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INTRODUCTION

The Inspectors Genera of the Department of the Treasury (Treasury), the Federal Deposit
Insurance Corporation (FDIC), and the Board of Governors of the Federal Reserve System
(FRB) have completed a joint evaluation of the Federal Financial Institutions Examination
Council (FFIEC). We initiated thisreview as aresult of an audit survey of the FFIEC that the
banking agency Inspector General (IG) offices conducted during early 1998.1 The 1998 survey
recommended additional audit work in several areas including reviewing the Council’s
effectiveness in coordinating regulatory issues and fostering its legidative mandates and goals.

Aswe initiated our review objectives, we met with staff representatives from the Subcommittee
on Oversight and Investigations (Subcommittee), Committee on Financia Services, U.S. House
of Representatives. The Subcommittee staff asked us about the Council’ s efforts to accomplish
its mission and whether the FFIEC should have a broadened role in coordinating banking,
insurance, and securities regulators, or whether a separate group should be developed and
modeled after the FFIEC for coordinating interagency supervision efforts under the
Gramm-LeachBliley Act (GLBA). Accordingly, the objectives of our review were to evaluate
whether the FFIEC:

is meeting its mission of prescribing uniform principles and standards for the examination of
financia institutions and

should have an increased coordinating role as aresult of the GLBA.

The Subcommittee staff also asked us to (1) obtain the views of banking industry associations
regarding FFIEC effectiveness and communication efforts and (2) determine whether the FFIEC
had issued a uniform examination report form and whether such a form would prevent banks
from “shopping around” to find a banking regulator with lax examination standards, known as
regulator shopping. This report addresses those two issues as part of our first objective.

To accomplish our evaluation, we interviewed Council principals, banking agency supervision
officials, and representatives from banking trade associations. We also reviewed documentation
from the FFIEC and the federal banking agencies. Details of our methodology are included as
Appendix | of thisreport. Appendix Il containsalist of acronyms used in our report. We
conducted our evaluation between October 2001 and March 2002, in accordance with the
President’s Council on Integrity and Efficiency’s Quality Standards for 1nspections.

BACKGROUND

The FFIEC was established on March 10, 1979, pursuant to Title X of the Financial Institutions
Regulatory and Interest Rate Control Act of 1978 (Public Law 95-630, The FFIEC Act). The
FFIEC isaformal interagency body consisting of five financial regulatory agencies empowered to
prescribe uniform principles, standards, and report forms for the federal examination of financia
institutions by its member agencies. The member agencies consist of the FRB, the FDIC, the

! The banking agency |Gsinclude the Treasury |G, which oversees the Office of the Comptroller of the Currency
and the Office of Thrift Supervision; the FDIC I G, the FRB |G, and the National Credit Union Administration |G.



National Credit Union Administration (NCUA), the Office of the Comptroller of the Currency
(OCC), and the Office of Thrift Supervision (OTS).? Table 1 presents banking regulators and the
types of institutions that they supervise.

Table 1: Banking Regulators and Types of I nstitutions Super vised
Regulator Regulatory Responsibilities

OoCcC Charters, regulates, and supervises al national banks. Also supervisesthe federal branches
and agencies of foreign banks.

oTS Primary regulator of all federal and many state-chartered thrift institutions, which include
savings banks and savings and loan associations.

FDIC Primary federal regulator of state-chartered "nonmember" banks--commercia and savings
banks that are not members of the Federal Reserve System.

FRB Primary federal regulator for state-chartered banks that are members of the Federal Reserve

System, aswell asfor all bank and financial holding companies and certain operations of
foreign banking organizations.

NCUA Charters and supervises federal credit unions and insures the depositsin all federal and
many state-chartered credit unions.

State Banking | Supervise state-chartered banks, savingsinstitutions, and credit unions.
Agencies

Source: Regulator Web sites.

The overdl intent of the legidation was to promote consistency in federal examinations and
progressive and vigilant supervision of banks. Additional responsibilities based on subsequent
legislation included providing public access to Home Mortgage Disclosure Act (HMDA)? data and
monitoring state government certification and licensing requirements for real estate appraisers
through a separate Appraisal Subcommittee. The FFIEC is required to prepare an annual report to
Congress covering its activities during the preceding year. Appendix IV contains excerpts from the
enacting legidation.

FFIEC Operations, Staffing, and Funding

The FFIEC is comprised of the Comptroller of the Currency, the Chairman of the FDIC, a
Governor from the FRB, the Director of the OTS, and the Chairman of the NCUA (the
principals). The FFIEC Act established a chairmanship with a 2-year term, which rotates among
the Council principals. The FDIC Chairman assumed the FFIEC Chairmanship in April 2001.
The OTS Director will be the next FFIEC Chairman.

Six interagency task forces consisting of representatives from each member agency perform the
primary work of the Council. The task forces are functionally aligned aong the following
areas—supervision, consumer compliance, examiner training, information sharing, reports, and
surveillance systems. In addition, the Council established a Legal Advisory Group to provide
legal support and a State Liaison Committee (SLC), comprised of five state banking

2 FFIEC membership was established by statute. The OTS replaced the Federal Home Loan Bank Board on the
FFIEC in 1989.

3 The HMDA, enacted in 1975, requires certain financial institutions to report data about home purchase and home
improvement loans to their supervisory agencies and requires the FFIEC to produce annual tables for each
metropolitan statistical areain the United States showing the geographic distribution of housing-related lending.



commissioners, to encourage the application of uniform examination principles and standards by
the state and federal supervisory agencies.

The FFIEC has four staff who support Council operations, two staff who coordinate the Uniform
Bank Performance Report (UBPR), and nine staff dedicated to the examiner training function.
FFIEC Council operations staff also share a receptionist with FFIEC's Appraisal Subcommittee.

The task forces research interagency projects and prepare policy statements and
recommendations for the Council’s consideration. The task forces may approve policy
statements under delegated authority if there is unanimous agreement by the task force members.
The task forces also assign agency staff to subcommittees and working groups to research
specific interagency projects. Most of the task forces meet monthly to discuss on-going projects.
About one-half of interagency projects are originated by the Council and one-half are originated
by the task forces.

The FFIEC is funded through assessments of its five member agencies for operating expenses
and tuition costs. During 2001, the FFIEC incurred expenses of about $6.2 million, most of
which was for salaries and benefits (24 percent of total expenses) and data processing costs
(54 percent of total expenses).

RESULTSIN BRIEF

The FFIEC is accomplishing its legidative mission of prescribing uniform principles, standards,
and report forms and is achieving coordination between the banking agencies. Further, most
officias stated the FFIEC’ s role and mission were appropriate going forward. Notwithstanding,
some officials indicated the FFIEC could accomplish its mission more effectively and noted the
FFIEC could be bureaucratic and take too long to complete interagency projects. The Council
has recently discussed a number of measures to improve FFIEC effectiveness, including having
the principals more actively involved in FFIEC matters and developing annual goals, objectives,
and work priorities for the task forces. We are suggesting the Council memorialize these ideas in
amore permanent document, such as the FFIEC's Rules of Operations, to better ensure that
future Council members continue to practice those measures.

Banking industry and professional associations indicated that the FFIEC could be more proactive
in communicating with the industry. One representative noted there is currently no formal
mechanism for communicating with the FFIEC. Several representatives indicated it would be
helpful if the FFIEC published an annual agenda, task force points of contact, and status
information about ongoing or planned projects on the FFIEC Web site. We encourage the
FFIEC to look for opportunities to improve communication with the trade associations where

appropriate.

We asked agency officials to identify major risks and emerging issues facing the banking
industry and to describe FFIEC and banking agency guidance issued in response. We concluded
that the FFIEC and the banking agencies had issued guidance responsive to those major risks and
emerging issues. Further, most officials indicated that the FFIEC and the banking agencies had



achieved uniformity in critical areas. Severa such examples are the Uniform Financial
Institutions Rating System (UFIRS), a common examination rating system, and standard
quarterly financial reports submitted by commercial banks and savings banks to the FDIC.
Several officials stated that such achievements mitigated the need for a uniform report of
examination. Further, none of the officials we spoke with indicated that banks made charter
changes based on differences in supervision between the banking agencies.

With respect to the FFIEC' s role under the GLBA, most officials indicated that GLBA had not
significantly impacted the FFIEC and were not in favor of broadening the FFIEC to include
regulatory representatives from the insurance and securities industries. Further, most officials
did not see a need for a separate coordinating entity under GLBA modeled after the

FFIEC. The officialsindicated that coordination under GLBA was occurring as needed on an ad
hoc basis and through periodic cross-sector meetings hosted by the FRB. However, while the
individual banking agencies had signed bilateral information sharing agreements with a number
of state insurance commissioners, some officials indicated the relationship between the banking
agencies and the SEC needed to be improved through better dialogue. The banking agencies and
SEC are working on national memoranda of understanding (MOU) covering the sharing of
information about broker-dealers in financia holding companies and have arrangements to
ensure that critical information is shared on a case-by-case basis.

FFIEC ISACHIEVING ITSLEGISLATIVE MISSION

The FFIEC is accomplishing its legidative mission of prescribing uniform principles, standards,
and report forms, and the FFIEC’ s legidative mission remains valid and appropriate. However,
the FFIEC could accomplish its mission more effectively. Most officias we interviewed
indicated that the FFIEC was a useful forum for achieving coordination among the banking
agencies and was achieving its legidative mandate. One of the principals noted that as long as
the banking industry has multiple regulators, the FFIEC was vita to achieving coordination.
Another principa stated that the FFIEC was an effective vehicle to discuss inconsistencies
between agencies, particularly where the banking agencies have to implement a common statute.
However, one principal characterized the FFIEC as being extraordinarily unwieldy, in part, due
to the formality of Council meetings and because of the number of agencies represented by the
Council. For those reasons, the principal stated that the FFIEC was not meeting its legidative
mission of achieving coordination.

Virtually al of the officials we interviewed acknowledged that the FFIEC could improve its
operations and become more effective and efficient. That being said, none of the officials were
in favor of additional legidation to improve the FFIEC. One principal indicated there was a
danger of building in too much bureaucracy at the FFIEC and expressed concern that additional
legidation giving the FFIEC more authority could make the Council more cumbersome.

Instead, most officials were in favor of the Council taking measures to improve FFIEC
operations within the existing legidative framework. The Council Chairman took steps in that
direction by issuing a memorandum entitled, FFIEC Effectiveness in 2002 to the other principals
in December 2001. We have included a copy of that memorandum as Appendix V. The



memorandum outlined the Chairman’s ideas for how to make the FFIEC more effective, such as
having annual goals and objectives and priority lists and time frames for project completion; the
principals more actively involved in Council activities and in monitoring completion of projects,
and improved communication between the principals and agency staff. The FFIEC discussed
these items during the February 2002 Council meeting.

We asked the other principals for their views on the Chairman’s memorandum. Most were
supportive of the memorandum and expressed the following views:

One principal indicated that it was important to obtain the principals’ interest early enough in
the process of deliberating on projects to fully understand the issues. Severa principals also
agreed that more frequent meetings were needed between them. However, they noted the
informal meetings, such as the “Regulator Breakfasts’ were the most important and provided
opportunities for the principals to discuss on-going projects.

With respect to establishing goals, objectives, and priority lists, two of the principals noted
that it might be difficult for the Council to establish and implement goals and objectives
because the industry changes quickly and the FFIEC must be ready when new issues surface.
Supervision officials from one agency noted that Council projects are high-priority by virtue
of being raised at the Council level and that the individual agencies have different priorities
based on their respective agency missions.

~ Further, one principal stated that it was a good idea for the new Chairman to assert his
leadership; however, the principal indicated that the Council was aready doing most of the
things that the Chairman suggested. Two agency supervision directors also stated that the
FFIEC was aready addressing most of the issues that the Chairman had suggested but agreed
the memorandum addressed important factors for the FFIEC' s continued success.

A number of the officials noted that the Council’ s success depended in large part on the
individual principal’s interaction and level of commitment to the FFIEC. One senior agency
officia indicated that while the FFIEC exists in law, in practice the FFIEC exists at the consent
of the Council and task force members. One principa stated that personal relationships are
important at al levels of the FFIEC and that without good relationships there is no basis for
completing interagency projects. The principal concluded that the existing group of principals
had worked well together.

We support the Chairman’s ideas for making the FFIEC more effective. However, because the
FFIEC chairmanship is only for a 2-year term, we suggest that the FFIEC memorialize those
ideas related to setting goals and objectives, dispute resolution, and prioritization of work in a
more permanent document, such as the FFIEC’s Rules of Operation. By doing so, the FFIEC
could better ensure that future Council members continue to implement those measures.



Banking and Professional Association Views

Generally, representatives from banking associations” indicated that the banking industry
benefited from having the FFIEC and concluded that a coordinated approach among the banking
agencies likely yields the best product. Notwithstanding, the representatives noted that the
interagency deliberation process was bureaucratic and slow. Representatives from one group
indicated that the FFIEC Chairman’s memorandum to improve FFIEC effectiveness was

appropriate.

With respect to communications, officials told us they usually communicate directly with the
individual banking agenciesin lieu of the FFIEC. One representative noted there is no formal
mechanism for communicating with the FFIEC and that the FFIEC has made no efforts to
outreach or communicate with industry trade groups. Several associations indicated they would
like the FFIEC to publish an annual agenda on the FFIEC Web site listing the major projects that
the task forces plan to address so that the industry associations could comment on the issues. For
example, two representatives noted that the FFIEC's Task Force on Consumer Compliance had
invited the industry associations to a discussion on the Community Reinvestment Act (CRA).°
The representatives indicated that the forum was very informative and the participants had a
good exchange of ideas. They welcomed additional opportunities to participate in the discussion
of interagency projects.

One banking association representative noted that the FFIEC had greatly improved its Web site
by including links to HMDA and CRA reporting databases and UBPR information. However,
the representative stated that the FFIEC could improve its Web site further by including more
information about the various task forces, contact information for the task forces, and project
listings. The representative also indicated that it would be beneficia if the FFIEC would
periodically solicit ideas or suggestions from the banking industry.

The FFIEC Chairman has indicated an interest to improve communications with the industry.
Moreover, earlier communications with the trade associations would likely surface
disagreements sooner and result in fewer comments during Federal Register comment periods.
As such, we encourage the FFIEC to look for ways to improve communication with the trade
associations where appropriate.

State Regulator Representation on the Council
One principal and several banking industry representatives indicated that the FFIEC could be

improved by allowing the state regulators to have voting status in deliberating Council matters.
As discussed earlier, the FFIEC currently has the SLC, which is comprised of five

* Groups such as the American Bankers Association and America’s Community Bankers are industry trade
associations, while a group such as the Conference of State Bank Supervisorsis a professional organization
representing the interests of the state banking commissioners.

®12 U.S.C. 2901, the Community Reinvestment Act, enacted in 1977, requires that each insured depository
institution’ s record in helping meet the credit needs of its entire community be evaluated periodically. CRA
examinations are conducted by the federal agencies responsible for supervising depository institutions.



representatives from state agencies that supervise financial institutions. The SLC attends
Council meetings, and representatives from the SLC participate in Supervision Task Force and
Information System Subcommittee meetings; however, the SLC does not have voting rights with
respect to task force or Council matters.

One principa noted that the FFIEC has enormous potential to be effective, but that the Council is
underutilized in part because the state regulators do not have voting rights. An association
representative suggested that the FFIEC needs to have more dialogue and better coordination
with state banking agencies and stated the Council could be improved if it had a state presence
with the authority to vote on interagency projects. Moreover, a representative from the
Conference of State Bank Supervisors (CSBS) noted that CSBS had requested voting status on
behalf of state bank regulators during discussions of H.R. 1408, the Financial Services Antifraud
Network Act of 2001 (Antifraud Bill).® The Antifraud Bill passed the House of Representatives
and was received in the Senate in November 2001.

It appears that Congress considered the state regulators’ role when it created the FFIEC. As
discussed earlier, the purpose of the FFIEC Act was to establish an interagency council to
“...prescribe uniform principles and standards for the Federal examination of financia
ingtitutions...” Further, the Act established the SLC to “...encourage the application of uniform
examination principles and standards by State and Federal supervisory agencies...” An FFIEC
Specia Historical Study Origin and Development of the Examination Council, dated

February 1992 (FFIEC Historical Study), noted that the initial House and Senate Billsto
establish an Examination Council called for a sixth Council member who would be the head of a
state supervisory agency. However, that provision was not included in the final legidation.

Understanding the FFIEC’s Mission and Staffing Limitations

By statute, the FFIEC is a coordinating and policy-making entity. The Council has no
operational or implementing authority to make rules or to monitor whether member agencies
implement FFIEC guidance. Further, with the exception of afew administrative staff,
representatives from the five member agencies conduct the FFIEC' s task force work.

Interagency guidance may be issued under the auspices of the FFIEC or by one or more of the
banking agencies as non-FFIEC joint agency guidance (joint guidance). Because the FFIEC
does not have rulemaking authority, any projects resulting in rulemaking must be issued as joint
guidance by the banking agencies. Severa officials noted that projects are often researched as
FFIEC projects and then issued as joint guidance either because they result in rulemaking or
because they do not involve al of the FFIEC member agencies. Most officials did not equate a
decision to issue joint guidance as reflecting negatively on the FFIEC. One supervision official
characterized the decision to issue guidance under the auspices of the FFIEC as smply a
difference in the letterhead appearing on the final policy statement.

& Among other things, the Antifraud Bill requires financial regulators to develop networking procedures for the
sharing of antifraud information and coordinate to further improve upon antifraud efforts. According to CSBS, the
Bill originally included language that designated the FFIEC as the coordinator of an information sharing system that
would specifically allow supervisory information to be shared among banking, securities, and insurance regulators.



We also asked the Principasif they would favor having Congress consider using the FFIEC for
implementing cross-cutting initiatives such as the anti-money laundering responsibilities
envisioned under the USA PATRIOT Act.” Most of the Principals we interviewed were not in
favor of Congress assigning such responsibilities to the FFIEC, primarily due to the staffing
limitations discussed above. One principal told us that Congress had contemplated assigning
responsibility to the FFIEC for implementing the Antifraud Bill; however, the Council was able
to persuade Congress not to do so. The principal indicated that it was important to remember
that the FFIEC has no professional staff to perform analytical work and has no authority to write
or issue regulations. The principal indicated that assigning additional responsibilities to the
FFIEC would require a fundamental change to the mission and staffing of the FFIEC.

FFIEC Accomplishments, Challenges, and Responsiveness to Banking Industry Risks

The FFIEC has experienced success when dealing with well-defined issues that are common to
the banking agencies. However, the FFIEC has aso been challenged in completing other critical
projectstimely. A few officials noted that not all projects are suited for review by the FFIEC.
For example, if a project needs to be addressed immediately or does not concern all members,
the FFIEC may not be the best forum for reviewing the project. Supervision officials of one
agency suggested that projects suitable for the FFIEC usually involve issues that are of common
concern to the member agencies, high-priority in nature, achievable with a firm deadline, and
important to each of the principals.

We reviewed FFIEC Annua Reports from 1997 through 2001 to gauge FFIEC accomplishments
and to understand the nature of FFIEC guidance and reporting forms. Table 2 presents an
overview of the Council’ s accomplishments during our period of review. Further, abrief
discussion of recent FFIEC accomplishments in selected categories is presented in the following
table.

" Public Law Number 107-56, Uniting and Strengthening America by Providing Appropriate Tools Required to
Intercept and Obstruct Terrorism (USA PATRIOT ACT) Act of 2001. The Act includes provisions to: enhance
domestic security against terrorism, enhance surveillance procedures, develop international counter money
laundering and related measures, amend the Bank Secrecy Act and make related improvements, establish or increase
penalties related to currency crimes, increase appropriations for protecting the U.S. Northern Border, and enhance
immigration provisions.

10



Table 2: FFIEC Published Guidance Issued From 1997 Through 2001

Task Forces
Category Council iy Consumer Surveillance
SHpetuson Compliance RETEIE Systems
Guidance
Y 2K 1 17 1 19
Credit 2 11 2 15
Capital 1 7 8
CRA 2 7 9
Information Technology 2 6 8
- Miscellaneous 3 8 6 2 19
Reporting
Call Report 4 1 3 8
UBPR 2 2 4
Other Reporting 1 1
Total 17 49 17 5 3 91

Source: OIG Analysis of FFIEC Annual Reportsto Congress and the Council’s Web site.

Year 2000: A number of officials we interviewed cited the FFIEC’ s involvement in coordinating
guidance for the Y 2K issue as a maor success for the Council. One supervision official noted
that the FFIEC and the banking regulators raised the Y 2K issue before other industries. Another
supervision official called the FFIEC' s Y 2K efforts a “huge success’ and noted the banking
agencies worked together very well in addressing Y2K. One principal suggested the Y 2K efforts
were successful because there was a known deadline, a small group of people involved, and a
common perspective among the agencies. The FFIEC issued a number of Y 2K-related
publications including:

Y 2K safety and soundness guidelines;

Interagency guidance regarding Y 2K readiness and potential impact on customers,
Guidance to financia institutions for testing for Y 2K readiness;

Y 2K guidance on customer awareness programs and a customer brochure;
Guiddines to financial ingtitutions related to Y 2K fraud prevention;

Questions and answers concerning Y 2K business contingency planning; and

A Y 2K lessons learned document.

Credit Risk: One supervision official we interviewed indicated the three major issues facing the
banking industry continue to be “credit risk, credit risk, and credit risk.” The official noted that
anumber of issues, such as subprime lending, are merely subsets of credit risk. For example:

Allowance for Loan and Lease Losses (ALLL): Federally insured depository institutions are
required to maintain adequate loan loss reserves to absorb estimated credit |osses associated
with their loan and lease portfolios. In July 2001, the FFIEC agencies, in consultation with
the SEC, issued a policy statement on ALLL methodologies and documentation standards for
financia ingtitutions. The policy statement reflected the agencies’ research on ALLL best
practices and included examples to assist institutions in determining and documenting loan

11



loss allowances.

Subprime Lending: Subprime lending involves the extension of credit to borrowers with
poor or minimal credit histories. Such loans usually have relatively high rates of interest or
fees, require intensive levels of servicing and collection efforts, and carry an increased
probability that borrowers will not make good on their obligation. In 2001, the banking
agencies issued expanded joint guidance intended to strengthen the examination and
supervision of ingtitutions with significant subprime lending programs. Mgor issues
addressed in this guidance included the adequacy of ALLL and capital to support subprime
lending programs, as well as guidance for loan review and classification. The FFIEC aso
began revising its subprime lending training materials for examiners in late 2001.

Community Reinvestment Act: CRA encourages depository ingtitutions to help meet the needs
of communities in which they operate, including low and moderate-income neighborhoods.
During 2001, the Task Force on Consumer Compliance published a revised interagency
guestions and answers document for CRA. The FFIEC aso published A Guide to CRA Data
Collection and Reporting on the Council’s Web site for use by financia ingtitutions required to
report CRA data. With respect to examination guidance, the task force released joint
examination procedures for evaluating institutions' compliance with the CRA Sunshine
provisions of GLBA. Finaly, the task force completed the transition to paperless reporting of
HMDA data from financial institutions.

Call Report: Consistent with its legidative mandate to prescribe uniform reporting systems, the
FFIEC aso contributed to improvements in regulatory reporting. The FFIEC requires every
national bank, state member bank, and insured non-member bank to file a Call Report as of the
last day of each calendar quarter. Call Report data are used extensively by the bank regulatory
agencies for offsite bank monitoring activitiesand are the primary source of data for the FFIEC's
UBPR, an analytical tool used for bank supervisory, examination, and bank management
purposes. During 2001, the banking agencies implemented substantial FFIEC revisions to the
Call Report to make the report’s content more relevant to the agencies’ overall mission of
maintaining a safe and sound banking system and to complement the agencies emphasis on risk-
focused supervision. These revisions eliminated some information while enhancing information
on areas of growing risk, such as asset securitization activities.

Finally, severa officials indicated that the FFIEC' s benefits are not always that easy to quantify.
One principal indicated that the FFIEC provides a helpful forum for discussion of common
issues, from which the member agencies benefit regardiess of whether written guidance is issued
or not. An agency supervision official noted that the Supervision Task Force will discuss
matters without publishing guidance, but because the issue has been raised and discussed, the
task force members are more aware of the issue and each agency’s position. The official noted
that this forum for discussion is a valuable benefit that is not captured in FFIEC annual reports.

FFIEC challenges

Notwithstanding these accomplishments, the FFIEC has not always issued interagency guidance
timely. Severa officials were critical of the amount of time it takes the FFIEC to deliberate and

12



issue guidance on some interagency projects. A number of officials mentioned the FFIEC's
project on recourse, direct credit substitutes, and residual interests in asset securitizations
(Recourse Project) in particular. The Council initially assigned the Recourse Project to the
Supervision Task Force in 1993. The banking agencies began discussing the residual interest
issue in mid- to late-1999 and later combined this initiative with the Recourse Project. The task
force completed the Recourse Project in late 2001 and the banking agencies issued afina rulein
the Federal Register on November 29, 2001. 8

The Recourse Project was a point of discussion in an October 2001 hearing before the Senate
Banking, Housing, and Urban Affairs Committee on the failure of Superior Bank (Superior).
During that hearing, the Committee Chairman noted that several recent banks that failed—
including the First National Bank of Keystone in 1999 and Superior in 2001—had a common
characteristic of holding high concentrations of subprime residual assets. The Chairman also
noted that the banking agencies had yet to issue a final rule on the Recourse Project and
guestioned why the project was taking so long to compl ete.

Several officials commented on the Recourse Project and offered explanations for project time
frames. One principa noted the subject was very complex and that the industry was changing
too quickly for the FFIEC to stay abreast. The principal indicated that the agencies had issued
several proposed rules for comment, but that each time, the industry had changed so much that
the proposed rules were outdated. One supervision official characterized the delay as afunction
of the financial markets evolving and changing faster than the regulators could react. The
official concluded that the banking agencies would have experienced the same problem
regardless of the FFIEC' s involvement simply because the Recourse Project was a tough issue.

Another principa said that the FFIEC eventually completed the Recourse Project when the
principals instructed the task force to concentrate on developing broad economic directives,
which would not be as susceptible to changes within the industry, as opposed to developing alist
of detailed directives.

Responsiveness to major risks facing the banking industry

As discussed earlier in this report, interagency guidance may be issued under the auspices of the
FFIEC or outside of the FFIEC as joint guidance. Accordingly, to fairly assess interagency
coordination, one must review FFIEC and non-FFIEC interagency guidance. In order to
determine FFIEC and banking agency responsiveness, we asked representatives from each

8 Treasury, FDIC, and FRB issued Risk-Based Capital Guidelines; Capital Adequacy Guidelines; Capital
Maintenance; Capital Treatment of Recourse, Direct Credit Substitutes, and Residual Interestsin Asset
Securitizations; Final Rules on November 29, 2001 in the Federal Register. Asset securitization is the process by
which loans or other credit exposures are pooled and reconstituted into securities that may then be sold. Banks
involved in the securitization or sale of assets often provide credit enhancements such as recourse, direct credit
substitutes, and residual interests in order to protect investors from incurring credit losses on loans and other
financial assets that have been sold or securitized. Recourse arises when a bank retains credit risk on assetsit sellsif
the credit risk exceeds a pro rata share of the bank’s claim on the assets. In adirect credit substitute, a bank assumes
credit risk on athird-party asset and the risk exceeds the pro rata share of the bank’ sinterest in the asset. A residual
interest is an on-balance sheet asset created in an asset sale that exposes a bank to credit risk in excess of its pro rata
claim on the asset.
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banking agency to identify three to five major risks and emerging issues, between 1997 and
2001, that their agencies considered to be critical banking industry concerns, and to describe
what guidance had been issued in response. Table 3 presents the results of this information.

Table 3: Responsiveness of the FFIEC and the Banking Agenciesto Major Risks
and Emer ging I ssues Facing the Banking Industry (1997 through 2001)

WAS GUIDANCE I SSUED BY:

M AJOR RISK OR

EMERGING |SSUE FEIEC? JOINT INTERAGENCY  INDIVIDUAL BANKING
: (NON-FFIEC)? AGENCY?
Y 2K Preparation Yes Yes Yes
Credit Risk Yes Yes Yes
Electronic Banking Yes Yes Yes
Accounting Yes Yes Yes
Capital Adequacy Yes Yes Yes
Risk M anagement Yes Yes Yes

Source: OIG analysis of information provided by individual agencies.

Based on the information provided by each of the banking agencies, we concluded that the
FFIEC and its member agencies had issued guidance addressing the major risks and issues that
the banking agencies identified as critical concerns to the banking industry between 1997

and 2001.

FFIEC Effortsto Achieve Unifor mity

The FFIEC Act tasked the Council with establishing “... uniform principles and standards and
report forms for the examination of financial institutions which shall be applied by the Federal
financial ingtitutions regulatory agencies.” Anoriginal concern of the Congress was the
so-called “competition in laxity” or the tendency for competition among the banking agencies for
the favor of regulated firms to result in lax regulation. In short, Congress was concerned that one
or more of the banking agencies would practice more lenient bank supervision in order to attract
financial ingtitutions to its bank or thrift charter.

The FFIEC attempted to develop joint procedures and report forms severa times over the history
of the Council, with limited success. According to the FFIEC Historical Study, after a 2-year
effort, the Supervision Task Force reported in April 1981 that although interagency agreement
might be reached on examination objectives and policies, it could not be reached on examination
methods. The FFIEC Historical Study provided the following examples of examination
objectives, policies, and methods:

Objectives relate to evaluating an institution’s management, policies and procedures,
financia condition, and prospects;,

Policies encompass the frequency and scope of coverage of examinations and the way
problem institutions are to be supervised; and
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Methods include the detailed procedures that examiners follow in on-site examinations,
working paper format and content, and the examination report form.

The FFIEC Historical Study noted that differences in examination methods arise from the
different characteristics of the banking agencies; applicable laws or regulations; relationships
with state authorities; and the nature, size, and type of institution being examined (e.g. bank,
thrift, or credit union).

We interviewed officials about the need for and feasibility of uniform examination procedures
and report forms. Most of the officials noted that the UFIRS and the Call Report are critical
areas where uniformity has been achieved.® Moreover, several officials indicated that a uniform
examination report was neither feasible nor needed and observed that the FFIEC and the banking
agencies had devel oped some joint procedures especially for areas common to each of the
banking agencies. Anecdotal comments about the need for a uniform report form included the
following:

One principal noted that the idea of a uniform examination report appeals to one’' s sense of
neatness but questioned the benefits of having a uniform report of examination. The
principal stated that uniformity in the UFIRS ratings is more important than a uniform report
form and uniformity in the data gathered from Call Reportsis essential.

One supervision official concluded that the banking agencies would never be able to develop
a‘“one-size-fits-al” examination report. However, the official noted that the FFIEC and the
banking agencies have achieved similarities with respect to the parameters of examinations
(i.e., what areas examinations address). The officia questioned whether the idea of a
uniform examination report was a “solution in search of a problem.”

A supervision official noted that the concept of ajoint bank examination report form isless
important now than 20 years ago because the banking agencies' practice of conducting
ongoing supervision, targeted exams, and off-site monitoring is replacing the need for a
uniform examination report. The officia also stated that the banking industry has benefited
from banking agencies trying different approaches to supervision over the years because the
agencies have learned from each other.

In addition, we noted that the FFIEC and the banking agencies have taken other actions to
comply with legidlative efforts to achieve uniformity and to reduce duplicative and redundant
policies. For example, the FDIC Improvement Act requires each federal banking and thrift
agency to report annually to the Senate and House banking committees regarding any differences
between the accounting or capital standards among the banking agencies. Further, the banking
agencies submit ajoint report to Congress annually as required by Section 305 of the Riegle
Community Development and Regulatory Improvement Act discussing interagency efforts to
improve the coordination and supervision of ingtitutions that are subject to multiple regulators.
Appendix VI contains a summary of the recent coordination efforts discussed in those reports.

° The UFIRS s aninternal rating system used by federal and state banking regulators for assessing the soundness of
financial institutions on a uniform basis and for identifying institutions requiring special supervisory attention.
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Regulator shopping and competition in laxity

With respect to regulator shopping, several officials acknowledged that charter changes occur.
However, none of the officials we spoke with indicated that bank owners changed chartersin an
effort to achieve more lenient supervision. Instead, charter changes generally occur for strategic
or business reasons. For example, a bank may wish to expand operations beyond state lines and
would convert from a state charter to a national bank charter. Severa officials aso indicated that
bank charter changes may occur because of the cost of supervision, as fees under a national
charter are about two-and-one-half times greater than fees under a state charter. None of the
officials indicated that a uniform examination report would prevent regulator shopping. Several
officials noted there is not a cause and effect relationship between the concept of a uniform
examination report and regulator shopping and that the two are not related.

Finally, none of the officials we interviewed indicated that “competition in laxity” was occurring
or was a problem. One principal responded that “competition in laxity” is a hypothetical
problem and not the reality. Severa officials noted that the banking regulators communicate
with one another about problem institutions and the receiving agency would be very wary of
welcoming a bank that is shopping for regulatory leniency.

FFIEC’'SROLE UNDER GLBA

GLBA, signed into law in November 1999, repeal ed those portions of the Glass-Stegall Act that
prohibited banks, securities firms, and insurance companies from affiliating. Among other
things, GLBA created a new FHC structure authorized to engage in a statutorily provided list of
financia activities, including insurance and securities underwriting, merchant banking, and
insurance company portfolio investment activities. GLBA incorporated the concept of functional
regulation, that is, banking activities would continue to be regulated by bank regulators,
securities activities by securities regulators, and insurance activities b]y state insurance regulators.
GLBA also established the FRB as the umbrella supervisor of FHCs.*®

Most officials indicated that GLBA has had little impact on the FFIEC. Further, there was a
clear consensus among the officials we interviewed that the FFIEC’s membership should not be
expanded to include securities or insurance regulators. Severa officials were skeptical of the
benefits derived from expanding Council membership and questioned how insurance and
securities regulators would be fairly represented on the Council since there are separate
insurance commissioners and securities administrators for each state. Moreover, officials we
interviewed offered the following additional reasons against expanding the Council.

10 According to FRB Supervisory Letter SR 00-13, dated August 15, 2000, FRB is responsible for the consolidated
supervision of FHCs. FRB will assess FHCs on a consolidated or group-wide basis with the objective of ensuring
that the FHC does not threaten the viability of its depository institution subsidiaries. In aFebruary 2002 speech, an
FRB Governor noted that as umbrella supervisor, FRB will rely on the functional supervisor as much as possible and
will examine functionally regulated non-bank affiliates only if it believesthat their activities are creating risk for the
bank affiliate.
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There areinherent differencesin the mission and responsibilities of the FFIEC and the
demands of the GLBA. One principal noted that the FFIEC deals with banks, while the FRB
has the responsibility for banking organizations under GLBA. Another principal indicated
expanding the FFIEC would be an “awful idea” and it would be “disastrous’ to bring
securities and insurance regulators into the FFIEC. The principa noted that the FFIEC was
never intended to implement GLBA and surmised the result would be an awkward,
ponderous coordinating entity.

Two officials expressed a concern that expanding the Council’ s responsibilities to include
GLBA coordination would suggest that FHC supervision is no different from depository
institution supervision and might send the signal that protections afforded to banks

(e.g., deposit insurance) would also be afforded to FHC nonbank subsidiaries.

Most FFIEC projects do not involve securities or insuranceissues. For example, one
agency official noted the consumer compliance issues that the Task Force on Consumer
Compliance addresses have no relevance to the SEC. A supervision official questioned
whether there were any issues that would require involvement from all five of the FFIEC
member agencies and securities and insurance regulators. Another supervision official noted
that broadening the FFIEC' s mission to include GLBA coordination would serve to dilute the
banking-related work that the Council is aready doing.

I nteragency Coordination Efforts

Most officials we interviewed indicated that effective coordination is currently taking place
between the banking, insurance, and securities regulators on an as-needed basis. As such, most
officials did not favor modeling a new entity after the FFIEC to create a more formalized
coordinating structure for implementing GLBA. Instead, officials we spoke with discussed the
following on-going efforts for coordinating under GLBA:

Periodic cross-sector meetings hosted by FRB in its umbrella supervisor capacity. GLBA
established the FRB as the umbrella supervisor of FHCs. FRB has developed a framework
for implementing FHC supervision and intends to identify and evaluate, on a consolidated or
group-wide basis, the significant risks that exist in adiversified holding company in order to
assess how those risks might affect the safety and soundness of depository institution
subsidiaries. In that regard, the FRB has hosted cross-sector meetings about three times a
year in Washington with representatives from the federal banking agencies, the SEC, state
securities regulators, the National Association of Insurance Commissioners (NAIC), and the
Commodity Futures Trading Commission (CFTC). Officials characterized these meetings as
a good forum for agency representatives to meet, establish contacts, and discuss issues of
common concern.

In a February 2001 speech, one principal characterized the cross-sector meetings as an
opportunity for multiple supervisors to discuss issues relevant to various financial industries
and noted that the meetings were useful for building cooperation and improving each
agency’ s understanding of the different supervisory authorities and objectives. The FRB has
also held cross-sector meetings at the Federal Reserve Bank level with regiona and state
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banking, securities, and insurance regulators. Further, the NAIC hosts quarterly meetings
with the functional regulators that are attended by staff at the operationa or working-group
level from the banking agencies, insurance regulators, and the SEC.

Bilateral information sharing agreements between the banking agencies and state
insurance commissioners. The NAIC has taken an active role in approving a model
information-sharing agreement for use between individual banking agencies and state
insurance commissioners. These agreements provide for the sharing of relevant regulatory
information, including information about examinations, enforcement, and consumer
protections. By the end of 2001, 45 states had signed agreements with the OTS, 23 states
with the OCC, 31 states with the FDIC, and 8 states with the FRB. Further, a state banking
regulator representative noted that approximately 30 percent of the state banking
commissioners had signed information-sharing agreements with state insurance
commissioners. The representative noted that a much larger number of state bank
supervisors had informal arrangements with state insurance supervisors to share information.
One principal indicated that the NAIC has been effective at coordinating the efforts of the
state insurance COmmissioners.

Coordination with SEC and insurance regulators on a case-by-case basis. Severa officials
noted that interagency coordination is sufficiently occurring on a case-by-case basis. Most
officials were in favor of keeping coordination informal instead of creating another formal
coordinating entity.

While officials we spoke with were generally positive about the banking agencies' relationship
with the NAIC and state insurance regulators, they expressed divergent views about the banking
agencies relationship with the SEC. For example, one agency official noted that the FFIEC had
coordinated with the SEC for the ALLL project and that the FDIC and SEC routinely coordinate
on accounting issues. An agency supervision official noted that the FRB has had a long-standing
relationship with the SEC in implementing Section 20 of the Glass-Steagall Act (which
prohibited broad affiliations between banking, insurance, and securities industries). The official
indicated that the FRB and SEC have worked together on examinations over the past 15 years.

However, a supervision official noted that while his agency had successfully signed information-
sharing agreements with state insurance commissioners, coordination with the SEC had not been
as successful. A banking industry association representative indicated that there was a need for
better dial ogue between the banking agencies and the SEC. Further, one principal indicated that
the relationship between the FRB and the SEC needed to be improved and another principal
noted that the FRB is working with the SEC on a case-by-case basis, but to date thereis no
overall MOU for sharing information about broker-dealersin FHCs. The principal indicated that
sharing information is the biggest challenge facing the banking agencies and the SEC because of
privacy issues and the different missions of the agencies.
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CONCLUSIONS

Congress created the FFIEC in 1979 to prescribe uniform principles, standards, and report forms
for the federal banking agencies. The FFIEC is accomplishing its mission, and most officials we
interviewed were not in favor of making legidative changes to the FFIEC Act. Notwithstanding,
most officials acknowledged that the Council could operate more effectively and could complete
interagency projects more timely. In that regard, the FFIEC Chairman has presented a number of
suggestions for making the FFIEC more effective. We suggest that the Council memorialize
these ideas in a more permanent document, such as the FFIEC' s Rules of Operations, to better
ensure that future Council members continue to practice those measures. We also encourage the
FFIEC to look for opportunities to improve communication with the trade associations, where

appropriate.

We concluded that the FFIEC and the banking agencies had issued guidance responsive to major
risks and issues that the banking agencies considered to be critical banking industry concerns.
Further, most officials indicated that the FFIEC and the banking agencies had achieved
uniformity in critical areas.

With respect to the FFIEC' s role under GLBA, most officials indicated that GLBA had not
significantly impacted the FFIEC and were not in favor of expanding the Council to include
regulatory representatives from the insurance and securities industries. Nor were most officials
in favor of developing a separate coordinating group modeled after the FFIEC to coordinate
GLBA activities. Finaly, most officials indicated that interagency coordination required under
GLBA was occurring as needed on a case-by-case basis.

AGENCY COMMENTSAND OUR EVALUATION

We provided the FFIEC member agencies a draft of this report on May 7, 2002. The OTS, FRB,
OCC, and FDIC provided written responses. The FRB, OCC, and FDIC responses concurred
with the report’ s conclusions that the FFIEC is achieving its mission of prescribing uniform
principles and standards and that the FFIEC coordination role should not be expanded because of
GLBA. We have summarized significant points made by each agency below and corrected
factual inaccuracies in the text of the report. We aso include copies of the agency responsesin
Appendix I1.

The OTS s response did not specifically comment on the overall conclusions but clarified certain
points regarding financial reporting for thrift institutions and the time period that work was
performed by the FFIEC on the “Recourse Project.” We clarified these points in the body of the

report.

The FRB'’ s response noted that the FFIEC was not designed as a representative agent for the
member agencies and has limited staff, resources, and expertise to carry out an expansion of its
duties. The response also stated that communications with trade associations should come
directly from the agencies themselves. Further, the FRB'’s response stressed that the FFIEC
primarily functions as a coordination and communication facilitating entity and that it is the
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responsibility of the principals of each member agency to act upon the FFIEC recommendations
and to implement policies. Finaly, the FRB’s response identified an inaccurate reference in the
report and pointed out that the cross sector meetings were also attended by state security
regulators and the CFTC. These final two points were clarified in the text of the report.

The OCC’ s response, in addition to providing a number of technical clarifications:

» Stated that the informal mechanisms that agencies have in place for communicating with
industry trade groups are appropriate and adequate and that questions about a proposed
policy or interpretation of existing policies would be best addressed by an institution’s
primary regulator rather than an identified FFIEC point of contact.

» Disagreed with comments provided by agency and banking industry representatives that the
FFIEC could be more effective if state regulators were given voting rights on Council
matters. The response also questioned how the state voting presence would represent the
viewpoints of al of the state regulators and how the operating costs of the FFIEC would be
shared among the voting members.

» Clarified that the higher fees that national banks pay, relative to state chartered institutions,
are not because the OCC incurs higher costsin carrying out its supervision, but rather reflects
the fact that the OCC must pass aong al of its costs to its supervised institutions while most
of the supervision costs for state chartered institutions are absorbed by the FRB and the
FDIC.

» Pointed out that each of the banking agencies are working to develop MOUs with the SEC
for sharing information and that each of the banking agencies coordinate with the SEC on
accounting issues. The response also noted that the President’s Working Group is another
vehicle that provides an opportunity for collaboration among financial regulators. This group
is sponsored by Treasury and includes representatives from FRB, FDIC, OCC, SEC, and the
CFTC.

* Indicated that the discussion of GLBA provisions was overly simplistic and that our
discussion of FRB’s umbrella supervisor role did not adequately reflect the provisions and
restrictions that GLBA places on the FRB relative to depository institutions.

* Noted that the banking agencies had developed and, for many years, used a Uniform
Common Core Report of Examination (uniform ROE). However, asthe diversity of the
banking industry increased, this report became less relevant and less helpful to bank
management. In November 2000, the Supervision Task Force agreed with a recommendation
from the FDIC to permit more flexibility in how the uniform ROE was used.

Where appropriate, we modified the text of the report to reflect OCC’s comments.

The FDIC’ s response acknowledged that the FFIEC could operate more effectively and
efficiently and noted that the FFIEC Steering Committee had commissioned a staff level FFIEC
Review Group to evaluate the effectiveness of the FFIEC. The Review Group completed a
report, entitled The FFIEC Operations Review Report, in May 2002, which will be presented to
the FFIEC on June 24, 2002. This report could be afirst step in addressing our suggestion that
permanent measures be implemented consistent with the current Chairman’ s initiatives to
improve the effectiveness of the FFIEC.
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APPENDIX |

OBJECTIVES, SCOPE, AND METHODOLOGY

We initiated this review as aresult of an audit survey of the FFIEC that the banking agency
Inspector General offices conducted during early 1998. That review recommended additional
work in several areas, including reviewing the Council’ s effectiveness in coordinating regulatory
issues and fostering its legislative mandates and goals. In March31, 1999, the Treasury, FDIC,
FRB, and NCUA Offices of Inspector General issued areport entitled, Joint Review of the
Federal Financial Institutions Examination Council’s Training Program.

Our initial engagement letter, dated October 4, 2001, referenced the training program report and
included an overall objective to assess the remaining aspects of the FFIEC's mission:

(1) prescribing uniform federal examination principles, standards, and report formats for
examinations of financia institutions; (2) recommending uniformity in supervisory matters; and
(3) developing uniform financial institution reporting systems.

In November 2001, we met with staff representatives from the Subcommittee on Oversight and
Investigations, Committee on Financial Services, U.S. House of Representatives. The
Subcommittee staff asked us about the Council’ s efforts to accomplish its mission and whether
the FFIEC should have a broadened role in coordinating activities of banking, insurance, and
securities regulators, or whether a separate group should be devel oped and modeled after the
FFIEC for coordinating under the GLBA. The Subcommittee staff also asked usto: (1) obtain
the views of banking industry associations regarding FFIEC effectiveness and communication
efforts and (2) determine whether the FFIEC had issued a joint examination report form and
whether such a form would prevent regulator shopping from occurring.

Accordingly, we refocused the objectives of our review to evaluate whether the FFIEC:

IS meeting its mission of prescribing uniform principles and standards for the examination of
financia institutions and

should have an increased coordinating role as aresult of the GLBA.

Evaluation Scope

To accomplish our evaluation, we interviewed Council principals, banking agency supervision
officials, and representatives from banking trade associations. We also reviewed documentation
from the FFIEC and member banking agencies. However, because the FFIEC does not
currently develop goals and objectives or maintain project time frame information, we were
unable to readily measure the FFIEC’ s performance or perform a detailed analysis to assess how
timely the Council and task forces completed individua interagency projects.

Our evaluation addressed the views and interagency efforts of the FFIEC and its member

agencies. We generaly reviewed guidance issued by the FFIEC and its member agencies during
the period 1997 through 2001. Because the FFIEC’ s training program had been the subject of a

21



prior OIG review, our evaluation did not address the training function, and we did not interview
members of the FFIEC's Examiner Education Task Force.

We conducted our evaluation between October 2001 and March 2002, in accordance with the
President’s Council on Integrity and Efficiency’s Quality Standards for 1nspections.

M ethodology
To meet our objectives we performed the following work:

Interviewed the following officias:

- Five current or former FFIEC principals and obtained the views of the FFIEC Chairman
through his special advisor;
Selected task force members and agency supervision officias;
FFIEC' s Executive Secretary, Deputy Executive Secretary, and UBPR Coordinator;
Representatives from the American Bankers Association, America s Community
Bankers; and Independent Community Bankers of America; and
Representatives from the Conference of State Bank Supervisors and the National

Association of Insurance Commissioners.

We also attempted to contact representatives from the Securities and Exchange Commission,
but were unable to obtain their views about the FFIEC and coordination under GLBA.

Observed an FFIEC Council meeting and monthly task force meetings held by the
Supervision Task Force and the Task Force on Consumer Compliance.

Reviewed Council minutes, task force project listings, and other documentation maintained
at FFIEC Headquarters.

Reviewed FFIEC Annual Reports and information maintained on the FFIEC's Web site to
determine FFIEC accomplishments.

Obtained information from the OCC, OTS, FDIC, and FRB regarding the major risks and
emerging issues facing the banking industry and guidance issued in response.
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APPENDIX 11

AGENCY COMMENTS

Office of Thrift Supervision Richard M. Riceobans
Department of the Treasury Deputy Direcror

1700 G Sareet, MW, Washington, [ 20552 - (202) 906-8853

May 24, 2002

MEMORANDUM FOR: Donald R. Eassel, Nationa! Director
Banking and Fiseal Service
Office of the Inspector General

FROM: Richard M. Ricco

SUBJECT: Draft Audit Report on the Evaluation of the
Federal Financial Instimitions Examination
Counet] (FFIEC)

We received your draft audit report entitled Joint Evaluation af the Federal Finanelal
Insritutions Examinavion Council, on May §, 2002. We appreciate the opportunity to review the
report and provide the comments that follow.

Reference is made to the term “standard quarterly financial reports submitted by commercial
hanks and thrifts to the FDIC" in the first paragraph of page 7. The wording of the sentence is
somewhat misleading as it relates to thrift institutions regulated by OTS. The FDIC' 5 Call
Report was developed under the auspices of the FFIEC through its Reports Task Force, Thrift
institutions reguleted by OTS file the Thrift Financial Report (TFR), which is materially diferent
from the Call Report. We note that the TFR wes not developed under the auspices of the FFIEC.

The dates associated with work performed on the FFIEC's project on recourse, direct credit
substitutes, and residual interests in asset securitizetions (the “Recourse Project™) mentioned on
pages 16 and 17 of the report is also somewhat mislending. The report indicates that the
Recourse Project was assigned to the FFIEC Supervision Task Force in 1993 and completed in
late 2001.

Interagency discussions on the residuels issue began in mid- to late-1999 afier the failure of First
Matiemal Bank of Keystone, The first drafi of a proposed rule wes cirsulated among the banking
regulators in December 1999, and the Notice of Proposed Rule Making (NPRM) was published
in September 2000. [t was combined with the Recourse Project only after the comment period
on the Residuals WPRM closed. From inception to the final rule, the residnals issue took

approximately two years 10 resolve.
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We thank vou for the epportunity to review and respond to the draft report. My staff has
provided technical comments direetly to the audit team members.

cc: Director Gilleran
Bemie Mason
John Price
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B0ARD OF GOVERMORS
aF THE

FEDERAL RESERYE S5YSTEM
wWASHINGTAN, 0. €. 2055

ROGER w FERGWEDH, 4 A.
WICE CH&IFMERS

May 29, 2002
Ta: Barry Snyder
From: Vice Chairman Roger W. Ferguson, Jr. (1 i ':k : %
i
Subject: Draft Report on the Joint Evaluation of the Federal Financial Instilubions
Examinations Council

Thank you for the opportunity to review and provide comments on the

Joint Evaluation of the Federal Financial Instirurions Examination Council. T undersiand
this review was conducted in tandem with the Inspector General Offices from the
Department of the Treasury and the Federal Deposit Insurance Corporation. lalso
understand your objectives were 1o evaluate whether (1) the FFTEC is meeting its mission
and (2) the FFIEC should have an increased coordinating role for the agencies in light of
the Gramm- Leach-Bliley Act.

Generally the repart does not include recommendations, although | agree
with the findings of the report that the FFIEC is fulfilling its legislative mission and that
the FFIEC ‘s epordinztion role should not be expanded to include additional regulators. |
also understand a formal written response is not necessary, but 1 do have several broad
comments on the draft report that | would like to mention,

First, the report notes that the FFIEC should look for opportunities to
improve communications with trade associations. While we strongly encourage
communications on multiple levels, it 15 not clear thal the FFIEC 15 the sppropriate
vehicle for communications as noted in the report. The FFIEC member agencies have
different mandates and supervise different types of institutions.  Further, the FFIEC was
not desipned as a representative agent for the member agencies and has limited staff,
resources, and expertise to carry out an expansion of its duties. Therefore, it is our
position that communications with trade aseociations should come directly rom the
agencies themselves,

Second, the report is strustured in many places e recitations of views and
opinions of individuals who were interviewed for the project. In some places the report
indicates that these remarks are statements of fact when, in fact, the statements are not
accurate, For example, on page & there is a reference to the fact thai the FFIEC is subject
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to the Sunshine Act. The FFIEC is not, in fact, subjoct to the Sunshine Act, While the
senlence is written as a characterization made by one principal, it could be interpreted as
4 statement of fact that would be incormect,

Third, in some areas the report séems 10 cmphasize the FFIEC s role as a
policy-making entity. The FFIEC does make pelicy-related recommendations to the
sgencies for final decisions. However, the FFIEC pnmarily functions as a coordination
and communication facilitating entity. It is the responsibility of the principals of each
member agency to act upon the FFIEC recommendations and o implemeni palicies.

Fourth, in the section tha: discusses interagency coordination efforts, the
refecence 1o FRB-hosted cross sector meetings is appreciated. These meetings have been
informative and useful in improving supervisory relationships across the sectors. 1 would
like to note, however, that in addition to the regulatory authorities noted 1n the paragraph,
stale securitizs regulators and the CFTC also participate in these meetings.

1 trust you will find these comments helpful, and if you would like to
discuss any of them in greater detatl do not hesitate to give me a call, Alternatively, you
may confact Barbara Bouchard in the Divigion of Banking Supérvision and Regulation ar
gxtension 3072,
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MEMORANDUM

Comptrolier of the Currency
administrator of National Banks

Ta:

Froam;

Date:

Subjact:

Washington, DC 20219

Donald R. Kassel, National Director, Banking and Fiscal Service
John D. Hawke, Jr., Comptroiler of the Currency
May 30, 2002

Draft Report - Joint Evaluation of the Federal Financial Instimtions Examination Council

The OCC appreciates the opportunity to review the draft evaluation report prepared jointly by the
Offices of Inspector General {01Gs) of the Department of the Treasury (Treasury), the Federal
Deposit Insurance Corporation (FDIC) and the Board of Governors of the Federal Reserve
Systermn (FRB). The draft repart is titled Joint Evaluation of the Federal Financial Institutions
Examination Council (FEIEC or Council). We concur with the report's general findings that the
FFIEC is meeting its legislative mission and that further expansion of the FFIEC's membership
and mission is not needed 10 address the functional supervision issues raised by the Gramme-
Leach-Bliley Act (GLBA). The OCC also suppons the OMGs' general suggestions that the
FFIEC should comtinue to Jook for opportunities w improve the efficiency of FFIEC
deliberations and projects and 10 improve communications with the industry. However, we
would aleo reinforee the comments in the report that stress the need for the FFIEC 10 maintain
flexibility in responding 1o emerging risks and 1o minimize the amount of bureaucracy imposed
by the FFIEC structure and operations.

Specific comments on aspects of the report are provided below,

Improving Communications with Industry Trade Groups

The OIGs recommend several possible actions to improve communications with industry trade
groups, including the publication of an annual agenda and providing task foree points of contac
on the FFIEC's web-site so that industry groups can communicare directly with project staff. The
O C concurs with the benefits of maintaining dialog with industry wade groups and believes tha
the informal mechanisms the agencies have in place are appropriate and adequate. These
mechanisms mclude jolnr meetings betwecn agency staffs and trade group representatives and
consulting with trade groups on drafi poliey statements, as needed and appropriate. Industry
trade groups also have an opportunity to share their views via the agencies' notice and comment
protess

We believe that questions aboul a proposed policy 15suance or interpretations and applications of
existing policies and regulations are best addressed by an institution's primary regulator rather
than an identified "FFIEC" point of contact. We are concerned that providing points of contael
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via an FFIEL web-site may cause some institutions to "opinton-chop” on complex 1ssues where
the interpretation and application of guidance may be very fact specific.

Voring Rights for States o
We strongly disagree with the suggestion that the FFIEC could be more effectuive if state
regulators were given voting rights on Council matters. Providing voting rights to state regulators
would, in our opinion, make the FFIEC deliberations much mere unwieldy and inefficient. The
practical outcome of such a provision would be a movement towards discussing and approving
palicies on an interagency basis outside of the FFIEC. In addition, it is not clear that a single
voting member or group of members would necessarily represent the viewpoints of all state
regulators for all the member constimencies (2.¢., thrifts, banks, and credit unions)

it is important to note that the states currently do not share the costs associated with the FFIEC
nor do they provide steff resources for the Council's work. Indeed, the states benefit from having
national banks and thrifis direstly subsidize the salary of the FFIEC's Assistant Executive
Secretary and Coordinator for State Liaison Committee Activities via the semiannual
assessments that the OCC and Office of Thrift Supervision (OTS) pay for Counetl staff
expenses, The states also benefit from the policy development work that {5 conwibuted on a
orafis basis by the banking agencies.

Fee Disparity and Reasons for Charter Conversions

The report comectly notes that differences in the cost of supervision borne by banks is a more
imporiant factor in bank charter conversions than are differences in supervisory practices and
reports. However, the characterization of these cost differences, as discussed on page 21,
mistakenly suggests that the OCC's gosts of supervision are disproportionately higher than those
of the FDIC and FRE. The higher fees that national banks must pey, relative 1o state cherered
institutions, i5 not because the OCC incurs higher costs in camving out its supervision but rather
reflects the fact that the OCC must pass along all of its costs to its supervised institutions. The
costs for state chartered instinutions, in contrast. are ghsorbed by the FRB and the FDIC, whe
perform for state banks exactly the same supervisory functions that the OCC performs for
national banks. Thus, state bank supervision costs are subsidized by the deposit insurance
prenuums paid By 2ll insured lustitutions (in the oose of the FDOLC) and by the interest eamed by
the FRB on s investments that are pot remitred to the Treasury.

Although beyond the scope of this particular report, the OCC believes that the fact that nationally
chartered banks and thaft institutions subsidize the costs of state supervision compels a re-look
at the methods used to allocate various costs of the FFIEC among member agencies. Current
metlods of allocstion cause these costs to fall dispropertionately on rational banks, since
national barks bear directly all of OCC's costs, while state banks share none of the burden of
FFIEC's costs, since these costs are absorbed by the FRB and the FDIC. This is an issue thar we
will continue 1o raise with other Council members,

Summary of GLBA Provisions and FRB's Role as Umbrella Supervisor
We believe that the report's summary of the substantive provisions of GLBA is averly simplistic
and needs 1o be redrafied. The repont also should place increased focus on the various

=g
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information sharing mechanisms (both formal and informal) that all of the banking agencies have
with various functional regulators such as state insurance commissioners and the Securities and
Exchange Commission {SEC). For cxample, all of the banking agencies — not just the FRB - are
working on memoranda of understanding (MOUs) for information sharing with the SEC. These
MUz would supplement and enhance information sharing that already 1akes place on a mare
informa) basis. Similarly, all of the banking agencies -- not just the FDIC -- routinely coordinate
with the SEC on accounting issues. [ndeed, the banking agencies’ and SEC's chief accountants
hold regular meetings w discuss issues of common interest.

We are also concerned that the disvussion of the FRB as "umbrella supervisor” does not
adequately reflect the provisions and restrictions that GLBA places on the FRB relative to
depository institutions. As we noted in our meetings with the OIGs, the use of the term "umbrella
supervisor” in GLBA is solely in the context of insurance regulation; GLBA lefi the relative
roles of the banking agencies largely unchanged. Indeed, if anything, Congress reinforced the
role of the primary regulator by explicitly requiring the FRB "to the fullest extent possible, limit
the focus and scope of any examination of a banking holding company to: i) the bank holding
company; and ii) any subsidiary of the bank holding company that could have a materially
added]. We believe this statutory mandare is considerably more restrictive than what is implied
in the report's discussion and footnote on page 22,

We would also note that the President’s Working Group is another vehicle that provides an
epportunity for collaboration among financial regulators. This group, sponsored by Treasury,
includes representatives from the FRB, FDIC, OCC, Commadity Futures Trading Commission

{CEFTC), and SEC,

Uniform Report of Examination

We concur with the report’s cenclusion that the presence or absence of a uniform report of
exammation (ROE} is not a factor that leads an instituwtion 1o change its bank charter and that this
issue 1s "z salution in search of a problem” (page 20). The report mistakenly implies, however,
that the sgencies never developed a uniform examination report. The agencies developed and for
many years uzed 2 Uniform Common Core Repen of Examination {uniform ROE). As the
diversity of the banking industy increased, both in size and breadth of operations, this uniform
report became less relevant for many of the institutions each agency oversees. More recently, the
agencies determined that for small, non-complex banks, the uniform ROE, rather than the
underlying risk of the financial institution, was often driving examination strategies and work,
The result was an examination scope and 1eport that was not helpful 1o bank management and
that ofien impesed unnecessary burdens, in terms of examiner time, on the banks. In response to
these problems, the FFIEC's Supervision Task Force in November 2000, agreed with a
recommendation from the FDIC to permit more flexibility in how the uniform ROE is used.

Technicel Corrections
;f-"e alsa noted a number items in the repoit that we belicve are technically incorrect. These are
igted helow:
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Page 6 - Role of Task Forces - We suggest modifving the first sentence 1o reflect that the
FFIET rask forces gencrally prepare policy statements. They can approve such statements
under delegated authority if there is wnanimous approval by task force members,

Puge 7- MOUs with SEC - As noted in our comments above, the OCC (and we believe, other
banking agencies) are working to develop MOUs on information sharing with the SEC and
have arrangements to share critical information on a case-by-case basis. The report, as
drafted, mistakenly implies that only the FRB has such efforts and arrangements underway.

FPage 8 - Applicability of Sunshine Acr - Contrary to the statement on page 8 it is our
understanding that the FFIEC has a legal opinion that indicates that it is not subject 1o the
Sunshine Act. In this regard, we would note that the Council and task force meetings are not
open to the public. The FFIEC should be able to provide you with this analysis,

FPage 1] - Siate Participation on Task Forces - The report notes that representatives from the
State Lizison Committee (SLC) participate in Supervision Task Force meetings. [n a
response 1o the SLC's request, SLC members were also invited 1o participate (as observers) in
the FFIEC's Information Tesk Force, We suggest confirming this with the FFIEC's
Executive Sccretary

Page 24 - Coordination with SEC on Accounting [ssues - As poted above, all of the barking
agencics coordinate with the SEC on accounting issues, not just the FDIC.
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FDIC

Foderal Deposit Insurance Corooration
550 17th 52. NW Washington DC, 20428 Daputy to the Chairman and SO0

June 7, 2002

MEMORANDUM TO: Gaston L. Gianni
Inspector General

FROM: John F. Bovenzi
Deputy to the Chgfrman and
Chief Operating ®fficer
SUBJECT: Draft Report on the Joint Evaluation of the Federal Financial

Institutions Examination Council (FFIEC)

Thank you for the opportunity to review and comment on the draft report entitled Joins
Evaluation of the Federal Financial Institutions Examirnation Council (FFIEC).

Although the report does not include formal recommendations, we concur with the general
conclusions that the FFIEC is achieving its mission of prescribing eniform principles and
standards, and that the FFIEC s coordination role should not be expanded because of the
Gramm-Leach-Bliley Act (GLBA).

We also recommend a change on page 6, second paragraph, last sentence, to note that data
processing costs represented the most significant portion of the FFIECs annual budget.

ce: Michael Zamorski
Vijay G. Deshpande
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ALLL
CFTC
CRA
CSBS
FDIC
FFIEC
FHC
FRB
GLBA
HMDA
MOU
NAIC
NCUA
OoCC
oTS
SEC
SLC
UBPR
UFIRS
Y2K

APPENDIX 111

LIST OF ACRONYMS

Allowance for Loan and Lease Losses
Commodity Futures Trading Commission
Community Reinvestment Act

Conference of State Bank Supervisors

Federal Deposit Insurance Corporation

Federal Financia Institutions Examination Council
Financial Holding Company

Board of Governors of the Federal Reserve System
Gramm-Leach Bliley Act

Home Mortgage Disclosure Act

Memorandum of Understanding

National Association of Insurance Commissioners
National Credit Union Administration

Office of the Comptroller of the Currency

Office of Thrift Supervision

Securities and Exchange Commission

State Liaison Committee

Uniform Bank Performance Report

Uniform Financial Institutions Rating System

Y ear 2000 Date Change
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ENACTING LEGISLATION

APPENDIX IV

o2 ETAT. 3694 PUBLIC LAW 95-630—NOV. 10, 1978

Federal Finsmoial
lnminstioes
Exsmenwbion
Counedl Act of
Ehert side

12 USC 3301

12 1ISC 3300,

12 USC 3302

Financial
| wenitatinns
Exstuinshan

12 USC 3363,

Member.

Term.

subsection in any othey report required to be filed by o]l insured banks
which would be wvailslile in its ent.i.rr_lr to tha [.rub}jx: i Toiguest.

"'[I[j ieg of any reproct required to be filed urder this pubeection
shali be mude available, by the sppropriete Federal banking agency
orby the bank, upon request, Lo the public™.

TITLE X—FEDERAL FINANCIAL INSTITUTIONS
EXAMINATION COUNCIL

Sec. 1001, This title mny be cited as the “Federn] Financinl Tostito-
tions Exemination Conncil Act of 1B7E".

FITRFOEE

Sec. 1002 It is the purpose of this title Lo establich & Finanecial Insti-
totiona Examinetion Council which shall 'Ern-mih; wniform pr'rn.r.i[ﬂ“.
and standards for the Federnl examination of financial institutions
by the (Hfice of the Comptreller of the Curtency, the Federal Deposit
Insurance Corporation, the Roard of Governors of ihe Federal Ressrve
E}'ﬁtm,t]‘rz Federal Hame Loan Bank Board, and the Netiopal Ceedit
Union Administration and make Lecommendations 1o promote wmi-
farmity in the supervizion of theze financiol institutions, Council’s
aetions shall be desipned Lo promete comsistency in snch examination
and to insure prozressive and vigilont supervision.

| BEFINTTIOND

Spe. 1008, Az used inthis title—

(1) thaterm “Federal financial institutions repuiatory agencies™
means the (Hlice of 1w Co‘miﬂml'ler of the Corrency, the Board
of Governors of the Federal Reserve Syetem, the Federal Depesit
Insorance Co tion, the Federa] Home Losn Bank Board, and
the National Credit Union Administration

{2} the term “Couneil” mesns the Finencial Institutions Exami-
mation Council; and

(3} the term “financial institution™ means e commercial bank,
a savings bank, & trusl company, n savings and loan associntion,
& IJ"I.Ii]d.'II'L_E' and loan Bﬁutiatu:l'h., & homestend -mhli’unr o couper-
wtive bank, or & eredit union ;

EFTARLIEWMENT OF THE COUNCIL

Spe. 1004, (a) There is establiched the Finansia] Institutions Exam-
ination Caunell which shall consist of —

I;}) the Comptroller of the Currency,

(2) the Chairman of the Board of Directors of the Federal
Drepozit Tnsuranes Corporation, X

{3) a Fovernor of the Beard of Governors of the Federal
Reserve System designated by the Cheirmeon of ihe Board,

{4} the Chairman of the Feders]l Home Loen Bank Board, and

{2} the Chuirman of the National Credit Tnion Administra.
tion Beoard.

(b} The members of the Council ghall seleet the first ehairman of
tha Council. Tlhereafier the cheirmanship sholl rotate among the mem-
bers of the Couneil, ’

{&) The term of the Chairman of the Council shall be two vears.
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PUBLIC LAW 95-630—NOV. 10, 1978

{d) The members of the Council may, from time to time, designata
other eficers or employees of thelr respertive ngencies lo earry out
theis duties on the Couneil,

{E’ Ench member of the Couneil shall serve without additional
comensation but shall be entitled to ceasonohle rxpenses incurred in
earvying out his oficial duties az such & member,

EXFEWSRES OF TIE CODMNETL

See. 1003, One-fifth of the costs and expenses of the Council, includ-
ing the salaries of its employess, shall htﬂﬁid by cach of the Federal
financinl institutions regulatory apencies, nnunfmmmms for such
ehiiee hall be Jevied by the Couneil based npon its projected budget
for the year, and additional sssessments may be made during the year
1f necessaTy.

FUNCTIONS OF THE COTNCIL

Sre. 1008, (&) Tlhe Council shall establish uniform principles and
gtandnrds and report forma for the exsmination of financial institu-
tians which shall be applied by the Federal financial institutiona regu-
latory apencies,

{b) (1} The Council shall make recommendations for uniformicy in
other snrervism-}- matters, such ag, bul not limited to, clussi {ying lonns
enbject to country risk, identifying financial institutions in need of
specinl supervisory sttention, and evalusting the soundness of hT
louns that are shared by two or moere fnzncisl institations. In addi-
tion, the Council shall make recommendations regarding the adequacy
of supervisory tools for determining the impact of holding company
operutions on the financial institutions within the holding company
snd shall consider the ability of supervisory agencies to discover possi-
ble framd er questionable and illegnl payments snd practices which

wight ceeur in the operation of finoncin] institutions or their holding
ouim RN eE,

12) When o recommendation of the Council is found unaccepted by
ong of ore of the applicable Federal fnancial institutions regulatory
ngeneics, the ageney or sgencies shall submit to the Couneil, within &
tima poriod specified by the Council, o writlen sntement of the reasons
ihe recommendation is iumuc:?tnb'ie.

ie} The Couneil shall develop uniform reporting systems for fed-
erally snpervised financial instilutions, their holding eompanies, and
nonfinancial institution subsidiaries of such institations or holdin
companies. The nuthority to develop uniform reporti temsa sha
not restrict or amend the reqoirements of section 12[5}“§t Bwcurities
Exchanea Act of 1084,

{d} The Couneil shall eonduct schools for examiners and nusistant
EXAMiNerS rn'lﬁﬂnyed by the Federsl financial institutions regalatory
nmeveies, Such schools shall be open to enroliment by tmp]ﬁ]m af
Etate financial institutions sapervisory agencies under comditions spo-
cified by the Couneil.

{e) Nothing in this title shall be construed o limit or disecurs
:_Fﬂd:ﬂ'!'ﬂ] regulatary agenty research and dm]ﬂ-‘h:hlnt of new financinl
institutisns supervisery metheds and toels, nor to preclude the Reld
testing of any innovation devised by any Federal repulatory agency.

() Wot later than April 1 of each gear, the Council shall prepare an
anmusl report covering 1% activities during the preceding year.

2 5TAT. 3695

12 UEC 3304,

Principies and
12 USC 330s,

Reporting
myaEin.

Aaaual repors




G2 STAT. 3696 FUBLIC 1AW D5-530—NOV. 10, 1978

Estrblashmeai.
12 LSC 350,

12 UrSC 3347,

Eupena and

12 USC 308

31 UG 6T

ETATE LragsoN

Sue. 1007, T emmouraze the upplication of unifens examination
principles and standurds by Stete and Federal supervizory smeneies,
the Councal <lull establich » Laison cominitiee compased of Bve repre.
seiilatives of Slate nmencies which supervisze Brancial imstitutsess
which chall soeet at Jewst Lwice n yeur with the Council, Members of the
fiaicon commitiee shail receive a ressonable allowance fop neCESTATY
eEpenss incurred in attending meetmps

AN INIETRATEN

Sec. 1008. () The Chainman of the Council is suthorized 1o carry
wal and to delegate the authority Lo carry oot e internal edministrm-
tion of the Council, including the sppointment srd sapervicion of
mclrkl?ngfnd the distribution of business nmang members, ermployees,
and edministrative units.

(b} in sddition ta any other authority conferred ypon it by this title,
it CafTying oot its funciions under this title, the Council may stilize,
with their consent end to the extent prnctical, Lthe personne], services,
and fucilities of the Federal financial institutions reguluiory apencies.
Federal Reterve banks, and Federal Home Laan Banke, with or with-
ouk mimb‘ng::mﬁﬁ lfrcg:;:rr

() in itom, the ol e

: I3} subject to the mmn: of title 3, United States Code,
relating to the competitive service, clacsification, and General
Sehed :.Iny TaReE, appoont and Rx the compensation of such
afficers and employees as are secewaTy 1o carTy cut the provisions
ef thiz tithe, snd to prescribe the suthority snd duties of such
nfficers wnd mLLbupu_: and

(2) obl=in the corvices of puch experis and consullants a5 sre
necemary to curry oot the provisions of this tithe

ACCEES TO INFORMATION BY TME OOUNCIL

Sec 100, For the purpose of carrying oul this tile, the Couneil
shall have seeess to wll books, records, Teports, files, meme-
Hﬁdum!.pnljl'mm things, med ﬁm; o or in use by Fed-
eral financial institurions reguluiory inclading reports of
examination of fnancinl meitutions or |E';rjmlaﬁng eomprntes from
whatever souree, togeiher with workpapers and eorrecpondence fles
related to such reports, whether or not & part of the report, and all
without any deletions,

ATDITS BY TRE COMPTROLIIE GEXERAL

Src, 1000, Section 117 of the Aecounting snd Auditing Aot of 1950,
a5 aimended by the Federal Benking Agency Avdit Act { Poblic Law
BE-F0), is further smended by

(1} mdlslﬁnlhﬂé ehuuses (A}, (B), snd [T} of mheﬂu-
te) (1} as (B}, (C), end {1}, respectively, snd imserting in
subsection (e} (1) the clavse “(A} of the mncial Dnctitulons
FEaxnmmation nncil;™ immediately follow, “andits™; and

{2} strilting out in subsection () (2) “and ()" and incerting
in liew thereal “{C), and (D)™,
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APPENDIX V

FFIEC CHAIRMAN'S MEMORANDUM

FDIE

Federal Daposit Insuranca Corporation
550 17th 5L MW Washingion DC, 20429 Ofce of the Chaimen

December 12, 2001

TO: FFIEC PRINCIPALS

FROM: DONALD E. POWELL
CHAIRMAN

SUBJECT:

At breakfast last week, | promised all of you I would prepare a brief memorandum outlining my
thoughts on how to make the FFTEC more effective in 2002,

The FFIEC was established by Congress in 1978, The Council’s mandate was to "prescribe
uniform principles and standards for the Federal examination of financial institutions . . .and
make recommendations to promote uniformity in the supervision of these financial institutions."
As the Council®s chairman, | have an obligation (o ensure the organization accomplishes this task
while making a meaningful contribution 1o the ongoing dialogue between the regulators. 1 also
have an obligation to ensure the organization reaches timely conclusions on matiers of
imporiance lo us and to the industry. With your help, we can make this happen.

We have an outstanding opportunity next year to improve our working relationships, and this is
certainly one of my top priorities, The FFIEC can and should be part of this effort, In my view,
its ability to do so depends on us setling common goals and demanding accountability from the
FFIEC and agency staffs. Below are a few of my thoughts on how we can accomplish this, 1

welcome your input and look forwand to working with you to ensure an effective and improved
FFIEC process in 2002,

1. CLARIFY FFIEC MISSION. All of us at the Principal level need wo agree at the outsel
what role the FFIEC is going 1o play in our joint activities, I'll suggest something simple:
“The FFIEIC will fulfill its statutory mandate and facilitate communication and
coordination among the bank regulatory agencies on matters of mutual concern and

requiring joint action. The FFIEC should be timely in its deliberations and efficient in
its operations.™

2. ACTIVE INVOLVEMENT OF THE PRINCIPALS. [ would like to see each of us
actively involved in monitoring the activities of the FFIEC and working closely with our
staffs to ensure the organization's poals and objectives are met.

3. SET GOALS AND OBJECTIVES, Every vear, the FFIEC should set its goals and
objectives. These should be accompanied by timetables that make clear when projects will
get done and how much they will cost, Staflf should provide a regular accounting to the
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principals on how we are doing. The principals should agree on a *fast track” procedure that
allows for expedited consideration of projects that arise due to unexpected cvents or
someone's pood idea.

4. MEETING CONTROL. Meetings should be in control of the principals, with the
professional employees of the FFIEC working in a supportive role. Each meeting should
include a brief update from the professional employees of the Council on projects that are nat
on schedule or on budget, Further, the meeting agendas should he prepared with input from
and approval of the principals.

5. MORE FREQUENT MEETINGS. Meeting more frequently would enhance the

communications function, improve mvolvement of the principals, and provide opportunities
for staff accountability.

6. DSPUTE RESOLUTION. The principals should agree on a process for quickly
identifying areas of impasse at the staff level and should design a dispute settlement
mechanism.

7. PRJO%]TIIATION OF WORK. We should provide staff with guidance as to which
projects on the list have priority. And we should provide them the conceptual direction they
need to resolve the issues and proceed (o resolubion.

8. NOTIFICATION. Principals should be notified at least two weeks in advance of mectings
about new items on the agenda to facilitate meaningful discussion.

Of course, | am open to hearing your views on any of the above. [ will call a meeting of the
FFIEC for early February. The purpose of this meeting will be to receive a full aceounting of the
projects before the Council, a brief description of the status, and a listing of outstanding issues, |
will instruct my staif to work with the other agencies and the Council staff to develop a 2002
priorities list and timelines for the resolution of each of these agenda items.

Further, this meeting will develop a list of the goals the principals wish the FFIEC to accomplish
in 2002, T will be soliciting your input over the next 60 days and T hope you will share your
priorities with us. I pledge to you that the FDIC will work constructively and in good faith 1o
resolve 1ssues and address outstanding items.

I wish each of you a happy and joyous holiday season, 1 look forward to working with each of
you on improving the effectiveness of the FFIEC in the new year.
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APPENDIX VI

OTHER EFFORTSTO COORDINATE

The FFIEC and the banking agencies have also taken other actions to comply with legidative
efforts to achieve uniformity and to reduce duplicative and redundant policies. For example, the
FDIC Improvement Act requires each federal banking and thrift agency to report annually to the
Senate and House banking committees regarding any differences between accounting or capital
standards among the banking agencies. The OCC submitted the most recent report to the
Congress in February 2001. The report noted:

That since the adoption of the risk-based capital guidelinesin 1989, the banking agencies

(OCC, OTS, FDIC, and FRB) have applied ssmilar capital standards to the institutions they
supervise. In 1995 and 1996, the banking agencies amended their capital standardsto
include an interest rate risk component and a market risk component, respectively.

Severa remaining differences, including differences in the capital treatment of financial and
nonfinancial subsidiaries, merchant banking activities, and mortgage-backed securities.

No significant interagency differences in accounting principles and noted that the banking
agencies have fully adopted Generally Accepted Accounting Principles as the reporting basis
for the Call Report and Thrift Financial Report.

The banking agencies also submit ajoint report to Congress annually as required by Section 305
of the Riegle Community Development and Regulatory Improvement Act discussing interagency
efforts to improve the coordination and supervision of institutions that are subject to multiple
regulators. The banking agencies submitted the most recent report in January 2002. This report
addressed coordination efforts by the banking agencies including:

Joint training efforts, seminars, and symposiums to discuss topics of mutual interest.

Coordination of state-chartered bank supervision to ensure a risk-focused process and reduce
regulatory burden. The FDIC, FRB, and state regulators participate in these efforts.

Development of a protocol for FDIC participation in or conduct of Special Examinations of
insured depository institutions for which the FDIC is insurer but not the primary regulator.

FRB-hosted cross-sector meetings.

Participation in global supervisory groups, including the Basel Committee on Banking
Supervision and the Joint Forum.

Coordination of the supervision of U.S. operations of foreign banking organizations through
the Foreign Banking Organizations Program.

Coordination of efforts and guidance related to information technology, asset securitization,

subprime lending, the Shared National Credit program, CRA, anti-money laundering and
terrorist measures, capital standards, ALLL, and regulatory forms and reporting.

38



