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Only about 130 of the 14,000 U.S. banks had overseas
pranches and/or foreign subsidiaries at the end of 1975, and
most of these are either national banks suvpervised by the
Comptrcller of the Currency or State memker Lanks supervised by
the Feder~i Reserve. GAO reviewed the bank examination repoits
on 18 pational banks and 12 State member banks having
substantial international operations. The mcst prevalent
probless in international operations found bty examiners were: a
aigh percentage of classified assets; inadequate controls over
foreign exchange operations; and inadequate overall internal
controls. The Federal Reserve Board cf Governors and the
Ccaptrcller of the Currency need to use all available
information to develop and nse a single approach for classifying
locans subject to "country risk." Procedures should be
implemented to examine (wherz permitted by the ccuntry involved)
major foreign branches and sutsidiaries onsite. They should be
examined periodically and whenever adequate infcrmaticn about
their activities is not available ai the home office. The
Federal Peserve Board of Governors and the Ccmpticller of the
Currency should utilize each cther’s examiners tc cut expenses
for foreign examinations. Some clarifying legislation on the
interagency use of exaainers might be necessary. (Author/QN)
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MR. CEATRMAN:

We ars oplea_sed to be here today to. discuss further the CAO study
of Faderal supervisicn of State and national banns  We will direct
our corments this morning specifically to supervision of intermational
operaticns c¢f banks by the Comptroller of the Currrency, the Federal
Reserve Ss'stem and the Federal Deposit Insz;trance Cerporaticon.

As you know, our study was regquested last jear by several ccn-
gressional camittees, including this one, and our report was sucmitted

by the Comptroller CGeneral to the Cengress on Jaruary 31, 1377.

TMPORTANCE OF INTERNATIONAL OPERATIONS
T0 T SANKDIG INDUSTRY

During the perdcd covered by our study, intermaticnzal bankding

operations increased substantially. Assets held by foreign tranches

QO
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adera) Reserve Member Banks increased f{rom $€1 villicn at December 31,

1971, to $176 hiilion at December 31, 1975--a tireefold Increase.
3



Foreign loans of domestic banks more than doubled—frem 327 billicn

at the end-of 1971 to $60 ¢ il.icn at the end of 1875.

These assets are held by relatively small number of nanks. At the
‘'end of 1975, onlr about 130 of the 14,000 U.S. banks nad overseas
vranches and/or foreign sutsidiaries. Foreign branches of the 20 largest

banks had almee'. -2 percent of total foreigri branch assets.

Most of the banks involved in internatlonal operaticns are eliher
national banks supervised by the Corptroller of the Currency or State
merber barks supervised bty the Federal Reserve.

Scepe and Purpose of the GAQ Review
in the intermational Area

Cur primary concern was in determining whether bank examinacions of
internstionzl cperations were of sufficlent scope to identify banks which
were likely to run into serious managerial or financial gifficuities.
Therefore, cwr attentlon was directed towarus the methodolog.r used by
the supervisory agencles for mcnitoriné international operattons of U.S.
raniks. In or study, we reviewed the examination reports on 18 national
banks and 12 State member banks which had substantlal international

cperations.
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It L ..mk‘znt that your Subcommittee understand our arrangements

th the three agencies for maidng this study. A principal condition
of the agreements was that we would not disclose any information about
specific banks, bank officers, or customers. We also agreed that we would
not examine any banks ourselves but would accept the facts found by the
three agencies' exzminers. We made no attempt to independently evaluate
the soundnes. of any of the banks in cur sax;ples or to evaluate the
credit-worthiness of any of the bank customers. We depended on the
examiners' experience in identi.f‘ying bank prcblems.
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How do Examiners Review Internaticnal
Toeraticns Oi Zanks?

. Both the Comptroller of the Currency arc the Federzl. Reserve Systen
approach internmational examinations in much the same way. BZoth perform
internationzl examinations in two phases. Scme examinations are per-

formed =t the bank's main of fice in the U.S. This phese incluces

evaluating large international extensions of c.:edi‘; ard reviewing forel
exchenge activities of the main office., The credit examinations rely
heavily on the overseas br-anches providing the main office with duplicate
eredit files on overseas lcans. These examinations can be made in con-
junction with the regular domestic.'. examination or they may be dcne
separately. A few banks have decentralizad their operations and thus

the regulator rust meke the credit exzminations at the banks overseas
regicnal centers.

The other phase of invermaticnal examinaticns are on-site examinatlons
conducted at the forelgn branches. .-'.Ihey consist of examining smaller ex-
tenslons of credit by the branches, examiring foreign exchange activities
of the branches, evaluating main office control over foreién branch
activities, and checlkdng internal cperations. These examinalions occur

much less freguently than the regular examination at the main office.

Because of their special risk, the foreign exchange activitles
of the banks were of major concern to the examiners. The regulators
are concerned that the volume of foreign exchange activities may be
excessive or that the bank has taken an unwarranted risk in foreign

exchange transe..lons.



Eow are Exarrinars T™eined to lMake
Internationz. zxaminations?

The agencles provide their examiners who maxe irternaticral ex-

aminations with special treining in foreign exchange transactlions and
in evaluatirg foreign credits The Federal Depcsit Insurance Corporation
cdoes not offer specialized international training; officlals said that
most of the banks supervisec‘l by the Corporation tend to be small and are
therefore unlikely to be engaged in intermaticral benking. The Corpora-
tion used the Comptroller cf the Currency training program to provide
international training when needed.

Bank examiners we questiocned generally thought the intermal
courses provided were useful; hcwevér, scme did say more training in
fcreign exchange transactions would be helpful. We recelved responses
frem 1,500 banks to a questiornaire on varicus aspects of bank swpervision.
Eighty-nine percert cf the tanks respending thought the e:;anﬁ.ners' unéer-
standing of intermatioral operatlons was adequate or more than adeguate.

What Problems d&id the Exasminers Find
in the Intermationzl Area?

T™e examination reports for the 30 banks included in our study
showed that the most prevalent problems in international cperations found
by exariiners were: (1) a bigh percentage of classified assets, (2) inade-
quate controls over fcerelgn exchange cperations, and (3) inadequate overall

internz1 contrels.

The most recent cxamination rép;:rts avallzble for these banks at
the time of our study showed that the 30 banks hzd outstanding loans to
forelgn Goverrments, businesses and indivicuals totaiing $80.5 billien.
Te examiners had classified 3.7 percent of these loans as substandard,

four-tenths of 1 cercent a. ‘oubtful, and cre-tenth of 1 percent as loss.

.



Wnat Problems did GAO Find iIn the
Way the Surervisory Agencies sonitored
Torelign Ccerations orf Banks?

In owr study we found that the F:deral Reserve and the Cerptroller
took different approaches to evaluzting loans to foreign goverrments,
'businesses and individuzls. These different approaches caused some
bank loans to be classified differently than other bank's loarns to the
same country or foreign business. Even within the Federal Reserve
System, two spproaches were taken to evaluating loans subject to country
1risk.

The term "country risk" is used to describe the special risk
involved when loans are made in different currencles because the borrower
must repay the loan in the currency berrowed. The borrower's ability
to pb‘cain appropriate currency may be affected by the political and
econamilc stability of the borrowsr's .country. |

At the New Yofk Federal Reserve Bark, a committee of senlor examiners
evaluated country risks and assigned a general classification to loans
mede to borrowers in some of those countries. All loans to those countries
and their businesses were class.fled the szme unless the borrower's
ability to obtain the repayment currency wes independent of the country's
stability or the loan was mace in the local currency. If “he loan was mace
in the local currency, it was Jﬁdged according to the borrower's financial
conditien.

Except for the New York Federal Reserve Barnk which used this
camnittee approach, the other Federal Reserve Banks evaluated forelgn

loans individually. This approach led to inconsistent classificaticns
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within the Tadsral Ssserve System. ror exanple, & lcan to cne country
was classified by San Francisco examiners, while eraminers from

New York, Philadelphia, end Richmond did not classify loans to the same
country. Similarly, examiners from Boston, Chicago and San Franclsco
eriticized loans to ancther country but the New York exzaminers did not.
The basic problem here was -t';hat exa_nd.ners were evaluating the loans
based on their indivicual knowledge of the country.

The Corptroller of tre Currency has also used a committee approach
sinmce 1574 fer evaluating country risk. Each quarter c2nior interna-
tionzl examiners et o evaluate the risk involved in loans to certain
countries ané ¢y assign classifications to these lcans. The examiners
classify those lcans 1L repayment appears to be as much dependent on the
orrrower's ability to cbtaln the arpreopriate repayment currency a:s on
the hormower's finsncial condition. Classificaticns arrived at by the
cormittes are then used for 21l loans to those countries.

Altheugh the New York Federsl Reserve Rank and the Conptroller have
noth used commities approact. for evaluating country risk, théy have
often ar—ived a2t different assessments of loans to the same country.
™n July 1576, for exarple, the New York Fed's committee and the Comptroller's
corrittee each develcped ratings for loans to foreign countries. ‘The
Comptroller's commitiee concluded that certain loars to several countries
should be classified as substandard; the New York Federal Reserve Bank

assigned the substandard classificaticn to leoans of only cne of' them.
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Using three country risx eveluaticn metheds has resulted In,

hon}

anks thzt the Federal Reserve and the
h
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different treatment o eb
Comptroller supervise. rurther, the methad used by the raderal raserve
Banks depends on individuel examiners keeping abreast of econcmic
cenditions in many countries and being able to Judge loars in many
cocunt>iss. We believe that a team of experts who evaluate eccnemic
conditicns in each country should produce nere accurate and consistent
resulcs then numerous irdividuals who evaluate conditions on a case-by-
case basis. _

Therefore we recormended that the Feceral Reserve Board of
Governers and the Ccmptroller of the Currency, using a2ll availiable
information, develop and use a single apvroach for classifying loans
subject to this country risk. In cormenting on our report the agencies
pointed out some speclal problems involving couﬁtry risk evaluzticn,
but they agreed that a uniform approach 1s desirable. .

Are Examinations Made of
Foreign Branches and Subsidiaries?

Federal Reserve 2nd Comptrollerj exariners usually evaluates forelgn
Joans from information at the home office of the parent banks. Both
agencies required that banks maintain adequate records at the head office
for the exaﬁ:!ners to appralse the risk and exposure of the barnk through
their foreign operations.

In our review of the 30 banks with significant infernational
overations, we noted that two State merber baniks were experiencing scme
problems which were related to forelgn subsidiaries of the banks. Both

banks' forelgn activitles had been examined by the Federal Reserve at



the home office; however, the examiners had said the wnfermation
available was inadequate. Thre subsidiaries were nct examined onsite
until after the banks had begun experiencing problems. ‘

We believe that these subsidiaries should have been examired
onsite as soon as possible, once the hame office files were found
inadequate. Early onsite examinations of the subsidlaries might have
disclosed their problems before parent banks were injured.

We recommended that the Federal Reserve Board >f Governors ard
the Comptroller of the Currency implement procedures O examine (where
permitted by the country involved) major ferelgn branches and subsi-
diaries onsite—pericdically end whenever adequate informa:ion zbout

their activities is not aveilable at the heme of fice.

’ According to the Federal Reserve, it began in the falil of 1976 to
meke onsite exeminations Of foreign branches of State member
banks where 1t had prevlcusly used information at the head office or
from inspections made by State examiners. | According to the Federal
Reserve a mmber of foreign subsidiaries were directly examined for the
first time with the agreement of the host goverrment.

The OCC advised us that exsminations to determine the quality of
the bank's cperations are made onslte overseas when necessary. According

to the OCC, their examiners made cn-site examinations during 1976 at 141
overseas branches and subsidisries of 25 banks located in 37 countries.



" The Comptrollsr of the Currenoy nas o Londen office whioh 1s i,
charge of examining brancres and subsidiaries iIn Zurope. The Corpirelliar
2lso uses stalfs from its 18 regions to maie onsite examinations of
foreign sranches and subsidiaries.

The Federal Reserve has internatioral examiner staffs in New York,
Chicago, and San Francisce.

We recommerded that the Federal Reserve Board of Govarmors and the
Corptroller of tiie Currency ufilize each other's examiners to cut ex-
penses when conducting examinaticns in foraign countries.

The Conptroller agreed that interagency use ¢f examiners when
conCucting sxamdnations in foreign countries would be bereficilal but
that some clarifying legislation might be necessary. Ve wculd te glad
to work with the Committee on any legislzticon needed to clarify the
authority for interagency use of exandners,

That concludes our statement, Mr. Chalrman. We would be happy to

answer any questions you may have.





