether the benefits received
can justify the costs to develop and operate
the systems. (See p. 58.)
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CHAPTER 1

INTRODUCTICN

Since 1976, when the General Accounting Office (GAO) made
its first study of Federal bank supervision, many changes have
taken place in the supervisory process. The Congress has given
the three Federal bank regulatory agencies new powers. The agen-
cies have formulated new regulations and supervisory procedures,
and they have devised new information systems to aid them.

Although in the intervening years GAO has reviewed various
aspects of bank supervision, it has not attempted to determine
if the Federal agencies have improved the essential supervisory
functions of gathering information, identifying bank problems,
and effecting solutions. This report gives our assessment of
progress and makes recommendations for further improvements.

1976 GAO STUDY EVALUATED BANK SUPERVISION

In reaction to an increase in the size and number of bank
failures and problem banks in the early 1970s, several congres-
sional committees requested that GAO make a broad study of
Federal bank supervision. GAO formed a task force and reviewed
various aspects of the supervisory operations of the three Federal
bank regulatory agencies--the Comptroller of the Currency, the
Federal Deposit Insurance Corporation, and the Federal Reserve
System. We issued two reports in 1977 based on our task force
work. In them we covered many diverse topics, including bank
chartering, competence of examiners, interagency cooperation,
bank examinations, how agencies deal with bank problems, and
what happens when a bank fails. 1/ We also made recommendations
in many of those areas.

Though the scope of our 1976 task force was much broader
than our current study, a considerable portion of the earlier
work concerned basic supervisory functions: gathering infor-
mation on banks, identifying problems they may have, and taking
actions to solve the problems. Although we discussed the newly
developing computerized bank surveillance systems, they were not
far enough along to warrant evaluation. 1In our 1977 report we
identified the need for better interagency coordination, and we
recommended as one alternative new legislation to establish a

1/GRO issued two reports, "Federal Supervision Of State And
National Banks," 0CG-77-1, and "Highlights Of A Study Of Fed-
eral Supervision Of State And National Banks," 0CG-77-la, both
dated January 31, 1977.



mechanism to facilitate it. That mechanism was created in 1978
in the form of the Federal Financial Institutions Examination
Council.

This current report is organized differently from our task
force reports. However, in the following chapters we have
incorporated information from our 1976 work in order to evalu-
ate changes made since then.

AMONG THEIR DIVERSE DUTIES, AGENCIES HAVE
COMMON BANK SUPERVISORY RESPONSIBILITIES

Each of the three Federal bank supervisory agencies has many
responsibilities regarding the banks it supervises, some unique
and some common to all three. In this review, we focused on the
common supervisory functions of gathering information about the
banks, identifying potential or actual problems in them, and
taking action to solve those problems.

The Comptroller of the Currency (Comptroller) was created
in 1863 after a period of State-controlled, so-called "free
bank chartering." 1/ The Comptroller charters and supervises
the 4,425 national banks. 2/

The Federal Reserve System was created in 1913 3/ to carry
out monetary policy, provide central banking services for banks
and for the U.S. Government, and improve the supervision of bank-
ing. Later, the Federal Reserve also was given the responsibil-
ity for approving bank holding company formations and for super-
vising them. Although national banks are members of the Federal
Reserve, it normally restricts its supervisory attention to the
997 State-chartered memhers, 3/ the 3,057 bank holding companies,
and ah?ut 130 other corporations conducting international bank-
ing. 4

The Federal Deposit Insurance Corporation (FDIC) was created
in 1933 to insure small depositors against losses resulting from
hank failures. i/ FDIC also acts as receiver for closed

1/12 Stat. 665 (1863), superseded by 13 Stat. 99 (1864).

2/As of December 31, 1980, according to the Federal Deposit
Insurance Corporation (FDIC) 1980 Annual Report, Table 107.

3/38 stat. 251.
4/As of December 31, 1980.

5/48 Stat. 168.



insured banks. It normally supervises federally insured State-
chartered banks that are not members of the Federal Reserve
System, some 9,013 banks. 1/

Though each agency was created for different reasons, all
three perform common supervisory functions. These functions and
their components may be categorized as follows:

Gathering information

Each agency uses a variety of ways to gather information
on banks it supervises, including

~--periodic reports from banks,
-=-axaminations and other visits to banks, and

--computer-based surveillance systems that process
and analyze data collected.

Al) this information is used to ascertain the current condition
of a bank, provide indications of industrywide conditions and
trends, and ascertain the hank's compliance with various laws
and regulations. Perhaps the most important use of the infor-
mation, though, is to spot potential or actual problems in

the bank that would lead to the deterioration of its financial
condition.

Identifying problems

Most banks at some time encounter some problems, though
in most instances those problems are not serious enough to
warrant special action by the supervisory agencies. Two major
objectives in bank supervision are to identify problems in banks
and to effect solutions before the problems become serious.

Problems can be of many types, but, though aggravated by
economic conditions, studies have shown that they usually are
caused by improper or ill-advised management decisions. The
problems most often cited by examiners in one or more of the
agencies in cases we studied were

-—-poor quality loans or other assets,

--violations of laws and regulations,

1/As of December 31, 1980, according to the FDIC 1980 Annual
Report, Table 107.
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~--poor internal controls,

case studies show that almost all the problems result from bad
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Objective

Our overall objective was to answer the question, "Is super-
vision better now than during our 1976 task force study?"

The definition of "better supervision" is based on observa-
tions of supervisory processes—--gathering information, identify-
ing problems, and effecting solutions--rather than on the overall
impact of supervision on the financial industry--e.g., the num-
ber of bank failures, the number of banks with problems, or the
general condition of banks. This is because many factors affect
the overall condition of financial institutions, so the success
of the bank supervisory agencies cannot be determined solely
on the basis of industry statistics. In spite of any action
taken by requlators, the condition of a bank and its potential
to fail are determined primarily by the quality of its manage-
ment. Moreover, economic downturns, beyond the control of
the agencies, exacerbate bank problems.

The supervisory agencies' success in getting bank problems
corrected depends largely on how willing and cooperative bank
managers are to change those practices and policies which
caused the problems. As we found in 1976, it is difficult for
an agency to influence particularly recalcitrant managers to
solve their problems, no matter what actions the agency takes.
This is an inherent characteristic of a free enterprise industry.

Significant increases in bank problems and failures are
related to the country's general economic condition. For
example, after the early 1970s recession the number of bank
failures reached the highest level since 1942. Recent problems
besetting the industry stem from unprecedented volatility in
interest rates causing a great increase in the cost of funds
and a transfer of deposits to other forms of investment.

Scope and methodology

Though it is difficult to assess the quality of supervision
by looking at overall industry statistics, supervisors' efforts
can he evaluated by studying their functions as applied to spe-
cific cases. In this way, we can ascertain if the changed laws,
requlations, and procedures are having the desired effects. If
we judge the effectiveness of a new law, regulation, etc., in a
sample of specific cases, then we can state whether supervision
overall has bheen improved.

In evaluating changes in bank supervision, we asked two ques-
tions as general criteria:



--Are the changes working as intended?

--Does applying the changes improve the way supervisors
identify and deal with bank problems as compared to
our observations in our 1976 task force study?

If the changes in laws, procedures, and systems are working
as designed or intended, and if we observe on a case~by-case
basis better handling of problems than we did in 1976, then we
can conclude that supervision has improved.

We used a three-step process to choose the changes on which
to focus. First, we identified all the changes that had occurred
as of the date of our review from other GAO work, annual reports
published by each agency, and lists prepared for us by the
agencies. Next, we categorized them by common agency supervisory
function as described above. Finally, we selected for emphasis
in our case studies and questionnaires those changes that had the
most significant impact on those functions.

We used two methods to study how the three Federal bank regu-
latory agencies employed the supervisory changes we chose. First,
we sent questionnaires to a statistical sample of bankers and to
all senior bank examiners. The bankers' questionnaire was
designed to elicit from high-level bank executives their per-
ceptions of certain aspects of Federal supervision. In the
other questionnaire, we asked senior bank examiners at all
three agencies to describe how they used new supervisory tools
and procedures and to evaluate those tools. Second, we studied
a sample of cases to evaluate supervisors' handling of hanks
warranting special attention. Our case studies began with
statistical analyses of a sample of 105 banks on Federal bank
supervisors' lists of institutions warranting special attention.
From this sample we selected 17 cases for a detailed review
of the history of problems and agency actions pertaining to
those banks.

Our review was performed in accordance with GAO's current
"Standards for Audit of Governmental Organizations, Programs,
Activities, and Functions."

Caveats

Because of resource constraints, the scope and methodology
we chose for this review imposed certain limitations on our
analysis. Those limitations are related to inherent character-
istics of questionnaires and to the number an:d type of bank
cases we saelected to study.



A basic characteristic of questionnaire results is that they
elicit opinions and observations of other parties without the
presence of our own staff. Responses are, therefore, more sub-
ject to the interpretations and biases of the individual respon-
dents. 1In order to minimize the effects of this characteristic,
we pretested both questionnaires, in the presence of our staff,
with bank officials and examiners.

Unlike our 1976 task force study, in this review we did not
look at a sample of cases drawn from all banks; we concentrated
our analysis on banks requiring special attention by supervisors.
We did so for two reasons: first, the staffing requirement for
case studies is quite high, and second, we were most interested
in supervisory changes pertaining to the discovery and correction
of bank problems.

However, we recognize that choosing this methodology excluded
our reviewing cases in which the supervisory agencies may have
identified and helped banks correct emerging problems before
they became serious enough to warrant placing the banks in a pro-
gram of increased supervision. In addition, it should be pointed
out that only a small percentage of banks--3.91 percent as of June
1981--warrant the concern such as that given the banks in our
case sample universe.

We attempted to amplify the results of the case studies
through our questionnaires. The questions we directed to
bankers asked them to evaluate bank examination for all banks,
not just special attention banks. Our analyses distinguished
between answers from banks warranting special attention and
those from banks in general. In addition, the questions we
agked of bank examiners concerned the way they examine banks
in general, not just special attention banks.



CHAPTER 2

DATA GATHERING IMPROVED, BUT PROCESS

COULD BE MORE EFFECTIVE, LESS BURDENSOME TO BANKS

Overall, regulators now get a better and more complete pic-
ture of the banks they examine than they did during our task
force review. Our case studies showed that examiners are getting
adequate data on banks that are developing problems. The finan-
cial analyses made by new computer-based surveillance systems
are more sophisticated than those that were previously available
using noncomputerized methods. The Federal Reserve is inspecting
holding companies with more regularity, using standard procedures,
obtaining data not previously collected, and using surveillance
to make more extensive financial analyses than before.

Agencies have attempted to streamline their information
collection by modifying the scope and procedures used in onsite
examinations. Modified examinations have been shown to effec-
tively utilize agency resources, and the agencies are not yet
using them as extensively as they should. However, potential
Aifficulties with regard to examiner training may limit the
extent to which agencies can expand use of modified methods.

Information collected on insider transactions and reported
by banks exceeds supervisors' requirements. Under a 1978 law
prompted by the revelation of abuses, banks are required to
maintain information and report to Federal supervisors on
loans to executive officers and principal shareholders. Fed-
eral requlators have recommended simplifying these requirements,
and our review indicates that one report filed with regulators by
banks is not actually necessary for examiners to obtain adequate
information on insider loans.

CHANGES IN DATA COLLECTION AND ANALYSIS
HAVE IMPROVED INFORMATION ON BANKS

Compared to the period covered by our 1976 task force
study, the Federal banking regulators are getting bhetter and
more complete information on the institutions they regulate.
Agencies still use the same basic sources for information they
did in 1976--onsite examinations and periodic data reported
by banks. However, the scope, types, and frequencies of exam-
inations have changed, and the periodically reported data is now
analyzed by computer-based surveillance systems. Whereas in 1976
we found little had been done to obtain complete information on
bank holding companies, new reports, procedures, and systems are
being employed in this area, too. A general trend in gathering
information exists: an increased emphasis on offsite data
gathering and an associated decrease in onsite examinations.




Surveillance systems give supervisors better
data on banks' financial conditions

Compared to what was available before the surveillance sys-
tems were developed, agency personnel now have a better picture
of a bank's financial condition and performance trends. The
systems offer a much greater level of sophistication and are
perceived as a valuable tool.

Supervisors were using financial ratio analyses at the time
of our 1976 study to evaluate various aspects of a bank's con-
Aition, such as capital adequacy, income, and liquidity. These
ratios had been calculated by hand, thus limiting the extent
to which financial profiles could be developed. However, even
then the agencies had begun to create computer systems to cal-
culate the ratios and perform analyses to provide a more exten-
sive, in~depth picture of each bank.

Since that time, each Federal banking agency has developed
its own surveillance system, though an attempt is being made
through the Federal Financial Institutions Examination Council
to standardize them. The systems vary in design and concept, but
each attempts to use financial ratio analysis to evaluate a
bank's financial condition, show performance trends, and spot
potential problens.

The Comptroller's National Bank Surveillance System (NBSS},
primarily designed for the early detection of banks requiring
special attention and as a supervisory and administrative system,
consists of three computer-based elements. The Bank Performance
Reports are produced from a data base obtained from reports
submitted periodically by banks and bank examiners. The Bank
Performance Reports show financial data and ratios calculated
for each bank and for peer groups against which each bank's
position is compared. The Anomaly Severity Ranking System, the
early warning device for NBSS, monitors banks between examina-
tions to detect those banks which show abnormal positions when
compared to their previous status and to their peers. This is
accomplished by a computerized scoring system which allocates
the highest score to those banks having the most abnormal posi-
tions, changes, and trends in performance or composition. Those
banks receiving the highest scores receive greater supervisory
attention. The third element, the Action Control System, is
a management information system that records the problems identi-
fied in a bank and shows the progress of the efforts being made
to correct these conditions. Bank conditions which have been
entered into the system for monitoring cannot be removed until



corrected. Once removed from the active file, the conditions
are retained in a historical record.

FDIC's Integrated Monitoring System (IMS) was developed to
supplement the examination process by providing a method of mon-
itoring bank performance. By monitoring banks between examina-
tions, the IMS can alert FDIC to the presence of a deteriorating
situation before it reaches a serious level, facilitating a
faster response by the agency. The primary component of the
IMS, Just A Warning System (JAWS), acts as an initial screening
device for data supplied by the banks. This data is furnished
to staff via computer terminals, before FDIC corrects bank
reporting errors that often occur, so they can immediately
begin to determine the validity of the data as well as to per-
form preliminary analyses using the JAWS tests. JAWS consists
of certain selected tests intended to measure capital adequacy,
liquidity, asset-liability mix/growth, and profitability.

The bank "fails" the tests if its calculated financial ratios
do not meet certain thresholds. The tests are then analyzed and
forwarded to each region to assist in completing review and
analysis. Another IMS component, the Comparative Performance
Report, was designed to provide bank management with a statisti-
cal and analytical tool for use in evaluating performance and
generating decisions. The report is produced from information
submitted by the banks and compares individual bank data to
peer group data.

The objective of the Federal Reserve's Bank Surveillance
Program is to identify member banks with current or potential
financial problems. The Program was developed to detect deter-
iorating financial conditions of member banks, to aid in sched-
ulinag examinations for State member banks, and to support the
examination process through bank performance reports. The
screening component of the system identifies existing and
emerging financial problems through the analysis of changes
in financial ratios and a composite score relative to peer
group statistics. The information for these screens is sub-
mitted by the banks and is generated by the Comptroller for
the Federal Reserve. The Comptroller's NBSS supplies Bank
Performance Reports for State member banks. Reports for those
banks that failed ratios are sent to the Federal Reserve banks
for further review and analysis.

10
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New procedures improve data
on holding companies

In contrast to findings in our task force study, the Federal
Reserve now has standard criteria for scheduling bank holding
company inspections (examinations) and a standard inspection
report. This gives the agency a much better picture of holding
company operations that may affect subsidiary banks.

Until the mid-1970s the Federal Reserve had not been very
active in examining bank holding companies. In 1975 only 13 per-
cent of the companies were inspected, and most of these inspec-
tions were made by only 3 of the 12 Federal Reserve banks.
Because the Federal Reserve had no effective systemwide proce-
dures, our 1976 task force study found that

~-nine of the district banks had no written guidelines
detailing the scope of inspections,

--five did not evaluate nonbank subsidiary assets, and

--seven restricted all holding company supervisory activi-
ties due to bhudgetary constraints.

Since that time, the Federal Reserve has significantly
increased its holding company supervision. It has developed a
standard holding company inspection manual. Its inspectors
use a systemwide report of inspection and rate companies
using a standard rating system.

The Federal Reserve has developed and installed a computer-
based holding company surveillance system. Each Federal Reserve
bank has a corps of holding~company-oriented staff responsible
for inspecting and monitoring the companies. Finally, the
Federal Reserve has designed special holding company training
courses.

USE OF MODIFIED SCOPE EXAMINATIONS
SHOULD BE EXPANDED, BUT AGENCIES
SHOULD BE AWARE OF POTENTIAL PROBLEMS

Limited or modified scope examinations, designed to
evaluate a bank's condition using fewer agency staffdays,
are being used and are perceived favorably by field staff.
Though we did not evaluate the modified scope procedures in this
study, previous GAO work and comments by examiners show this
concept should be expanded. However, some limits may have
to be placed on the use of modified scope examinations. A
less than full-scope examination limits on-the-job training
for new staff members, and new examiners' experience has been
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questioned by bankers. Also, examiners feel that modified
scope procedures should only be used for certain banks and
even then not every time they are examined.

Each of the three Federal hank regulatory agencies has
developed a modified version of its usual full-scope exami-
nation procedures. Although they differ from agency to agency,
the intent of each is to limit the amount of work performed
onsite at better institutions unless examiners find something
that requires further attention. The Comptroller calls these
"specialized" examinations, the FDIC calls them "modified"
examinations, and the Federal Reserve refers to them as
"compacted" examinations. We have used the general term
"modified scope" examinations.

In a previous GAO report we concluded that modified scope
examinations effectively reduce examination time. 1/ 1In that
report we brought out that FDIC, for the first 6 months of
1979, reduced its examination time by an average of 20 percent
using modified scope procedures. We also reported that two
Federal Reserve banks, San Francisco and Chicago, had shown
us significant reductions in time and staffing requirements
using their own modified scope examinations.

Senior bank examiners we surveyed felt that modified
scope examinations were effective at saving time and resources.
Seventy-four percent of all examiners surveyed thought that
modified scope examinations were "effective" or "very effective"
in accomplishing this objective. The proportion of Federal
Reserve examiners, however, rating their modified scope exami-
nations highly was smaller than the proportion at the other
agencies.

This may be attributable to the fact that fewer Federal
Reserve examiners are using modified scope examinations. The
GAO report referred to above reported that inconsistencies
existed among the agencies in three regions visited--San Fran-
cisco, Chicago, and Atlanta. 1In our current review, we also
found a wide variety of usage. Although over 77 percent of the
examiners in general told us they used modified scope procedures
in half or more of their examinations, the Comptroller's examiners
used them much more often than those in the Federal Reserve and
the FDIC. Ninety-one percent of the Comptroller's examiners said

1/"Federal Examination Of Financial Institutions: Issues That
Need To Be Resolved" (GGD-81-12, Jan. 6, 1981), pp. 20-21.
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half or more of their examinations conducted over the 2-year per-
iod prior to the survey were modified scope, as compared to 75.7
percent of FDIC examiners. Only 10 percent of the Federal Reserve
examiners responded similarly. This may be due to the fact that,
as we have reported before, the Federal Reserve has not exper-
ienced resource constraints as severe as those encountered by

the other two agencies. 1/

These modified scope examinations usually have been suffi-
cient for evaluating banks. Most examiners we surveyed reported
that they normally have not had to expand modified scope examina-
tions in order to adequately appraise a bank's overall condition.
In fact, 73.8 percent said that, in the last 2 years, they have
had to expand such examinations in about half or in fewer than
half of the times they have used them. Of course, even when the
examinations were expanded, the resulting time spent would not
necessarily have equaled the time spent for a full-scope exam-—
ination.

Even though modified scope examinations offer benefits,
some factors do serve to limit the number that can be substi-
tuted for full-scope examinations. First, modified scope exam—
inations offer less on-the-job training for newer examiners.
Second, examiners point out that some banks are better candi-
dates than others for receiving modified scope examinations.
Third, modified and full-scope examinations probably should be
interspersed to maintain an adequate level of knowledge about
a bank.

A few FDIC examiners and other agency officials told us that
mndified scope examinations do not provide the level of training
for new staff that full examinations do. One FDIC examiner, in
a comment on our questionnaire, stated that this problem "may
lead to a weakening of the Corporation because new employees
do not get in-depth training in a modified exam." Higher level
agency officials acknowledged that the ability to train examiners
while using modified scope examinations is a matter for concern.
According to one, FDIC regions do some full-scope examinations
to accommodate training needs even when the banks are eligihle
for modified scope examinations. Still, he added that FDIC might
have to consider revisinag its examination procedures in order
to preserve full-scope examinations as appropriate.

L/"Federal Structure For Examining Financial Institutions Can
Be Tmproved" (GGD-81-21, Apr. 24, 1981), pp. 24-30.
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This could be an important consideration, because bankers
we surveyed were critical of the experience levels of subordi-
nate Federal examiners. 1In 6 of the 10 areas in which we asked
them to rate subordinate examiners, at least 20 percent of the
bankers felt they were less than adequate or very much less than
adequate. (See app. I, quest. 4.) In two other areas, almost
20 percent had the same opinion.

Officials at the Comptroller's office and at FDIC told us
that they recognize that a problem exists, but as yet none of
the agencies has determined how it will relate on-the-job train-
ing requirements to using such examinations. However, this fac-
tor is one that would tend to limit the number of modified scope
examinations performed.

Although the bank examiners we surveyed were generally
encouraging about using modified scope examinations, comments
by a few of them indicate other possible limitations on the
extent to which modified scope procedures can be employed. Some
of the examiners stated that modified scope examinations should
be used mostly with larger banks and banks in good condition.
Several mentioned that the area that suffers most in the modified
scope examinations is the evaluation of loans. Consequently,
examiners expressed the belief that these examinations should
not be given consecutively to the same bank; instead they
should bhe alternated with full-scope examinations in order
to maintain a certain level of knowledge about the bank.

Fach agency's policies are flexible enough to allow its
field offices to consider all these factors in scheduling modi-
fied scope examinations. The Comptroller categorizes banks into
three priority levels and specifies which may receive modified
scope examinations, depending on their sizes and conditions.

The FDIC also has the equivalent of a three-tier system based

on condition designed to increase the use of modified scope
examinations. The Federal Reserve's policy, updated in February
1981, is the least explicit and merely "authorizes and encourages'
Reserve hanks to alternate use of modified scope procedures

with full-scope ones for eligible State member hanks.

LEGAL REPORTING REQUIREMENT
SHOULD BE RELAXED

Revelations of mast ahuses by bank officials taking advan-
tage of their positions as insiders prompted passage of legis-
lation that requires what is now seen by regulators as un-
necessary reporting of insider transactions. Though some of
the information revorted may be useful, increased emphasis by
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the agencies on scrutinizing insider transactions during exam-
inations renders much of what is reported excessive for super-
visory needs. Our case studies also lead us to conclude that
one of the reports is not needed by supervisors.

Highly publicized bank failures in the early 1970s and
revelation of certain activities of a former Government offi-
cial prompted the Congress to pass stricter legislation aimed
at abuses by bank insiders. The Congress noted that insider
abuses had been shown to be the greatest cause of bank failures
and problems. In our 1977 task force report, we pointed out
that improper or self-serving loans were the most significant
causes of failures we studied. FDIC statistics also support
this finding.

In reaction to this, the Congress in 1978 passed Titles
VIII and IX of the Financial Institutions Regulatory and In-
terest Rate Control Act (FIRA) (Public Law 95-630). Title
VIII limits loans to a bank's directors, officers, and owners
from correspondent banks. l/ It also requires bank officials
and owners of at least 10 percent of a bank's stock to make
a written report to the bank of all outstanding extensions
of credit from correspondent institutions. The bank is then
required to file the information with its primary regulator.
Title IX requires each bank to report to its primary regulator
a list of certain stockholders and a list of executive officers
and shareholders who have extensions of credit from the bank
and the aggregate amount of such credit. This title further
requires the banks and the agencies to make the information
available to the public on request.

Through their interagency coordination organization, the
Federal Financial Institutions Examination Council, the super-
visors developed forms on which the information could be compiled
and reported. Data to be given by bank officials to their boards
of directors under title VIII is reported on Council form FFIEC
004. Data reported by banks to their regulators, and made avail-
able to the public, is compiled on form FFIEC 003.

1/A correspondent bank performs certain banking services,
such as obtaining coin and currency, for another bank.
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The bank regulatory agencies and the Council have questioned
the need for the form FFIEC 003 and its data. One reason is that
it partially duplicates a reporting provision of section 22(g)
of the Federal Reserve Act (12 U.S.C. 375a). That section
requires member banks to submit periodic reports on loans made
to their executive officers. Another reason why the regulators
believe that form FFIEC 003 is unnecessary is that their normal
examinations for insider loan abuses, with the renewed emphasis
and new regulations that have been passed since the mid-1970s,
are sufficient to uncover insider abuses. Finally, the agencies
report that they have received few requests from the public for
the information, and they believe that the form in which it is
reported is noninformative and misleading, since it only aggre-
gates loan data.

Our review of reports filed under section 22(g) of the
Federal Reserve Act confirmed that most of the information
is duplicated on the form FFIEC 003. The 22(g) report for
each bank simply lists the number of loans and extensions
of credit to executive officers, the total dollar amounts
involved, and the range of interest rates charged. The form
FFIEC 003 lists executive officers as well as applicable prin-
cipal shareholders, but still aggregates the indebtedness.
Thus, most of the 22(g) information is subsumed in the form

FFIEC 003 information.

Our detailed case studies showed that the form FFIEC 003
information required by title IX is not needed by examiners
to uncover insider abuses. Six banks we reviewed with recog-
nized financial difficulties had problems with insider loans,
none of which were disclosed by forms FFIEC 003. In three
cases the abuses existed prior to the use of the reports
and were discovered without them, in two cases the design
of the report did not allow disclosure of the problem, and
in one case inaccurate information on the insider activities
was disclosed by the bank.

In one of our cases, insider loans had been a problem since
1977. The examiner felt the new reports did not make a dif-
ference in the examining process because it was a simple pro-
cedure to look at this bank's insider loans. According to the
regional counsel, the bank's form FFIEC 003 did not show anything
unusual on the surface. 1In another case, although insider
abuses occurred before the report was required, the examiner
felt the form would not have helped detect them. He explained
that during an examination field examiners check the reports
for technical compliance from the bank records anyway, but
the reports are not used to help discover abuses.

One other bank's insider loan report showed nothing unusual

on the surface, and the following examination report indicated
that lcans to directors, executive officers, and related
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interests were made with terms and rates commensurate with
those available to the outside borrowers. Employees, however,
were given preferential rates on installment and mortgage
loans, something that would not have been identified through
the form FFIEC 003.

In one final case, examiners discovered a poor loan to a
business associate of the bank president, using their normal
examination procedures. The president denied the association,
which was later admitted by the borrower. Since the president
did not think an insider relationship had existed, the situation
did not show up on the insider loan form.

Since the mid-1970s, all three agencies have taken steps
to enhance their scrutiny of insider transactions, steps they
feel render the title IX reports unnecessary. Officials at
each of the agencies assured us that since the highly publi-
cized abuses of the preceding decade, their examiners have
taken a more aggressive approach in their review of insider
transactions and correspondent lending practices. Both the
Comptroller and FDIC have also formulated new examination
procedures which detail more specifically how examiners should
search for improper self dealings. The Federal Reserve has not
changed its examination procedures in this regard but does
instruct its examiners to review insider transactions thoroughly.
This strengthening of awareness and procedures, added to the
insider loan review methods previously in place, give the
agencies, in their opinions, sufficient tools to minimize
abusive self dealings.

CONCLUSIONS

Federal bank regulators are obtaining more and better infor-
mation on banks and bank holding companies they supervise than
they were when we conducted our 1976 study. However, improve-
ments can be made in two areas.

Of the two purposes for establishing title IX reporting
requirements--providing information to regulators and disclosing
insider loans to the public--the former is served adequately
without the reports and how well the latter is served is sub-
ject to question. We believe that the form FFIEC 003 can be
eliminated as an excessive report requirement without adversely
affecting the regulators' ability to scrutinize insider loans.
However, the value of public disclosure is a policy issue that
should be decided by the Congress. At the very least, the
reporting under section 22(g) of the Federal Reserve Act should
be discontinued in favor of the more inclusive reporting encom-
passed under Title IX of FIRA. It is not clear from our case
study information or from a review of the design of the FIRA
reports that they would disclose insider abuses which might
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exist. Therefore, the deterrent value of public disclosure
may be diminished.

Alternative legislative options exist. First, the insider
reporting requirement can be eliminated entirely by eliminating
both the section 22(g) and the FIRA reports. Second, if the
Congress feels that public disclosure by banks themselves is
important, only the redundant reporting of section 22(g) of
the Federal Reserve Act should be eliminated.

Modified scope examinations have been shown to use agency
resources more efficiently while still assuring the safety and
scundness of banks. However, various factors limit the arbi-
trary application of modified scope procedures.

None of the agencies' policies integrate staff training
nceds into procedures for using modified scope examinations.
Since on-the-job training is important, and since bankers per-
ceive a real lack of experience in subordinate examiners, the
agencies should develop quidelines for incorporating training
into the use of modified procedures.

RECOMMENDATION 7O THE CONGRESS

We recomnend the following alternatives to the current
legal structure for having banks report on insider transactions:

--Unless the Congress remains convinced of the value of
public disclosure, in addition to supervisory oversight,
as a deterrent to insider abuses, we recommend that
it eliminate the requirement under section 22(g) of
the Federal Reserve Act (12 U.S.C. 375a) for banks to
submit periodic reports to their primary reqgulators
on loans made to their executive officers. In addition,
we recommend that it eliminate the requirements under
section 7 of the Federal Deposit Insurance Act (FIRA
title IX reports) that a bank report to its primary
regulator a list of certain stockholders and a list of
executive officers and shareholders who have extensions
of credit from the bank and the aggregate amount of
such credit, and that the banks and the agencies nake
the information available to the public on request.

This would eliminate all requirements for reporting
extensions of credit to executive officers and princi-
pal sharehclders that are applicable to all banks.

--1f the Congress believes in the value of retaining
public disclosure by the banks themselves, we recom-
mend that the Congress only eliminate the section 22(g)
requirement for banks to submit periodic reports to
their primary regulator on loans made to their execu-
tive officers, while retaining the requirements for
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FIRA title IX reports on extensions of credit and public
disclosure of such reports.

Appendix VIII contains suggested legislative langquage to achieve
these recommendations.

RECOMMENDATION TO THE

We recommend that the Comptroller of the Currency, the
Chairman of the Board of Governors of the Federal Reserve
System, and the Chairman of the Federal Deposit Insurance
Corporation ascertain the impact of modified scope examinations
on staff training and develop policies on their use that consider
training needs.

AGENCY COMMENTS

The Federal Reserve, the FDIC, and the Federal Financial
Institutions Examination Council supported one or both of the
alternative recommendations to reduce the insider transactions
reporting requirements. As they and we pointed out, the agencies
and the Council have submitted legislative proposals to the
appropriate congressional committees incorporating similar
amendnents.

With regard to our recommendation on developing policies
on using modified scope examinations,

--the FDIC agreed to emphasize this need to its regional
offices (see app. V, p. 94);

--the Federal Reserve said it already considers training
needs in scheduling modified scope examinations (see
app. VII, p. 99.); and

--the Comptroller agreed that the impact of his modified
scope examinations policy on training needs should be
evaluated, though he emphasized that a primary consider-
ation for using them still must be the efficient use of
resources (see app. IV, p. 91).

We cannot verify the Federal Reserve's contention since
we found no written policy on incorporating training needs,
and we found that the Federal Reserve banks use few modified
scope examinations, anyway. Because the Federal Reserve's
policies give greater latitude to its field offices than do the
other agencies' policies, we still feel the Federal Reserve
should, as the FDIC agreed to do, at least formulate a policy
and make it known to its district banks.
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CHAPTER 3

PROBLEMS IDENTIFIED EARLY, BUT EMPHASIS

STILL ON BANKS' FINANCIAL CONDITIOMNS

Federal agencies usually identify bank problems before they
become too serious to correct. However, though the agencies are
paying more attention to the competence of bank management and
its policies that cause problems, they still equate the quality
of management to the current condition of a bank. This is an
equation that, as we found both in our task force cases and in
our current study, can be misleading, because it fails to con-
sider the inordinate vulnerability of the bank to problems. It
also fails to motivate agency action until financial conditions
deteriorate.

£
hi]
Ia ]
3
‘-I
3
Q
o]
Hh
O‘ ‘
(4
]
=
g
s I
[0 o]
O o0
()]

dO, however, usually 1
t at which agencies find
(&) LULLELL L[lelllo

._l.

@]

SO A0 =@

mo I

o JLs
!'h
h
1]
0
o
[¢]
)
o]
>
o
ot
:3‘
)
<
Q
fo ]
jo]
0
t

5
o

[}
Q
-t
ol
=0
)
n
o
[N
b
O

(7
[v I )
th Qu
o+
o 2 1
He D ®
o
n s
1 =T A o
[¢/]
(o]
o 1}
[N ) g 0o
RS0
00O H
O K
7
+ 8
= B
o Bl
o 0
t 3
(1]

3
3
3

3 oo %

Bt~ 0@
o3

M
0
0
3

Yo
© management weaknesses

]
Jos
s
-
s
=
-

O He b

o
of

o .

0

o 0o
O %O T0O K

O H KK
[l

3 s ot
BwQ e

33
F ot Ot

a a+311 FAa~iain
C Svaiira Lux.uaa.u\.g on

r

gement weaknesses—--as
- .

-~

o
o
p

r

o

o}
-

"

.

O +rhQO
jol}
3 3
t ST oS

Jede

O3 e o3
o
3 o]
P - QO D T

o+
o}

n

Q

i

<

1]
g
N
Q

Q

PRS0
3

@ Q -
3
Fh(@D U 3 O Hy

<
® o O

0

3 -

T ]
b ot
O
i 0

[a}
-
o

.

Z.

[fﬁ'\rrr"ﬂ)b—*

v
I I M R ¢ B e 2+

® k- - 09
Q ¢ Hhor O

ol n

3n
n
[
O
o]
3 .
cm
O 230

k management, but it
i1l

N a manacger'e ab
ng a manager s ao

1))
0
<
]
’...0
£
w

S
[N
»

-

1977 report, we noted that examiners often did not
nt weaknesses in their reports until the effects
on the bank. For example, examiners did not

nk_ inadeauate loan policies unless the bank

ixd f r 1nac LU aLe A0l pLLLLLES LSS il

ified loans. 1/

1/If an examiner helieves that some factor adversely affects the
nna11+v of a loan, hn/q'hn may "~lagsi Fv the loan as helnn
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"substandard," "“doubtful," or "loss," in order of severity
of the problem.
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The reason we were concerned about this in 1976 was that
our study of failed banks showed that poor management practices
left banks inordinately wvulnerable to the economic fluctuations
that precipitated the increase in the number and size of failures
in the early 1970s. Thus, even though a bank's financial condi-
tion may not immediately reflect bad management, the bank is
nonetheless in a situation that could ultimately imperil its
condition.

Equating management competence to a bank's financial condi-
tion, though an important measure, still can be misleading, as
we found in our current case studies. In one of them, for exam-
ple, the bank originally was designated as warranting special
attention as the result of an October 1975 examination, cited for
poor asset quality, poor liquidity, and insider locan abuses. No
particular emphasis was placed on the causes of the problems, and
the bank was removed from a program of increased supervision once
its financial condition had improved.

However, in September 1978, when an examination revealed
that the condition had deteriorated again, the bank was once
more listed as requiring closer attention. Poor assets, low
iiquidity, and insider abuses were cited again by examiners,
just as they had been in 1975. But this time the examiners
directly cited and emphasized the causes--poor policies and
lax implementation of them~-and the agency required the bank
to correct themn.

In our sample of 105 banks, we noted that examiners cited
situations warranting attention in those banks well before
their conditions dictated selecting them for special attention.
However, though the examiners did cite some management weaknesses
before that point, their overall evaluations of management were
still closely linked to the banks' financial conditions. For
example, some kind of management policy and procedural probleus
were cited as early as three examinations before the banks were
designated as needing closer supervision in 64.4 percent of
those examinations. But, by the time the banks were considered
to be of supervisory concern, the agencies were identifying
these management problems 84.5 percent of the time.

Moreover, the Federal Reserve identified management concerns
later than the Comptroller and FDIC did. Three examinations prior
to the banks being regarded as institutions in need of closer
attention, the Federal Reserve cited management policy and proce-
dAural weaknesses in 48.0 percent of the cases, compared to 60.6
percent and 81.2 percent for the Comptroller and FDIC, respec-
tively. In the examination just hefore the banks were desianated
to be of supervisory concern, the Comptroller and FDIC both
recognized management deficiencies about 88.0 percent of the
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time, while the Federal Reserve pointed out the same types of
problems in 76.7 percent of its banks.

In the statistics cited above, the management-type problem
noted the most by examiners three examinations prior to special
attention designation was inadequate internal routines and con-
trols, singled out in over half the cases. The other indicators
of poor management cited in examinations we reviewed were incom-
petent or inexperienced management, inadequate staff, poor respon-
siveness to problems, dishonesty, and poor asset/liability man-
agement. As the following figure shows, as the banks' conditions
deteriorated to the point at which they were designated as being
of special concern, criticisms of management increased.

MANAGEMENT CRITICISMS COMPARED

TO OVERALL BANK CONDITION

Percent of cases criticized

Management 3 exams before 2 exams 1 exam
area criticized designation before before
Incompetence,

inexperience 22.3 24.8 58.1

Inadequate staff
or structure 5.3 7.6 15.2

Poor internal
routines and

controls 53.2 51.4 61.9
Poor responsiveness

to prohlems 4.3 4.8 15.2
Dishonesty 0] 1.9 1.0
Poor asset/liability

management 5.3 7.6 21.9
Poor loan policy 34.0 44.8 57.1

Since the poor loan policy criticism can be compared directly
to a specific effect, classified loans, we analyzed how often
each was cited by examiners in examination reports. Two examina-
tions before the hanks were cited as needing close attention, the
three aagencies were citing classified loans without commenting on
inadeguate loan policies 27.6 percent of the time. Both poor loan
policies and classified loans were identified in 38.1 percent of
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the cases. But only 6.7 percent of the time did the agencies
identify the poor loan policies before the effects (classified
loans) were criticized.

In the examination immediately preceding "close attention"
designation, a similar situation existed, though by this time
more policy criticisms were made. Concerns about classified
loans without concern for loan policy were disclosed 35.2 percent
of the time, while classified loan levels and poor loan policies
together were revealed in 51.4 percent of the banks. Again, the
agencies identified poor policies alone in only 5.7 percent of
the cases.

After the banks were designated as being of supervisory
concern, loan policy was cited in even fewer cases. In the
examination following designation, the regulators criticized
classified loans without mentioning loan policy concerns 43.4
percent of the time. Both the existence of classified loans and
inadequate loan policies were identified in 37.3 percent of the
cases. Poor loan policies without classified loans were cited
6.0 percent of the time.

The Comptroller's staff was the most aggressive of the three
agencies in identifying loan policy problems before loans actu-
ally deteriorated. In the examinations conducted just before
banks were designated as warranting special attention, only his
staff criticized loan policies without also criticizing actual
bad loans (six cases). In the examination preceding this, exam-
iners from the Comptroller's office considered loan policies
to be inadequate in five out of the seven cases in which the
cause alone was mentioned, as compared to one case each for
the other two agencies. After problem designation, the Comp-
troller's examiners identified poor loan policies in four out
of the five cases in which the cause alone was mentioned.

As one other measure of the equation of management to
financial condition, we compared the ratings given to bank
managers by the agencies to ratings given to financial aspects
of their banks. i/ In 87.5 percent of our cases, management
was rated the same as the financial elements three examinations

e ) i — o i . 4 2D 2 A ot ST

1/The agencies, using a standard internal system, rate each bank

" in five areas: capital adequacy, asset quality, management,
earnings, and liquidity. The rating scale is from 1 to 5, 1
being the best. The agencies also prepare a composite rating
for each bank, which employs the same 1 to 5 rating scale.
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before the banks were designated as being of supervisory concern.
Once the banks were considered to be in need of closer super-
vision, the management rating reflected the other ratings 75.7
percent of the time, while in 22.3 percent of the cases manage-
ment was rated more harshly than the financial elements.

In the examination after the banks were considered to be in
need of closer supervision, management was rated poorer than
the other elements 27.7 percent of the time, as compared to the
ahove~-mentioned 22.3 percent. For the examination following
that, managers received a lower rating 30.6 percent of the time.
Therefore, as the banks' conditions weakened over time, the
regulators evaluated management generally more harshly.

As part of the questionnaire we sent to bankers, we asked
them to rate the effectiveness of the Federal examination
process in performing a number of examination functions. The
list of functions encompassed major evaluations and reviews that
examiners perform to determine the condition of a bank and qual-
ity of its management. Some of the functions are "effects-
oriented" in that they are used as tools to find current prob-
lems but do not usually address underlying causes. Most of the
remaining functions serve as a means to pinpoint the source of
problems (e.g., bad management). These latter functions we have
labeled "cause-oriented."

A majority of bankers perceive the evaluations of cause-
oriented functions as effective, though less so than other exam-
ination functions. Officials at 75.9 percent of the commercial
banks we surveyed thought that examiners' evaluations of manage-
ment were "effective" or "very effective," and 65.4 percent
thought evaluations of internal controls were in the same cate-
gories. Although encouraging, these results are lower than opin-
ions of some effects~oriented and other examination functions.
For example, 85.5 percent of the bankers thought that evaluations
of asset quality were "effective" or "very effective," and 90.3
percent thought that examinations were effective or better at
assuring compliance with laws and regulations. The following
figure compares all the effects- and cause-oriented functions
we asked bankers about.
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Bankers' Ratings of Agencies' Effectiveness

in Performing Cause- and Effects-oriented

Examination Functions

Percent rating agencies
Effects—-oriented functions "effective" or "very effective"

Evaluation of investment port-
folio balance/imbalance 64.5

Evaluation of deposit

volatility 56.1
Evaluation of capital ade-

gquacy 78.2
Evaluation of asset quality 85.5
Evaluation of liquidity 83.2
Evaluation of earnings 73.4

Assurance of compliance with laws
and requlations {other than consumer) 90.3

Cause-oriented functions

Evaluation of internal controls,
including internal audit 65.4

Determination of the existence
of conflicts of interest 76.3

Evaluation of loan policies
and procedures 75.3

Evaluation of management 75.9

Evaluation of investment policies
and procedures 66.4

Other functions

Assurance of safety of depositors’
funds 88.2

Assurance that insider loan limits

and reporting provisions of FIRA
are being met 93.1
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In the preceding chart, as well as in charts that follow,
the numbers do not match those in the relevant appendixes because
the charts were adjusted for nonresponses and for those who
responded, "no bhasis to judge."

In another section of the hankers' questionnaire, we
requested that bhank officials indicate the degree of impor-
tance they think examiners place on the major areas they
review dAurina the course of an examination. These areas
can also be divided on the basis of cause versus effect.
Reviews of such indicators as liquidity and earnings can
identify the effects of bad management and policies while
evaluations of management itself might trace the root of a
bank's problems. The responses to this question, therefore,
give some indication of whether bankers feel examiners
emphasize cause~oriented or effects-oriented areas.

By stratifying the responses to this question by super-
vising agency, we found that the Comptroller was perceived by
bankers we surveyed as placing more emphasis on evaluating
banks' managements. As was pointed out in a previous GAO
report, l/ the Comptroller has revised his examination proce-
Aures to place greater emphasis on evaluating a bank's nanage-
ment than either the Federal Reserve or FDIC. Accordingly, in
some instances the proportion of national bank officials who
thought the Comptroller's examiners emphasized cause factors
was larger than that of Federal Reserve- and FDIC-supervised
hanks. As the following figure shows, the Comptroller was seen
to emphasize evaluations of management competence and of a bank's
policies and procedures more than were the Federal Reserve and
FDIC. This difference was not as apparent in the three agencies'
evaluations of banks' internal controls, however.

l/GGD—Bl—lZ, page 35.
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Bankers' Perceptions of Importance

Placed by Examiners on Areas They Review

Percent perceiving "great" or "very
great" importance placed by examiners
Area of operations Comptroller Federal Reserve FDIC

Effects~oriented areas

Condition and structure

of assets 74.3 75.3 73.0
Structure of liabilities

and capital 67.7 62.3 59.5
Liquidity 66.0 60.9 58.8
Rarnings 58.5 49,3 39.8

Compliance with laws and
requlations (other than
consumer) 80.4 77.5 75.0

Cause-oriented areas

Management policies and
procedures 75.1 60.5 50.3

Internal controls, including
internal audit 66.8 63.9 51.7

Management competence and
expertise 71.4 57.4 57.6

But the bankers apparently did not equate attention to effec-
tiveness. As the following figure shows, the percentages of
national bank officials rating the Comptroller as being effective
in performing cause-oriented evaluations were higher than percent-
ages for FDIC's and the Federal Reserve's banks, but there is less
difference among the agencies here than in the previous figure
for cause-oriented areas.
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Comparative Ratings of Aaencies' Effectiveness

in Cause~oriented Examination Functions

Percent of bhankers rating agencies
"effective" or "very effective"
Cause-oriented function Comptroller Federal Reserve FDIC

Evaluation of internal con-
trols, including internal

audit 74,9 68.4 60.0
Determination of the existence

of conflicts of interest 82.4 69.7 73.9
Evaluation of loan policies

and procedures 81.3 76.8 72.0
FEvaluation of management 81.3 73.0 73.3

FEvaluation of investment
policies and procedures 73.7 65.1 62.7

Although aareeing with our observations, officials at one
or more of the bank requlatory agencies gave us three primary
reasons for not criticizing management before a bank's condition
deteriorates. First, it is hard to convince a bank's board of
directors that managers are doing anything wrong if the bank
is in good condition. Second, until a bank's management is
challenged with adversity, it is hard to tell how good it is.
Today's economic conditions are giving bankers challenges they
have hitherto not had to face. Finally, requlators do not want
to appear to he interfering with management decisionmaking
prerogatives.

Although it may be difficult to evaluate or challenge a man-

ager's performance, that, nonetheless, is one of the regulatory
agencies' responsibilities. Statements in examination policies
developed by all three agencies indicate the importance of
assessing the quality of a bank's directors and officers.
Waiting for the effects of bad management to manifest them-
selves before criticizing managers--i.e., letting the bank
deteriorate-—-is not the best way by which to fulfill super-
visory responsibilities.

We aagree that requlators should avoid unduly interfering
with hank officers' legitimate prerogatives. But since the
agencies do have the responsibility to evaluate the safety and
soundness of the hanks they supervise, and since the key to
the condition of a bhank is its management, then it is incumbent
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upon them to make an objective, independent evaluation of man-
agement as one part of their overall assessment of the bank.
Such an evaluation need not interfere with managers any more
than would the adverse classification of a loan. One expresses
the regulator's opinion of processes and the other an opinion
of the results.

SURVEILLANCE SYSTEMS HAVE LIMITED VALUE
AS EARLY WARNING OF BANK PROBLEMS

Computer-based offsite surveillance systems are inherently
limited in their ability to provide early warning of bank prob-
lems. Though not designed to replace onsite examinations, the
systems were touted as between-examinations indicators of
developing problems. Experience to date demonstrates limits
on their value for this mission because they do not identify
management weaknesses until manifest as changes to a bank's
condition. Systems also cannot evaluate the quality of indi-
vidual loans, an important indicator of a bank's potential
condition.

Computer-based systems were originally conceived as one
way, but not the only way, to spot bank problems before they
become serious. Specifically, they were to help spot poten-
tial problems between onsite examinations, perhaps allowing
a longer interval between examinations.

Our study disclosed that, although the systems did detect
manifestations of problems hefore they became too sericus to
correct, offsite surveillance did not identify them until they
had affected banks' financial conditions. In 12 of our 17
detailed case studies, surveillance systems indicated or could
have indicated problems in the bhanks before those hanks had
to be placed on special attention lists. In only one of those
cases did surveillance--a special regional analysis--cause the
agency to change a bank rating and consider a bank to be of
particular concern, independent of an examination. The other
11 cases exemplified surveillance's more usual role in problem
identification--as a complement to the examination process,
confirming conditions already detected during onsite examina-
tions or soon to be detected by a routinely scheduled examnina-
tion.

Because, as agency officials pointed out, surveillance sys-
tems analyze financial data but do not directly evaluate manage-
ment or the quality of assets, they cannot pick up management
weaknesses until they have adversely affected a hank's financial
condition. This is why bank examiners we surveyed felt that the
systems were least effective in identifying problens at an early
stage or helping prevent problems from developing at a hank.
Only 44.5 percent felt systems were effective or very effective
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at identifying current problems at an early stage, and only
29.4 percent thought they were effective or very effective

in helping prevent problems from developing. These percentages
are considerably lower than the perceived effectiveness for
other surveillance functions. (See app. III, quest. 12.)

Moreover, agency officials told us that their staffs do not
rely on surveillance systems to monitor the progress of problem
banks because they follow those banks closely, anyway. The
officials feel that the monitoring of banks with problems through
surveillance is duplicative of the other supervision given to
these banks. Once a bank is identified as having problems, other
methods are used to keep the agency informed of the bank's condi-
tion. These include informal methods, such as progress reports
and bank visits, and formal actions, like written agreements
and cease and desist orders. Through these means the agencies
are able to obtain information that is more current and more
tailored to the bank's specific problems than the data supplied
by surveillance.

In 16 of our 17 detailed case studies, at least one of the
above methods was used to monitor the banks' progress. The
agencies generally requested progress reports from the banks,
and examiners visited them to check on specific areas of concern.
Using these tools, the agencies are able to obtain and review
bank information on a monthly or bimonthly basis--more often
than the surveillance systems allow.

CONCLUSIONS

Even though they pay more attention to hank management as
a cause of prohlems, agencies still equate the quality of man-
aqgement with the condition of a hank. Our analyses of sample
data showed that examiners often cited problems at a bank with-
out criticizing management practices, hut as the problemns
worsened, the examiners bhegan criticizing management more.
Agencies rarely criticized management practices unless problems
had already developed. One reason this occurred was that, in the
view of bankers themselves, examiners placed a bit less emphasis
during an examination on evaluating management. But the major
reason was that the agencies are reluctant to criticize a bank's
managers unless the bank's financial condition is deteriorating.
Although it is hard to criticize management if a bank is doing
well financially, our concern is, as it was in our 1976 study,
that a bank's management should be evaluated separately from its
financial condition. This is because a dip in the economy could
have an unnecessarily severe impact on an institution that is
poorly managed.
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We are also concerned that focusing attention on management
problems after a hank's condition deteriorates denies the agen-
cies an opportunity to help solve management weaknesses at an
early stage. In chapter 4 we discuss a way in which we believe
the agencies could be more effective in helping banks solve
problems at an early stage. But implementing this requires
placing more emphasis on management problems before the agencies
find it necessary to take formal measures to force actions on
bank managers.

Though experience has shown that surveillance systems can
disclose a bank's financial deterioration before it reaches
dangerous levels, the systems cannot disclose management weak-
nesses until they manifest themselves as financial problems.
Therefore the agencies will, as they have stated in the past,
have to maintain a mix of onsite visits and surveillance to
assure hanks' safety and soundness in today's regulatory envi-
ronment. Onsite visits should naturally be aimed at areas
that surveillance cannot effectively evaluate. In chapter 5
we discuss problems encountered by the agencies in integrating
surveillance into their supervisory programs.

AGENCY COMMENTS

In oral comments, the Comptroller's officials pointed out
that some of our cases occurred at a time when new examination
procedures were still evolving. They believe that they are now
emphasizing management more. We understand that any new pro-
cedure might go through a transitional phase during its evolu-
tion. At present, not enough "post-transitional" case studies
exist to make a judgment on whether the Comptroller's examiners
now emphasize management more often than they 4did during the
"transitional phase."

Although we made no recommendations in this chapter,
FDIC chose to offer a comment interpreting our evidence to
support its methods of assessing hank management. Pointing
to figures cited in paragraph 5 on page 21, the FDIC stated
that it was "'bottom line' evidence of the comprehensive nature
of FNDIC's management evaluation process." (See app. V, p. 923.)
Actually, what the figures show is that the agencies mention
management problems before a bank's condition deteriorates and
that FDIC appears to do this more often than do the other two

agencies.

But our main point is that the agencies do not act upon
those findings until a bank's financial condition deteriorates,
and we offer further evidence of this, applicable to all three
agencies. (See pp. 22 to 292.) Our recommendation as to what
the agencies should do is in our next chapter, and we discuss
agencies' comments on that recommendation on page 46.
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CHAPTER 4

FORMAL ACTIONS IMPROVED, BUT INFORMAL

METHODS SHOULD BE MADE MORE EFFECTIVE

The Federal banking agencies are taking more formal actions
to influence banks to solve problems. Their more aggressive
attitude is aided by a more structured approach to using their
supervisory powers and by new legal authority given them by the
Congress.

Still, agencies use formal actions only after a bank's
financial condition has deteriorated appreciably. At the ear-
liest stages of a problem, agencies still use informal persuasive
techniques, and they still avoid using what could be an effective
aid to hanks--making more specific, useful recommendations for
correcting conditions that could lead to more serious problems.

FORMAL ACTIONS USED MORE OFTEN, BUT
ONLY AFTER FINANCIAL CONDITION DETERIORATES

In 1977, GAO concluded that the Federal hank regulators
could have used their formal enforcement powers sooner and more
often to effect solutions to bank problems. We recommended that
they estahlish more aggressive policies and more structured
guidelines for using the powers.

Using new powers granted by the Congress in 1978, the
agencies have become more aggressive and have established more
structured guidelines. But they still wait to use their formal
powers until a bank's condition has deteriorated significantly.
This is caused by a desire to develop a strong case before apply-
ing legal sanctions.

We have grouped as formal actions "administrative" and
"legal" enforcement measures. We have defined administrative
actions as understandings between a bhank and its supervisory
agency on ways to solve problems. They include memoranda of
understanding and the more formalized written agreements. Legal
enforcement actions are specifically authorized by law and are
used as a last resort to induce bank managers to solve their
problems. They include cease and desist orders, civil money
penalties, and removal and suspension of bank officials. We
have also included the new authority allowing agencies to dis-
approve prospective bank purchases because it could be punitive
in nature and was designed as a safety and soundness measure.
The agencies can deny a bank's application (for a new branch,
for example) as an enforcement action. However, we have not
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considered such actions here because, in the application process,
banks may be discouraged from filing if they know their applica-
tions would not be accepted. Since documentation of that informal
exchange between bankers and regulators might be fragmentary at
best, we could not quantify its use.

Taken as a group, these formal actions are used when infor-
mal persuasion fails to influence bankers to solve problems.

Formal actions used more often

Each of the agencies has increased its use of formal actions
in recent years, especially considering the fact that the number
of banks requiring special attention has declined from the high
in the mid-1970s. The following table shows the number of formal
actions taken by the agencies over the last 10 years:

Formal Actions: 1971-1980

'71 '72 '73 '74 '75 '76 '77 '78 '79 '80

e it e — — o o— —— oot m——

Memoranda of Understand-

ing (notes a and b) - - - - - - - 24 31 o8
Written Agreements 5 S 10 19 20 24 40 54 57 59
Cease and Desist Orders 8 15 13 6 14 40 61 53 68 67

Civil Money Penalties
(note <) - - - - - - - - 2 10

Removal and Suspension
of Management -

11 7

34 32

H
~
I
o

4 3 1

]

wm
-
~J
[

101 135 161 205

N

Totals 13

a/Data for 1971-1977 not readily available.

b/An FDIC official said that in the last 2 years FDIC has resumed
using memoranda of understanding after a lapse of some years.
Data not readily available.

c/New supervisory tool, instituted with FIRA (Nov. 10, 1978).
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The following graph compares the number of banks requiring
special attention over the same period to the number of formal
actions shown on the previous paqge:

BANKS REQU IRING SPECIAL ATTENTION AND FORMAL ACTIONS TAKEN
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In the previous graph, special attention figures are com-
bined totals taken from lists maintained by each of the agen-
cies. FDIC includes national and State member banks on its
problem bank lists, in addition to State nonmember banks--for
which they have supervisory responsibility. However, the special
attention figures represent only the State nonmember banks on
FDIC's problem bank lists. National and State member special
attention bank figures were obtained from the Comptroller and
the Federal Reserve, respectively.

As the graph shows, considering the total number of these
banks has been stable or slightly decreasing since 1977, the
use of formal actions has increased significantly.

Formal actions linked to financial condition

Reinforced by new structured guidelines for using formal
actions, the agencies use the actions only after a bank's con-
dition has deteriorated significantly. They are, therefore,
not used at the earliest stages when potential problems
could be solved, perhaps by correcting management weaknesses.

In our 1977 report, we observed that the banking agencies
had delayed using formal actions until a bank's problems had
become very severe, especially in cases in which the banks
eventually failed. 1/ We reported that for the banks listed
as problems on November 30, 1976, and against which the agen-
cies took formal actions, 3/ an average of 57 months elapsed
from the date of the problem designation to the date the action
was taken.

Using a new procedure adopted by all three agencies, regu-
lators are taking actions faster. During 1979, the regulators
set up policies for the use of formal legal and administrative
actions. These guidelines were established to assure greater
uniformity among the field offices and to set forth minimum
standards for the treatment of banks requiring more than normal
supervision. The policy statements require the field offices
to implement or consider some type of supervisory action after
giving the bank a "3," "4," or "5" rating. (See footnote on
p. 23 for explanation of ratings.)

1/0CcG-77-1, page 8-17.

E/Formal actions as defined in our 1977 report did not include
memoranda of understanding.
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Our sample analyses show that the regulators are taking
action faster after the first "3," "4," or "5" rating now than
they did before the new procedures were adopted. Of those sample
banks that had a formal action taken against them under the new
policy, 87 percent of the actions were taken within 6 months of
the ending date of the examination. This compares with 53.7 per-
cent for actions taken before the new procedures were implemented.
Under the new procedures, in 78.3 percent of the sample cases in
which the agencies toock formal action, it was before the next
examination started. The regulators took action before the next
examination in only 61.0 percent of the sample cases before the

m oy wm e PP 2 a2

new policy was instituted.

However, our detailed cases showed that the agencies still
do not take formal actions until a bank's condition has deter-
iorated. Formal action, either by the Federal agency or the
State bank supervisor, was taken in 13 of our 17 cases. In all
of them, the regulators waited until the effects of the problems
became evident bhefore designating the banks as institutions
requiring special attention and taking formal actions.

Officials at all three agencies agreed that formal actions
generally are not used until a bank's financial condition has
been affected. They apply moral suasion to bank management until
the effects of the bank's problems are serious, at which time
they will take formal action.

This reluctance is induced by a concern for building a
strong case before applying legal sanctions. According to agency
officials, legal actions go through numerous agency reviews
before they are issued against banks. There is concern about
building enough support for the action should the bank dispute
it. One of the Comptroller's officials stated that a case for
a legal enforcement action could not be sustained unless the
bank's condition had deteriorated. Regarding one of our detailed
case studies, an FDIC official explained that the State regula-
tors can act more quickly on a legal action than the Federal agency
because of the long process and many reviews the Federal agency
must go through. When State laws are less cumbersome, the Fed-
eral agency may let a State take action against a State-chartered
bank. A Federal Reserve official expressed a similar position.

Anticipated flexibility in new
legal powers partly realized

The Congress attempted in 1978 to give the bank regulators
new flexibility to deal with the primary cause of bank problems--
bad managers--before banks suffer serious financial harm. The
new tools given to the regulators--improved cease and gdesist
authority, civil money penalties, easier removal and suspension
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of officers, and control over changes in ownership of banks~-have
proved useful, hut not necessarily to the extent originally
envisioned.

Cease and desist still most used

One legal sanction used by regulators to deal with a bank's
problems is the cease and desist order, which requires the bank
to stop an action that the regulator believes is harming the
bank. Cease and desist authority was improved by applying it to
individuals as well as to institutions. 1/ This was prompted
by agency complaints that previous cease and desist authority,
aimed only at institutions, was often inappropriate.

The cease and desist order is still the most often used
legal power, and it is still used mostly against institutions,
not individuals. Examiners, overall, participated in exam-
inations in which more cease and desist orders were recommended
than any other formal legal action. The results of our survey
show that 58.7 percent of the respondents said that in the past
5 years they have participated in at least one examination in
which the examiner-in~charge recommended a cease and desist
order. But, in 1980, only 7 of the 67 cease and desist orders
issued by the Federal bank regulators were directed at individ-
uals by name. Of course, in some other orders, individuals
may have been affected even if not named as respondents.

Cease and desist authority is still felt by examiners to
be the most effective legal measure to discourage improper acts
and influence banks to solve problems. Of the examiners surveyed,
only 28.5 percent had experience with a civil money penalty and
27.6 percent with a removal or suspension. Almost 58 percent
thought that their agency's authority to issue cease and desist
orders helped them discourage, to a great or very dgreat extent,
illegal or unsound banking practices. Also, 67.2 percent of
the examiners felt, to a great extent or more, this same authority
helped influence banks to address problems within a reasonable
time; and 64.4 percent indicated that, to the same extent noted
above, the authority to issue cease and desist orders helped
their agencies influence banks to solve problems before they
endangered bank solvency. As can be seen by referring to the
following figure, examiners rated the deterrent capabilities
of cease and desist orders considerably higher than they rated
the other legal actions.

1/Public Law 95-630, Sec. 107.
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Examiners' Views of Deterrent

Capabilities of Legal Methods

Percent rating deterrence level
of "great" or "very great" extent

Cease Civil Removal/

Obijective & desist penalty suspension
Discouraging illegal or

unsound banking practices 57.8 33.4 43,2
Influencing banks to address

problems within a reasonable

time 67.2 38.3 46.4
Influencing banks to solve

problems hefore they

endanger bank solvency 64.4 36.7 47.1

Comptroller primary user of
civil penalties

The Congress gave the agencies authority to levy civil money
penalties as an intermediate power. Before, the regulators,
faced with certain violations of laws or regulations, had to
choose to either take no legal action or impose an unduly harsh
penalty. Daily money penalties were thought of as deterrents to
violations and a more flexible alternative to treat their occur-
rence. In its task force report, GAO endorsed the granting of
authority to impose civil money penalties.

The examiners have had less experience with the civil pen-
alty power, but the Comptroller's examiners have had more than
those of the other two agencies. Forty-six percent of the Comp-
troller's examiners surveyed said they had participated in one
or more examinations in which a civil money penalty was recom-
mended as compared to 10.4 percent of the Federal Reserve
examiners and 12.3 percent of the FDIC examiners. According
to officials at all three Federal banking agencies, the reason
the Comptroller has used this power more is that he must enforce
more Federal banking laws than do the other two agencies. Still,
the Comptroller's staff told us they would have imposed more
civil money penalties if they had more personnel to develop
cases, and headquarters officials at all the agencies consider
them to be effective deterrents.
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Removal and suspension still difficult

The Congress expanded removal and suspension authority in
order to make it easier to deal with officers and directors
who were not necessarily dishonest but were nonetheless detri-
mental to their banks. In the past, agencies could only remove
bank officials if tHey had evidence of personal dishonesty. They
could not remove them merely for gross negligence even if they
had caused problems. The 1978 law allowed removal proceedings
against those whose actions demonstrate "a willful or continuing
disregard for the safety or soundness of the bank" if “the agency
determines that the bank has suffered or will probably suffer
substantial financial loss or other damage or that the interests
of its depositors could be seriously prejudiced * * *." 1/ GAO
also supported this new authority in its task force report.

In practice, though the new legal enforcement authority
is less restrictive, the agencies still feel they must wait
until a bank's condition has been substantially impaired before
they can take action. According to one official, a bank must
be in poor condition before removal action can even begin. We
were told that a court would never rule in favor of an agency
removing someone just because he/she was a bad manager. Show-
ing that management actions caused, or would have caused,
damage to a bank is extremely difficult, the agencies said,
and the standard of proof is very strict. Because of the
hurdles that must be overcome and the time-consuming process
involved, agencies use alternatives to their removal authority.
An FDIC official said they issue cease and desist orders to
have banks' boards of directors hire management acceptable to
an agency, and they can influence the boards to deal with
managers on their own.

Change-in-control authority
used effectively

Calling the lack of control over transfers of bank owner-
ship one of the most glaring requlatory gaps, the Congress gave
the banking agencies authority in the Change in Bank Control
Act to deny a purchase by an individual for any of several
reasons. g/ The reasons for disapproval include the determi-
nation that the proposed owners might jeopardize the financial

1/Public Law 95-630, Sec. 107(4d)(1).
2/Under the Bank Holding Company Act, the Federal Reserve already

~ had authority to approve or deny bank purchases by business
organizations that qualified as holding companies.
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stability of the bank or are of questionable competence, exper-
ience, or integrity. 1/

Though seldom used, this authority has proven effective when
it has been employed. In one of the cases we reviewed in detail,
the change-in-control authority was used to prevent an individual
from buying a controlling interest in a national bank. The indi-
vidual who applied for the purchase was president of another
bank in the immediate community and chairman of a bank corpor-
ation. The Comptroller denied the request based, in part, on
information provided by FDIC and the Federal Reserve. The bank
of which the prospective buyer was president was under an FDIC
memorandum of understanding, and a cease and desist order was
about to be initiated. Federal Reserve officials informed the
Comptroller that the bank corporation which controlled the afore-
mentioned bank was itself in unsatisfactory financial condition.
The Comptroller's denial stated that the competence, experience,
and inteqgrity of the applicant were in question and that his
ownership might substantially lessen competition in the com-
munity. Had the change~in-contrcl authority not been granted
to the agencies, they could not have prevented the purchase by
an individual known to have caused problems in a bank he already
owned.

In two other cases, damaging purchases were made before
change-in-control authority was granted, and the new power
could have prevented problems that developed. The Comptroller
had unconfirmed information on the potential owner of one
bank, suggesting that he might be detrimental to the bank's
condition. At that time, the Comptroller could not disapprove
the purchase but was aware that the bank had the potential for
problems caused by the new controlling group. Eleven months
after the change in ownership, the Comptroller's staff detected
major problems in the bank, which were attributed to new manage-
ment's policies and procedures, its influence over junior
officers, and its apparent control over the board of directors.

In the second case, if the Comptroller had received informa-
tion on the financial position of the prospective buyers of a
hank and had the power to act on it, he might have been able to
prevent or at least anticipate the problems that ensued. The
individuals who purchased the bank had need of funds and even-
tually gave themselves inordinately high salaries and prefer-
ential loans to directors, using the bank for their own purposes.
These insider abuses were discovered in an examination 1 year

l/Public Law 95-630, Title VI.
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after the purchase. Since the Change in Bank Control Act
requires that prospective buyers furnish financial information
to the regulators, presumably the potential for trouble would
have been disclosed.

Officials at all three banking agencies believe the change-
in-control power has been useful. The agencies reported to the
Congress in March 1981 on their use of the change-in-control
authority over almost a 2-year period. Although his experience
with the Change in Bank Control Act was limited, the Comptroller
considered it to be a valuable and effective tool, having a
deterrent effect on unqualified individuals attempting to enter
the banking sector. Both FDIC and the Federal Reserve felt the
act has generally fulfilled its purpose. FDIC believed it 4id
this without undue burden on the marketplace; the Federal
Reserve was not certain that the additional burdens it created
were justified by the benefits to the public. The agencies also
reported that the act had functioned as a mechanism for pre-
venting nine potential purchasers with questionable or inadequate
credentials from acquiring control of banks over the same
period, and it had caused others to withdraw applications or
not apply at all.

INFORMAL METHODS SHOULD BE
MADE MORE EFFECTIVE THROUGH
MORE SPECIFIC RECOMMENDATIONS

Because the banking agencies still use formal actions only
after a bank's condition has deteriorated significantly, in
order to address the management policies that cause problems
before conditions worsen, the agencies must be as effective
as possible with their informal methods. One way, which we
pointed out in 1977, is to make more specific recommendations
to bankers for solving their problems. Though bankers we
surveyed found the examination process effective in many
areas, clearly they perceived the regulators were much less
effective at recommending useful solutions to bank problems.
They also believed this was the worst aspect of examination
reports.

Agencies have avoided specificity for reasons that have
some merit, but we believe that the pitfalls perceived by the
agencies can be avoided while providing more useful recommenda-
tions to banks.
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Agencies not making specific,
useful recommendations until
problems become serious

Results of our survey of commercial banks and our case
studies show that bank regulators now, as in our task force
study, do not make specific, useful written recommendations
to bank officials to solve problems until the effects are
serious enough to warrant formal action. 1In 1977, we reported
that examiners generally did not recommend how banks could
correct problems. We stated our belief that examination
reports should give banks, in a concise and straightforward
fashion, recommendations for corrective action. 1/

Bankers today feel that, of the six objectives of the exam-
ination process we asked about, recommending useful solutions
was still one of the least effectively achieved. Only 40.8 per-
cent of bankers in general and 38.8 percent of bankers affiliated
with banks warranting special attention rated the process effec-
tive or better in this area.

Both hankers in general and those affiliated with banks
warranting special attention rated the clarity of reports in
recommending solutions to problems lower than they rated the
clarity of the other three report areas. Over 59 percent of
bankers in general and 55 percent of "special attention" bank
officials thought the reports were generally clear or very clear
with regard to problem solutions. Although these percentages
are not alarmingly low in themselves, when compared to the
relatively high ratings given the other areas by bankers, they
are cause for some concern, as shown in the following table:

1/0CG-77-1, pages 6-2, 6-12.
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Bankers' Ratings of Examination Report Clarity

Percent rating reports "clear"
or "very clear"

Banks in

Clarity of reports in general Special attention banks
Explaining the nature

and extent of any

problems 94.0 89.2
Explaining the causes

of any problems 74.5 68.1
Recommending solutions

to any problems 59.5 55.0
Describing the bank's

overall condition,

which may include

nonproblem areas 80.5 71.8

In comments returned with the questionnaires, a number
of bankers praised the examination process and felt it was
beneficial to them, but others complained it was not. Typical
of the latter group's comments were the following:

"[The examiners] infrequently identify causes or
make in-depth recommendations."

Examiners are "not helpful in providing solutions
to management problems."

"Emphasis is on negative aspects of examination
process with almost no attempt to make positive
recommendations to management."”

We reiterate that we received favorable comments in several
areas; however, those such as the ones above (one was from a
special attention bank) concern us in light of the lower rating
all bankers rendered in this area.

Written recommendations in case study documents we reviewed
were relatively nonspecific. Examiners at all three agencies
generally did not supply the banks with specific information on
how to improve the banks' condition. They cited areas of con-
cern and recommended general changes, like "improve existing
problem loans" or "improve audit procedures." However, the
examiners d4id not give specific recommendations or solutions
to qguide the banks towards resolving their problems. For
example, in one case examiners recommended that the bank
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establish a program to maintain an adequate level of liquidity,
but they 4id not supply guidance on how to design or implement
the program. An examiner recommended in another case that the
bank reduce the volume of loans to a more acceptable and manage-
able level, but he did not advise the bank of ways to do this.

In a few instances, the examiners did supply the banks with
somewhat more specific recommendations. For example, in one case
the examiner recommended reducing loan volumes, then went on to
suggest how this could be done--by curtailing new credit
advances, weeding out weaker borrowers, and selling residential
real estate loans on the secondary market. In another case, the
examiner noted that improvement in internal controls could be
accomplished by rotating personnel, separating duties, and
segregating accounts.

When banks deteriorate to the point at which formal action
is required, Federal supervisors become very specific. In our
case studies we found that agencies spelled out more specific
policies, procedures, and requirements for banks in memoranda
of understanding, written agreements, and cease and desist
orders. Although the agencies allowed the banks some freedom
in setting up their new policies and procedures, the regulators
pinpointed more specifically the types of items that should
be included. For instance, one bank was told in a memorandum
of understanding to obtain and maintain current and satisfactory
credit information on loans mentioned in the examination report.
This information was to include, but not necessarily be limited

to,
--the purpose of the loan:;
--the source of repayment;
~-income and cash flow information;
~--the terms of the loan; and

--gigned current financial statements for borrowers,
endorsers, and guarantors.

In another case, the bank was instructed to formulate a
program to strengthen its capital structure. The written
agreement listed the following items that were to be included

in the program:

--The circumstances under which dividends would be
paid, as well as the dates and amounts.

--A comprehensive budget for the current and following
year.
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--Procedures by which to monitor adherence to this budget.

--Plans to cover growth and operating assumptions for
3 years.

--Plans specifying at which points and under what cir-
cumstances additional capital would be provided,
along with the amounts.

Agencies avoid specific recommendations

Federal regulators have been reluctant to make more
sprcific recommendations before a bank's condition seriously
deteriorates. Officials at the Federal banking agencies
explained that they avoid making very specific recommendations
for two reasons. First, they want to avoid interfering with
the legitimate prerogatives of bank management. Second, the
Comptroller's officials said they are afraid litigation would
result from a bank's following advice and consequently suffering
a financial setback.

All three regulators expressed concern that, by making
specific recommendations for action, they would interfere with
bank managers' prerogatives. FDIC officials felt that a well-
rated bhank should be able to find solutions on its own, and that
FDIC did not want to cross the line between being a regulator
and being a consultant. Federal Reserve officials feel that
if the agency's staff were to make specific recommendations
then the staff, not the bankers, would be running the banks.
The Federal Reserve's job, said its officials, is to determine
if a bank is operating safely and is in compliance with the
law. The Comptroller's staff pointed out that a hank's board
of directors might arbitrarily impose a regulator's suggestions
on operating officers, thereby unfairly usurping the officers'
authority.

Officials at both FDIC and the Comptroller's office
expressed apprehension about what would happen if bankers
followed their recommendations and still encountered problems.
The Comptroller's officials felt that the banks would sue the
Federal agencies, but they presented no evidence that would
support this contention.

CONCLUSIONS

The agencies have taken positive steps to increase their use
of formal action, though a certain reluctance persists. The
point at which an agency should use formal enforcement measures
can never be precisely defined. Legal due process does require
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adequate evidence to justify sanctions, and the most tangible
evidence is a demonstrated deleterious effect on a bank's
financial condition.

Given that fact, the only way to deal with management weak-
nesses before they adversely affect a bank is to use the informal
techniques as effectively as possible. Accordingly, it is more
constructive to offer suggestions rather than to wait, as regu-
lators do now, until the bank has deteriorated.

By making nonspecific recommendations to bankers about
solving their problems, agencies miss a useful opportunity to
help correct weaknesses at an early stage. Although the regula-
tors should, of course, avoid managing the banks themselves,
they can avoid doing that and still make nonbinding but more
useful recommendations. The regulators themselves have pointed
out that these are uniquely challenging times for bankers,
especially those in small banks. Assistance by banking experts
with a broad perspective should be welcome if it is not presented
in the form of an ultimatum.

We are not persuaded that bankers would respond to this
help by launching litigation. As our survey of commercial
bankers showed, they are the least satisfied with the agencies'
efforts to help find useful solutions for bank problems. Pre-
sumably they would welcome a properly conceived policy to aid
them.

RECOMMENDATION TO THE BANK REGULATORY AGENCIES

We recommend that the Comptroller of the Currency, the
Chairman of the Board of Governors of the Federal Reserve
System, and the Chairman of the Federal Deposit Insurance
Corporation require examiners to make nonbinding but specific
written recommendations to banks in examination reports or
related correspondence on ways to improve management weaknesses.

AGENCY COMMENTS

All three Federal bank supervisory agencies maintained
that their current practices are adequate. They all restated
their beliefs that most institutions should be able to manage
without detailed recommendations, and the regulators reiterated
their desire to avoid unnecessary encroachment into bank manage-
ment. The Comptroller stated that our recommendation crossed
the line between the requlators' accepted role and that of bank
manacgement. The Comptroller also interpreted our report as
advocating the use of formal enforcement procedures sooner and
took exception to this. (See app. IV, p. 91; app. V, p. 94; and
app. VII, p. 99.)
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We have not asserted a role for bank regulators that usurps
bank officers' prerogatives. We recognize, for example, that
regulators must use their formal powers only when ample evidence
of serious problems develops; that is why we recommended using
a better informal tool to address management weaknesses. We agree
that unnecessary interference with bank managers should be avoided
and that most banks are adequately managed. But special super-
visory situations, such as the ones we reviewed, require more
active agency involvement; earlier, more useful guidance could
help.

In many cases, as the Federal Reserve and the Comptreoller
point out, supervisors may give suggestions in meetings and
correspondence. But the results of the questionnaires we sent
to bank executives indicate they find both the examination pro-
cess and examination reports to be lacking in this area, con-
firming our own observations.

The bank examination process by its nature is an incursion
into the realm of bank management. Bank officers deserve the
benefit of examiners' constructive suggestions as well as their
criticisms. When an examiner does note management weaknesses
in a bank, he/she has specific criteria in mind when doing so.
In essence, our recommendation only requires them to share these
criteria with bankers.
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CHAPTER 5

ROLE OF OFFSITE SURVEILLANCE NOT YET

DEFINED; BENEFITS NOT EVALUATED

The Federal bank regulatory agencies have designed, developed,
and implemented computer-based systems to monitor banks using per-
iodically reported data. Though this effort began in the early-
to mid-1970s, there is as yet no clear-cut role defined for these
systems in the supervisory process. Degrees of use and acceptance
vary among agencies. As pointed out in chapter 3, the systems'
value in detecting bank problems at an early stage is limited.
System reports are often not timely. Peer groups of banks used
for comparative analyses have been criticized as being nonrepre-
sentative. Moreover, the systems are not being used to allocate
agency examination resources.

The reason for these uncertainties is that the systems were
not developed or evaluated properly. They grew piecemeal from
what was considered a good idea, one used by private firms for
evaluating the financial condition of banks. The agencies did not
formally specify or quantify benefits and compare them to the
costs of developing and operating the systems. Moreover, the Fed-
eral Reserve and FDIC did not adequately train their staffs to
utilize and accept the systems.

SURVEILLANCE SYSTEMS EVOLVED PIECEMEAL
WITH NO COST-BENEFIT LVALUATIONS

The concept of computerized surveillance systems as an
adjunct to onsite examination has evolved since the mid-1970s.
The Comptroller's system was created in the most organized fashion,
but even that system has never undergone a rigorous cost-benefit
analysis. Consequently, though each agency's staff believes that
the systems are beneficial, there is no structured body of evi-
dence to prove this contention.

The Comptroller's system, the NBSS (see p. 2 for description),
grew from a recommendation in a study made in 1974 and 1975 by the
public accounting firm of Haskins & Sells (now Deloitte, Haskins
& Sells). To implement the recommendation, the Comptroller
established a small staff of examiners and Haskins & Sells
employees in September 1975. They generally followed the
concepts in the study report and by mid-1976 began operating
a limited system with a 5-~year data base. By October 1976 the
system was fully operational, and since then data has been added
to the system.

48



At the time of our 1976 task force study, the Federal
Reserve Board of Governors had developed three major computer
systems that screened and monitored functions of banks and
bank holding companies. They became operational in late 1976
and early 1977, but since then the Board has made changes to
the systems. At the same time, various Federal Reserve banks
developed individual computerized monitoring systems. Over
the years, the Board has centralized the computer monitoring
function at its headquarters. Now, in addition to its own
systems, the Federal Reserve receives NBSS Bank Performance
Reports from the Comptroller on Federal Reserve State member
banks, and the Federal Reserve also has access to FDIC's data
base through on-line computer terminals.

Also, at the time of our 1976 task force study, FDIC had in
operation and under development several systems to monitor bank
performance for adverse trends and to identify banks with poten-
tial problems. These systems were designed to utilize differ-
ent methodologies and were, to some extent, competing. After
some evaluation, FDIC combined and rearranged the pilot moni-
toring systems into what it felt was a workable package. The
early warning segment of FDIC's system ended up conceptually
different from the Comptroller's. The latter system focuses
on hanks exhibiting significant changes and on banks whose
conditions differ from their peers, while the former focuses
on banks that have financial ratios exceeding certain tolerance
limits.

No cost-benefit studies made

None of the Federal banking agencies performed, either
prior to or during the development of their surveillance
systems, any evaluations of the costs and benefits of the
systems that normally should be part of a sound system design
and development plan. Agency personnel feel the systems have
been helpful and that their utility will increase, but they
believe that no quantitative evidence could be developed.

Proper system development procedures require an analysis
that compares costs to potential benefits and an organized
method to validate that results are attainable. The typical
computer system proposal enumerates expected savings, quantifies
tangible benefits, and lists intangible benefits without attaching
a price. It is recognized that the intangibles may well be the
most compelling reason for approving the proposal. The next step
is estimating the probability that the system will achieve the
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benefits listed. 1/ Finally, the benefits and their expected
achievement should be measured against the costs of operating
the system. This process should include the consideration of
alternative systems capable of producing the same or similar
benefits.

Agency officials have acknowledged that their systems were

not developed using the structured approach described above. The
Comptroller's system development effort, though the most organized
and structured, never included a cost-benefit Jjustification. It
grew logically from a perceived need to better monitor an increas-
ingly fast-paced industry, but it did not always consider alterna-
tive solutions. For example, one subsystem of NBSS, the Action
Control System, grew from the perceived need to ensure that
regional offices follow up on bank problems in a consistent and
timely fashion. The team that designed the Action Control System
always assumed that it should have been an automated system.
But in a separate report, GAO has questioned that reasoning in
light of the fact that the system is not being fully used, yet
regions d7 appear to be adequately tracking bank problems with-
out it. 2

FDIC officials admitted their system grew up piecemeal in
that they simply began building it around the data they were
already receiving in periodic reports from banks. They also
have performed no formal justification or cost-benefit studies.
They expressed the helief that if FDIC saves one bank because of
surveillance, then the system is justified.

The Federal Reserve had a special development problem in
that several of the relatively autonomous Federal Reserve banks
were developing their own systems while the Board of Governors
headquarters staff worked on what eventually became the Federal
Reserve-wide system. No overall cost-benefit or justification
studies have been made, even though Board staff believes that
surveillance is cheaper than examination and has improved the
quality of supervision.

In fact, officials at all three agencies believe that
surveillance systems are beneficial and justifiable, but they
have no objective evidence. And an official at the Comptrol-
ler's office pointed out that surveillance will become even

B -

L/The Successful Computer System, Joseph Orlicky, McGraw-Hill
Co., 1969, pp. 72-73.

2/"The Comptroller Of The Currency Should Decide The Extent
To Which His Action Control System Is Needed" (GGD-81-93,
Sep. 28, 1981).
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more useful as the time between onsite examinations lengthens
due to agency resource constraints. Staff at the Federal

Reserve felt that a formal justification analysis would be diffi-
cult to perform because it is hard to quantify the benefits of
"better supervision."

INADEQUATE TRAINING HAS LED
TO INCOMPLETE ACCEPTANCE

Our review disclosed a wide variety of acceptance and use
by agency personnel of surveillance results. Part of the reason
is that system reports are often too late to be fully useful.
(See below.) However, staff training at FDIC and the Federal
Reserve was not completed in time to insure proper use or accep-
tance by examiners. Those agencies are continuing their training
efforts.

Users of new systems usually should be trained early in the
system development process. Since the organization's employees
must support the system in order for it to be successful, it is
important to educate them sufficiently before the system becomes
operational.

Our examiners' surveys showed that the Comptroller's exam-
iners have found their system more useful than did the other
agencies' examiners in five of the six areas in which surveil-
lance is used for planning examinations, as the following figure
shows.

Usefulness of Surveillance in Planning Examinations

Percent rating useful to a "great"
Area of _or "very great" extent o
examination Comptroller Federal Reserve FDIC

Adequacy of the

level of earnings 70.8 41,1 36.9
Adequacy of liquidity 17.0 12,7 26.6
Trends in earnings

performance 81.2 40.0 47.3
Adequacy of capital 48.5 23.6 23.0

Future expansion/
contraction of bank 13.2 9.1 7.8

Asset and liability
management 28,7 12.7 23.8
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The next figure shows that the Comptroller's examiners also
find the system more effective at performing seven of the
eight functions of examination and supervision.

Comparison by Age

ncy of Examiners' Ratings

of Surveillance S

ystems' Effectiveness in

Performing

Certain Functions

Systems and/or
report functions

1.

Identifying changes in
a bank's current posi-
tion relative to other
banks.

Identifying changes in a
bank's performance since
the last examination.

Identifying long-term
trends in a bank's
performance.

Identifying changes in a
bank's assets and liabili-
ties since the last exami-
nation.

Helping you identify cur-
rent problems in a bank
at an early stage.

Percent of examiners rating systems

and/or report functions "effective"
or "very effective" _

Comptroller Federal Reserve FDIC

Helping you identify poten-

tial problem areas in a
bank.

Helping you prevent proble
from developing at a bhank.

Providing you with evidenc

that can be used as support

in discussions with bank
management.

86.1 75.0 77.6

77.1 62.5 57.8

82.1 46.4 68.5

76.2 60.7 60.1

51.7 30.4 36.9

60.8 35.7 53.1
ms

33.8 17.9 24.2
e

74.3 66.1 79.9

52



Although these figures could indicate a difference in poten-
tial quality of the systems, our discussions with examiners
and other agency officials lead us to helieve that differences
in training and acceptance cause much of the variance. In com-
ments included with their responses to our questionnaire, two
senior FDIC examiners stated that training in the use of
monitoring systems was inadequate. FDIC introduced its Inte-
grated Monitoring System (IMS) in 1977 to its examiners without
any training, which caused some initial reluctance to use the
system. In early 1979, a bank analysis course was offered,
and about 50 to 60 percent of the senior examiners had taken
it at the time of our review. An introductory course is also
given after about 6 months in the examiner program. Overall
training has aided the acceptance of the IMS by agency personnel.
Examiners are required to fill out an analysis page in the exam-
ination report with ratios from the IMS, so they are forced to
use the system to some degree.

Although acceptance of the Federal Reserve's surveillance
system has increased, resistance still exists. The Federal
Reserve revised its training program in 1979, and the examiners
that were not commissioned at the time that the new training
began received surveillance training. As a result, the newer
examiners have been trained to examine banks with knowledge
of surveillance tools, while some of the more experienced
examiners have not been given the training needed to make full
use of surveillance. It is primarily the latter group of
examiners, therefore, that resists surveillance. The Federal
Reserve has been giving training in financial and ratio
analysis and surveillance to its senior examiners and hopes
to complete this by mid-1982. In the future, Federal Reserve
examiners will be forced to use surveillance more, just to
complete forms requiring surveillance information.

The Comptroller's NBSS, with the exception of the Action
Control System, has essentially been accepted by agency staff.
Training began in 1976 when the new examination procedures
were introduced, and all the Comptroller's examiners have
received training by now. Most regions do not use the Action
Control System because they have already implemented some
other type of system that supplies followup information on
banks. The Comptroller is considering changes to the system,
and we have issued a separate report to him on this subject. 1/

1/GGp-81-93.
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TIMELINESS, PEER GROUPINGS
LIMIT SURVEILLANCE EFFECTIVENESS

Inherent problems of timeliness and peer group validity limit
the usefulness of surveillance to some extent. The lack of time-
liness was the biggest flaw examiners in our survey found in the
systems. Only 23.3 percent of examiners in general rated their
system's timeliness "good" or "very good;" a greater proportion,
36.6 percent, felt the surveillance systems were "poor" or "very
poor" in this regard. Dividing examiners on the basis of agency
affiliation shows that the percent (41.3) of the Comptroller's
examiners rating the timeliness of NBSS poorly was greater than
the percent of examiners from the Federal Reserve (31.3) and
FDIC (32.5) who found their systems to be untimely. This last
finding, however, might be partially explained by the tendency,
discussed earlier, of the Comptroller's examiners to use sur-
veillance system data in examination preparation to a greater
extent than the other agencies' examiners. If the Comptroller's
examiners do rely more heavily on the data, then it would seem
reasonable to conclude that they would consider timeliness to be
more critical.

Poor timeliness is caused by the period needed by the agen-
cies to process the data supplied by banks in their periodic
reports ("call" reports). The relatively poor quality of the
data received from the banks requires extensive editing.
Although processing time varies hy agency, banks are generally
allowed 30 days after the end of the reporting period to sub-
mit their reports. About 2 months are required for the agencies
to process the data and supply the analyses to their field
offices. By the time the agencies' field offices receive ini-
tial bank data from the reporting period, it is at least 3 months
0ld. The availability of final analyses varies, but at the
earliest it is 4 months after the end of the reporting period.

The agencies have tried with mixed results to use unedited
data to speed the process. FDIC supplies preliminary edited but
uncorrected data to the regions via on-line computer terminals
so that initial analysis can be done. This allows the regional
analysts to review and analyze that data they feel is reliable,
with the help of the edited copy from the previous reporting
period. Although the Comptroller's staff has experimented
using raw bank data for NBSS analyses, it dropped the idea
because reporting errors on the experimental data sometimes
ran as high as 50 percent. The loss of confidence in the
data due to not verifying it was not worth the time savings
achieved, they helieved.
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Peer groups, used to compare a bank's performance to that
of similar banks, have been found to be of somewhat limited value.
A number of bankers voiced their discontent with the peer groups
in written comments they included with their survey responses.
The complaint cited most often was that the peer groupings were
too broad to be of much value to them. For example, some felt
that the variety of bank sizes within the grouping was too
large, while others thought that the peer groups should be
confined to a limited geographical area. Other complaints
we received were that the reports

--were not taking enough factors into account,

--had inaccurate breakdowns,

--used static rather than average figures, and
--incorporated banks with dissimilar functions.

Examiners also had reservations about the peer groupings,
and some even questioned their overall usefulness. One FDIC
examiner we talked to thought that all banks included in the
same peer groups were not necessarily comparable. Another
examiner said that some banks were being compared to other banks
located in parts of the country with vastly different economic
characteristics. The examiner felt that such comparisons might
unduly alarm a hanker when his bank does not compare favorably
to those which realistically are not his peers. Finally, one
examiner said that some bankers place more reliance on regional
hreakdowns which they can obtain from other sources.

But peer groups can be quite useful. As two examiners
pointed out, discussions of a bank's problems with its man-
agement are more persuasive if the bank's position among its
peers is shown to be unfavorable.

Agency officials believe that peer groupings can never
satisfy everyone, but the groups are still useful. 1If the
agencies tried to satisfy all possible grouping criteria, the
groups would become too numerous. If viewed in perspective,
they say, the groups provide valuable indicators of bank
performance.

SURVEILLANCE NOT USED
TO ALLOCATE RESQURCES

Agencies' field offices make adjustments to examination
schedules based on surveillance information, but officials
at all three agencies told us that surveillance will not
be a primary resource allocator. This is because the agencies
believe in the necessity of regularly scheduled onsite
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examinations for all banks, though the period between exam-
inations for sound banks is being lengthened.

Field office officials told us that they make relatively
minor adjustments to examination schedules based on surveillance
data. Schedules in one agency, for example, are established
© months or more in advance. Since a bank's condition is con-
sidered when the schedules are set, and since the field offices
usually know their banks reasonably well, surveillance results
may cause a bank to be examined sooner than originally planned.
For instance, after a September 1979 IMS report and a December
1979 call report showed serious problems in an FDIC-supervised
bank, a planned August 1980 examination was rescheduled for
April. The one exception to this pattern that we observed was
a case in which one of the Comptroller's regions performed a
specialized examination to investigate capital problems detected
by an NBSS test that the region itself had designed.

As resource constraints lengthen the time between exam-
inations, the regulators hope that surveillance can substitute
for some onsite work. The Comptroller's staff said it will
probably use more offsite analysis as a supplement to fewer
examinations to pinpoint areas of concern. According to
one official, NBSS will supplant onsite examinations to a cer-
tain extent when it becomes more of a forecaster and a risk
assessor. Similarly, the Federal Reserve is studying the pos-
sibility of limiting onsite examination time by making more
use of offsite surveillance and financial analysis techniques.
However, according to one official, the surveillance timeliness
problem must be solved before more offsite analysis can supplant
onsite work.

The agencies' belief in the necessity of regularly
scheduled onsite examinations will preclude them from
using surveillance as a primary resource allocator. In
response to a previous GAO report, l/ the FDIC stated that
it is

"* * * not aware of any monitoring system that is
capable of supplanting examinations as a tool in bank
surveillance. Furthermore, [FDIC is] convinced that
even healthy bhanks must receive on-site examinations
on an on-going basis and within a prescribed time span
in order that the Corporation may maintain a contin-
uing dialogue with managements, * * * "

1/GGD-81~-12, page 63.
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In the same report, the Comptroller stated that the increasing
rate of change in the banking system and the economy may make
more frequent but shorter overview examinations preferable.

FEDERAL COUNCIL WILL NOT
SOLVE PROBLEMS SOON

The Federal Financial Institutions Examination Council,
established by the Congress in 1978 to better coordinate
poclicies of the Federal financial regulators, is addressing
some of the concerns we have raised here about surveillance
systems. But prospects for an early successful completion of
this task are not sanguine.

The Council was created in Title X of Public Law 95-630,
and part of its function is to prescribe uniform principles
and standards for the Federal financial institutions requlators.
As one of its projects, the Council established its Task Force
on Surveillance Systems to help formulate goals, objectives,
and priorities for facilitating the development and sharing
of computer-based and other surveillance procedures.

However, according to the task force's chairman, the Council
will not soon find solutions to the problems we have raised. He
said his task force cannot establish a uniform surveillance
system until the agencies agree on a common examination philosophy.
Another task force working on that question, we found out, is
well behind schedule and is finding it difficult to reach agree-
ment on common philosophies. Until they do, according to the
surveillance task force chairman, his group cannot decide what
they want surveillance to do and how it should complement onsite
examinations.

CONCLUSTIONS

Though the agencies have designed, developed, and imple-
mented computer-based surveillance systems, there is as yet
only an incomplete demonstration of their use or usefulness.

The agencies feel that surveillance systems do offer advan-
tages, and we have noted evidence of some of those advantages.
But, it is not clear just how well those advantages can and will
be integrated into supervision.

Moreover, we are concerned that the development process

took place without the necessary justification studies being
performed, and no cost-benefit data has been collected.
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It is reasonable to assume that computer~based surveil-
lance could play an important role in an era that will see
fewer onsite visits to banks due to resource limitations by
the regulators. However, the time is past due for a formal
and rigorous evaluation of the capabilities and role of sur-
veillance systems. The Federal Financial Institutions Exam-
ination Council has a task force working on this problem, but
major philosophical differences among the agencies inhibit an
early satisfactory solution to this issue. In the meantime,
we believe each of the Federal regulators should study the
cost effectiveness of its surveillance system.

Officials at FDIC and the Federal Reserve are cognizant
of the reluctance by some examiners to use the surveillance
systems. Much of this resistance is due to incomplete
training. The two agencies have introduced training courses
to aid in the acceptance of the systems by agency personnel.
At the time of our review, this training had not heen given
to all of the examiners that should be using the surveillance
systems. Agency officials recognize that this deficiency
exists, and they should continue and extend the training pro-
cess so that the examiners requiring the surveillance knowledge
receive it.

RECOMMENDATIONS TO THE BANK
REGULATORY AGENCIES

We recommend that the Comptroller of the Currency, the
Chairman of the Board of Governors of the Federal Reserve System,
and the Chairman of the Federal Deposit Insurance Corporation
formally assess the costs and benefits of their surveillance
systems using recognized methods of systems analysis. Much of
the data for such an analysis may already have been collected
through the routine operations of the systems. The formal
study, by focusing the agencies' attentions on this specific
aspect of the supervisory process, could accelerate the proper
integration of surveillance and onsite examinations.

AGENCY COMMENTS

Neither the Federal Reserve nor the FDIC was willing to
perform a cost-benefit analysis of its surveillance system.
They are committed to using them, although the FDIC is now going
to "* * * gverhaul the surveillance system operating procedures,
and precisely define how and where the system fits into [its]
overall supervisory mission * * *." (See app. V, p. 96.) The
Federal Reserve said "* * * the role and benefits of monitor-
ing and surveillance have been under continual review * * *_ "
(See app. VII, p. 99.)
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The Comptroller, on the other hand, agreed that cost
effectiveness evaluations are desirable and also agreed to
perform them as system improvements are made. (See app. IV,
p. 90.)

As we previously stated, the process used by the Federal
bank regulatory agencies to develop their surveillance systems
did not meet accepted systems development criteria. As a
result, the systems are evolving by trial and error. We agree,
in fact, that these systems may offer distinct advantages. But
instead of perpetuating the processes that led to the current
difficulties, the agencies should be using a more formalized,
Aisciplined approach that requires surveillance systems' to
meet the same rigorous test that all systems should: the
benefits accrued by using them must be proven to justify their
development and operations costs.

We are pleased that the Comptroller has agreed to perform
evaluations on future improvements. However, this does not
substitute for a comprehensive cost-benefit study of the sur-
veillance system in relation to its role in the bank super-
visory process.
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CHAPTER 6

SCOPE AND METHODOLOGY

Since the use of statistical sampling techniques and com-
puter analyses was integral to this review, we are presenting
in this chapter details of our scope of work and methodology
used, including limitations and interpretive comments. Our
work was divided into three segments. First, from a universe
of all commercial banks supervised by the Federal Reserve, Comp-
troller of the Currency, and FDIC, we selected random samples
to receive questionnaires surveying bankers' opinions about var-
ious aspects of supervision. Second, we sent another question-
naire to senior Federal commercial bank examiners at the same
agencies asking some different questions and some that were simi-
lar to those asked of the bankers. Third, from the universe of
commercial banks added to the agencies' lists of institutions
warranting special attention between July 1978 and June 1980,
we selected a sample for case studies by our evaluators.

SURVEY OF COMMERCIAL BANKERS

We chose two disproportionately stratified random samples
of bankers to participate in the survey. The first was a general
sample dArawn from the universe of all commercial banks as it
existed 