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Banking Supervision and Regulation

The 1990s have been a period of signifief such institutions grew 77 percent.
cant growth in the Federal Reserve’sAnd although the number of bank hold-
responsibilities for banking oversight asng companies and their nonbank sub-
well as change in its approach to suchsidiaries declined between 1990 and
oversight. Much of the increased re-1995, the assets of these groups grew
sponsibility stems from 1991 legislationmarkedly over the period (54 percent);
in which the Congress expanded thenost of the asset growth was in the
Federal Reserve’s supervisory authoritysection 20” companies, nonbank sub-
over the U.S. activities of foreign bank-sidiaries engaged in underwriting corpo-
ing organizations. The purpose of theate securities.
bill was to fill certain gaps in the super- The growth of the Federal Reserve’s
vision and regulation of such activitiessupervisory responsibilities has in-
and to ensure that U.S. banking policiesreased the demands on the System’s
are applied fairly and consistently to allresources. In response, the Federal
entities that conduct banking in theReserve has, over the past few years,
United States. The legislation, the Foradapted its approach to the supervisory
eign Bank Supervision Enhancemenprocess to make it more focused on risk,
Act of 1991 (FBSEA), involved 400 more sensitive to the burden it places on
institutions with assets of more thaninstitutions, and more cost-effective.
$700 billion? In the past, examinations and inspec-
All told, from 1990 through 1995, tions have focused on regulatory com-
aggregate assets under the Federal Rpgliance and on assessing the financial
serve’s supervision more than doubledstrength of an institution by reconciling
and despite a dramatic consolidatioraccounts, reviewing individual trans-
within the U.S. banking system duringactions, and analyzing the institution’s
that period, the number of institutionsfinancial condition. In recent years,
the Federal Reserve supervisetiowever, improved technology and
remained relatively stable, at approxifinancial innovations have enabled
mately 7,000. Among state membeibanks to develop financial products that
banks, which account for a large portiorcan quickly alter their balance sheets
of the Federal Reserve's oversightand change their exposure to risk. As a
responsibility, the number of stateresult, supervisory authorities can no
member banks remained at around 1,00@nger rely solely on periodic assess-
between 1990 and 1995, while the assetaents of an institution’s balance sheet
position at a point in time, but must

1. Before passage of FBSEA, primary responsicSUre that the institution has adequate

bility for supervising and examining the U.S. procedures to '_den_t'fy* measure, moni-
branches and agencies of foreign banking organfOr, and control its risk exposure.

zations lay with the licensing agencies—the states Important changes have been imple-
or the Office of the Comptrollsl} of th? CLerrency. mented or are in the process of being
In carrying out its responsibilities for foreign -
banking organizations before FBSEA, the Federa"fldOpted based on a fund,amemal. rev.lew
Reserve relied mainly on examinations conducte@f the Federal Reserve’s examination

by the states. procedures. These changes include
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« Refocusing on the areas of greatedem. In overseeing these organizations,
risk to a bank and on an assessmeithe Federal Reserve primarily seeks to
of the bank’s risk-management procepromote their safe and sound operation
dures and capabilities and their compliance with laws and

« Customizing examinations to fit theregulations, including the Bank Secrecy
size, activities, and risks of theActand consumer and civil rights laws.
institution The Federal Reserve also examines the

» Developing a streamlined examinafollowing specialized activities of these
tion program for smaller institutions institutions: information systems, fidu-

» Adapting the existing approach tociary activities, mutual fund activities,
examination, which is based on argovernment securities dealing and bro-
institution’s legal structure, to akering, municipal securities dealing,
framework based on the institution’ssecurities clearing activities, and securi-
functional or business lines ties underwriting and dealing through

« Conducting a greater portion of anspecial subsidiaries.
examination off-site The Federal Reserve also has respon-

« Improving communications with ex- sibility for the supervision of (1) all
amined institutions Edge Act corporations and agreement

« Cooperating more closely with inter- corporations, (2) the international opera-
nal auditors and outside accountants tions of state member banks and U.S.

« Placing greater emphasis on markebank holding companies, and (3) the
discipline, and using positive incen-operations of foreign banking compa-
tives to encourage prudent oversighhies in the United Statés.
by management. The Federal Reserve exercises impor-

tant regulatory influence over the entry
The Federal Reserve has adopted g, -, the structure of, the U.S. bank-

risk-focused approach to examinationg, s ctem “through its administration
as the principal vehicle for implement-

ing these changes. The risk—focusegf the Bank Holding Company Act, the
o ' . ank Merger Act for state member

approach highlights the importance o

the management process for identifying,

measuring, monitoring, and controlling 2. The Board’s Division of Consumer and

risk. It gives examiners more flexibility Community Affairs is responsible for coordinating

in planning and conducting examina- & Leee Rome S ol g organizations
. . i i izati
tions. The risk-focused approach alS(évith consumer and civil rights. To carry out this

places more attention on an institution’Sesponsibility, the Federal Reserve specifically
internal controls and on analysis andrains a number of its bank examiners to evaluate
planning before the on-site examinationnstitutions with regard to such compliance. The
begins. chapter of thisReporT covering consumer and
community affairs describes these regulatory
responsibilities. Compliance with other statutes
o and regulations, which is treated in this chapter, is
Scope of Responsibilities for the responsibility of the Board's Division of Bank-
Supervision and Regu|ati0n ing Supervision and Regulation and the Reserve
Banks, whose examiners also check for safety and
The Federal Reserve is the federadoundness.
supervisor and regulator of all U.S. bank 3- Edge Act corporations are chartered by the

. - _Federal Reserve, and agreement corporations are
holding compames and of state chartered by the states, to provide all segments of
chartered commercial banks that aree u.s. economy with a means of financing inter-

members of the Federal Reserve Syswtional trade, especially exports.
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banks, and the Change in Bank Controbf capital, earnings, asset and liability

Act for bank holding companies andmanagement, liquidity, and sensitivity

state member banks. Also, the Federdb market risk, and (5) a review for

Reserve is responsible for imposingcompliance with applicable laws and

margin requirements on securities transregulations.

actions. In carrying out these responsi-

bilities, the Federal Reserve coordlnateg,[ate Member Banks

its supervisory activities with other fed-

eral and state regulatory agencies andtthe end of 1996, 1,014 state-chartered

with the bank regulatory agencies ofbanks were members of the Federal

other nations. Reserve System (excluding nondeposi-

tory trust companies and private banks).

. These banks represented about 11 per-

Supervision for Safety and cent of all insured commercial banks

Soundness and held about 25 percent of all insured

To ensure the safety and soundness gpmmermgl bfank assets.
banking organizations, the Federal Thg gwdelmes for Feder{:ll Reserve
Reserve conducts on-site examination&xam'nat'ons are fully consistent with

and inspections and off-site surveillanc&€ction 10 of the Federal Deposit Insur-

and monitoring; it also undertakes endnce Act as amended by section 111 of

: . the Federal Deposit Insurance Corpora-
forcement and other rvi tions.
orcement and other supervisory actio S{'IOH Improvement Act of 1991, and by

the Riegle Community Development
and Regulatory Improvement Act of
The Federal Reserve condueteamina- 1994. A full-scope, on-site examination
tions of state member banks, branchess required at least once during each
and agencies of foreign banks, Edge Adwelve-month period for all depository
corporations, and agreement corporanstitutions; however, certain well-
tions. Because many elements reviewedapitalized and well-managed institu-
at bank holding companies and theitions with assets of less than $250 mil-
nonbank subsidiaries differ from banklion may be examined every eighteen
examinations, the Federal Reserve comonths.

ductsinspectionsof holding companies  During 1996, the Federal Reserve
and their subsidiaries. Pre-examinatioanks conducted 606 examinations
planning and on-site review of opera{some of them jointly with the state
tions are integral parts of ensuring theagencies), and state banking depart-
safety and soundness of financial instituments conducted 324 independent re-
tions. Regardless of whether it is amguired examinations.

examination or inspection, the review
entails (1) an assessment of the qualit)g,J
of the processes in place to identify,
measure, monitor and control risk expoAt year-end 1996, the number of bank
sures, (2) an appraisal of the qualityholding companies totaled 5,998. These
of the institution’s assets, (3) an evaluaerganizations controlled 7,213 insured
tion of management which includes arcommercial banks and held approxi-
assessment of internal policies, procemately 93 percent of the assets of all
dures, controls, and operations, (4) amsured commercial banks in the United
assessment of the key financial factorStates.

Examinations and Inspections

ank Holding Companies
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Federal Reserve guidelines call fojunction with state bank supervisory
annual inspections of large bank holdingauthorities in New York and California,
companies and smaller companies witlagainst the Bangkok Metropolitan
significant nonbank assets. Small comBank, PCL, Bangkok, Thailand, which
panies (those with assets less tharesulted in the bank’s consent to termi-
$150 million) that do not have problemsnate its U.S. banking operations. The
are selected for inspection on a samplaction arose from serious unsafe and
basis, and medium-sized companieansound banking practices and viola-
($150 million to $500 million in assets) tions of law, including misleading and
that do not have problems are inspectethlse statements made to regulatory offi-
on a three-year cycle. The inspectiortials, creation of false records, diversion
focuses on the operations of the parerdf loan proceeds benefitting insiders,
holding company, its nonbank subsidi-and extensions of credits to nominee
aries, and the overall condition of theborrowers.
consolidated organization. In other significant matters, the Board

In judging the financial condition of Governors assessed civil money pen-
of subsidiary banks, Federal Reservalties totaling $5.9 million, including a
examiners consult the examinatior3.5 million fine against a foreign bank
reports of the federal and state bankindor violations, by its section 20 subsidi-
authorities that have primary responsiary, of the Board of Governors’ revenue
bility for the supervision of these banks,limit, and a $300,000 fine against a for-
thereby minimizing duplication of effort eign bank and one of its U.S. branches
and reducing the burden on bankindgased on their lack of compliance with
organizations. In 1996 the Federathe Bank Secrecy Act and with an exist-
Reserve inspected 1,674 bank holdining written agreement. Two cases in-
companies. Altogether, Federal Reserveolving fines totaling $1.7 million are
examiners conducted 1,922 bank holdunder appeal in federal courts.
ing company inspections, 149 of which The Board of Governors also contin-
were conducted off-site, and stateued to address the misconduct of some
examiners conducted 73 independerformer Bankers Trust officials who were
inspections. involved with improper transactions in-
volving leveraged derivatives; the Board
issued consent orders limiting, among
: other things, the individuals’ ability to
'\S/Il?sn;i)éi (I:L?sn,ab\lgtei\?i’tyarll?dep orting market sgch .transactions at oth_er b_ank—

ing organizations and by assessing fines.
In 1996, the Federal Reserve Banks All final enforcement orders issued
recommended, and members of théy the Board of Governors and all writ-
Board's staff initiated and worked on,ten agreements executed by the Federal
133 enforcement cases involving 283Reserve Banks in 1996 are available to
separate actions, such as cease atite public. In addition to formal enforce-
desist orders, written agreements, rement actions, the Federal Reserve Banks
moval and prohibition orders, and civil completed eighty-four informal enforce-
money penalties. Of these, 66 casemsent actions, such as memorandums of
involving 129 actions were completedunderstanding and resolutions from the
by year-end. board of directors.

Of particular note was the action that The Federal Reserve adopted an inter-
the Board of Governors took, in con-agency rule, effective April 1, 1996, that

Enforcement Actions, Civil
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simplifies the process for reporting sustroller of the Currency (OCC), and the
pected crimes and suspicious activitie®ffice of Thrift Supervision (OTS).
involving money laundering or the Bank

Secrecy Act. The new reporting systenfiduciary Activities

enables a banking organization to repo
such activity by filing a single form, the
interagency Suspicious Activity Report,
with the Department of the Treasury’s
Financial Crimes Enforcement Network.ﬁduciary capacities. This group of insti-

The repor in m r . .

b accesdble by ll ot e, oS 215, Ste hareed

(r?r:ZIn?QStr?(t)?itt? el;anklng and law enforcegs npnmt_ember trust companies that. are
' subsidiaries of bank holding companies,

and 13 entities which are branches or

o o agencies of foreign banking organiza-

Specialized Examinations tions or edge corporation subsidiaries of

._domestic banking institutions.
The Federal Reserve conducts spema?— On-site examinations are essential to

ized examinations of banking organiza-

i di lectronic dat ensure the safety and soundness of
Ions regaraing lectronic data proCessgnancia| institutions that have fiduciary

Ing, f|tQuC|aré/ e}pt|V|t|es,dgogerEm¢ntOperations_ These examinations include
securiiesdealing - anc ro er!n_g,(l) an evaluation of management, poli-
municipal securities dealing, securltleiieS audit and control procedures, and

r+he Federal Reserve has supervisory
responsibility for institutions that hold
more than $7.3 trillion of discretionary
and nondiscretionary assets in various

clearing, and securities underwriting an isk management, (2) an assessment of

dealing through so-called section 2 h :
- e quality of trust assets, (3) an assess-
subsidiaries. The Federal Reserve al enq[ of eyarnings 4) a re\Sie)w for con-

reviews state member banks and banfs o interest, and (5) a review for
holding companies that act as tranSfeEompliance with laws, regulations, and

agents. general fiduciary principles. During
1996, Federal Reserve examiners con-

Electronic Data Processing ducted 206 on-site trust examinations of

state member banks and trust compa-

Under the Interagency EDP EXamm"’bnies, branches and agencies of foreign

examings the elecionic data procesariIkNg rganizations of edge corpora.
P n subsidiaries of domestic banking

(EDP) activities of state mgmber b"’mlfsinstitutions which held approximately
U.S. branches and agencies of forelgg6 6 trillion in fiduciary assets

banks, Edge Act and agreement corpora- " y '
tions and independent data centers thal , ..\ ment Securities Dealers
provide EDP services to these institu- 4 Brokers
tions. During 1996, the Federal Reserve

conducted 411 EDP examinations. Thdhe Federal Reserve is responsible for
Federal Reserve also was the leadxamining the government securities
agency on four examinations of largedealing and brokering of state member
Multiregional Data Processing Servicerdanks and foreign banks for compliance
examined on an interagency basis witlwith the Government Securities Act of

the Federal Deposit Insurance Corpoi986 and regulations of the Department
ration (FDIC), the Office of the Comp- of Treasury. Forty-two state member



230 83rd Annual Report, 1996

banks and six state branches of foreigapproved activities to no more than
banks have notified the Board that they percent of total revenues for each sec-
are currently government securitiedion 20 securities subsidiary. This limit
dealers or brokers that are not otherwisevas subsequently increased in Septem-
exempt from Treasury’'s regulations.ber 1989 to 10 percent. In January 1993,
During 1996 the Federal Reserve conthe Board adopted an optional indexed
ducted examinations of broker—dealerevenue test that reflects the changes in
activities in government securities atthe level and structure of interest rates
state member banks and foreign banks.since 1989.

In January 1989, the Board approved
applications by bank holding companies
to underwrite and deal in corporate and
sovereign debt and equity securities,
The Securities Act Amendments of 197%ubject, in each case, to reviews of
made the Board responsible for supemanagerial and operational infrastruc-
vising state member banks and bankure and other conditions and require-
holding companies that act as municipaments or firewalls, specified by the
securities dealers or as clearing agerBoard. In approving this broader range
cies. The Board supervises thirty-eighof activities, the Board also adopted
banks that act as municipal securitiesnore restrictive firewalls than those con-
dealers and three clearing agencies th#ined in its 1987 approval order.
act as custodians of securities involved Based on its experience supervising
in transactions settled by bookingthese section 20 subsidiaries and devel-
entries. In 1996 the Federal Reservepments in the securities markets since
examined all three of the clearing agenthe revenue test was adopted, the Board
cies and 21 of the banks that deal irconcluded in December 1996 that a sec-
municipal securities. tion 20 firm could derive up to 25 per-
cent of its revenue from underwriting
and dealing in ineligible securities. In
light of this action and an accounting
change concerning the treatment of
Section 20 of the Banking Act of 1933interest earned on securities that may
(the Glass—Steagall Act) prohibits thebe held by a member bank, the Board
affiliation of a member bank with a com-concurrently eliminated the optional
pany that is “engaged principally” in indexed revenue test. Also, during 1996,
underwriting or dealing in securities.the Board eased or eliminated three of
The Board in 1987 approved proposalshe firewalls imposed on the operations
by banking organizations to underwriteof section 20 subsidiaries, and continued
and deal on a limited basis in specifiedvork on an extensive review of all other
classes of bank “ineligible” securities firewalls in order to eliminate unneces-
(that is, commercial paper, municipalsary regulatory burden and enable sec-
revenue bonds, conventional residentidion 20 subsidiaries to operate in an
mortgage-related securities, and securéfficient, effective manner. This effort
tized consumer loans) in a manner conresulted in the publication for comment
sistent with section 20 of the Glass-early in January 1997 of a proposal to
Steagall Act and the Bank Holdingeliminate most firewalls and to modify
Company Act. At that time, the Boardthe remaining ones to ease compliance
limited revenues from these newlyburdens. It was proposed that remaining

Municipal Securities Dealers
and Clearing Agencies

Securities Subsidiaries of Bank
Holding Companies
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firewalls be formally adopted as operat- An integral part of the bank surveil-
ing standards applicable to section 2@ance function is an automated system
subsidiaries. which is used to estimate examination
At year-end 1996 forty bank holding ratings for all banks and to identify
companies held section 20 subsidiariebanks with the potential to become criti-
authorized to underwrite and deal incally undercapitalized over a two year
ineligible securities. Of these, twenty-horizon. In 1996, the Federal Reserve
two could underwrite any debt or equityundertook a validation effort for this sur-
security; three could underwrite anyveillance model.
debt security; and fifteen could under- The Federal Reserve also continued
write only the limited types of debt to implement revisions and additions to
securities approved by the Board inits bank holding company surveillance
1987. The Federal Reserve uses speciaystem to further assist supervisory staff
ized procedures for reviewing operain evaluating the financial profiles of
tions of these securities subsidiaries; iindividual bank holding companies.
conducted 40 such inspections in 1996.During 1996, quarterly screens evaluat-
ing capital markets activities and liquid-
Transfer Agents ity for consolidated bank holding com-
gfanies were completed. These changes

examinalions of stie mamber banks anffore augmented by the development of
set of “parent only’ screens which

bank holding companies that are "€9%ocus on the bank holding companies’

Lf]tiﬁresd t:{ria:]r;?(faerraagre]tr;tsc. ofnTeortlsgi gtgﬁ{é\dividual (nonconsolidated) operations.
gs, 9 9 Other efforts were undertaken during

e e 2051996 to supportand enfance the efc
vert such securities. Durin 1%95 Fegliveness of Federal Reserve surveillance
: 9 ! and monitoring activities. For example,

ance Report Information and Surveil-

and bank holding companies registere Lnce Monitoring. PRISM provides

as transfer agents with the Board. access to National Information Center
(NIC) data on banks, bank holding com-
panies, banking subsidiaries of bank
The Federal Reserve monitors the finankholding companies, and Off-Site Risk
cial condition and performance of indi- Analysis (Surveillance). The Federal
vidual banking organizations and of theReserve also implemented a new inter-
aggregate banking system as a whole teal system to access Uniform Bank Per-
identify areas of supervisory concernformance Reports in March, 1996.
Reserve Banks and the Board use auto- The Federal Reserve also completed a
mated surveillance screening systems taeview of the definitions of commercial
identify organizations with poor or dete-banks, savings bank, and bank holding
riorating financial profiles and to iden-companies used by various divisions of
tify adverse trends affecting the bankinghe Board, the Reserve Banks, and the
system. Information from these surveil-FDIC. The result was standard defini-
lance activities is then used to intensifytions of these commonly selected insti-
analysis and allocate additional examitutional groupings to assist the Board
nation resources to institutions vulner-and Reserve Banks in providing consis-
able to deterioration. tent figures to division management, the

Surveillance and Monitoring
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Board, and the public. Automated moni-banks, Edge Act corporations, and bank
toring systems continue to rely heavilyholding companies, principally at the
on the information in the regulatory U.S. head offices of these organizations,
reports filed by banking organizationswhere the ultimate responsibility for
To ensure the timeliness and accuracy dheir foreign offices lies. In 1996 the
the reports, the Federal Reserve mairederal Reserve conducted on-site full-
tains the Regulatory Reports Monitoringscope and targeted-scope examinations
System to track domestic and foreigrof eleven foreign branches of state mem-
banking organizations that file late orber banks and sixty-nine foreign subsid-
inaccurately. iaries of Edge Act corporations and bank
The Federal Reserve actively partici-holding companies. All of the examina-
pates with other federal and state bankiions abroad were conducted with the
ing authorities in efforts to enhance surcooperation of the supervisory authori-
veillance tools; currently, the Federalties of the countries in which they took
Reserve chairs the Federal Financigblace; when appropriate, the examina-
Institutions Examination Council Tasktions were coordinated with the Office
Force on Surveillance. of the Comptroller of the Currency.
Also, examiners made forty-nine visita-
tions to the overseas offices of U.S.
International Activities banks to obtain financial and operating
" information, and in some instances, to
The Federal Reserve plays a critical rolg, o ate their compliance with correc-
in the supervision and regulation of thee measures or to test-check adherence

international activities of U.S. banking, safe and sound banking practices
organizations and the U.S. activities '

of foreign banking organizations. The _
Board provides authorization and reguforeign Branches of Member Banks

lation of foreign branches of member ,qqr hrovisions of the Federal Reserve
banks; overseas investments by membg(ct and of the Board's Regulation K

banks, Edge Act corporations and ag_reehnternational Banking Operations),
ment corporations, and bank holdingyemper banks must obtain Board
companies; and investments by bank,,q\ 4 to establish branches in foreign
holding companies in export tradingcq ntries In reviewing proposed for-
E%mp‘?'es' The _Boardl algg_ _Chartﬁrﬁign branches, the Board considers the
ge Act corporations. In addition, the,q g, irements of the law, the condition of
Board acts on applications by foréignye pank and the bank’s experience in
Eanlsryg organblfaﬁons tg acqu]Jlre U.Sinternational business. In 1996 the Fed-
anks; to establish U.S. branches, agen;,| Reserve approved the opening of
cies, representative offices, and commebs foreian branches of 15 banks, By the
cial lending company subsidiaries; an nd of 1996. 96 member banks were

to engage in nonbanking activities in theoperating 771 branches in foreign coun-
United States. tries and overseas areas of the United

States; 66 national banks were operat-
Foreign Office Operations of U.S. ing 586 of these branches, and 30 state

; it member banks were operating the
Banking Organizations remaining 185 branches. In addition,

The Federal Reserve examines the inteB3 nonmember banks were operating
national operations of state membeB4 branches in foreign countries.



Banking Supervision and Regulatio233

Edge Act and Agreement Corporationsalthough pursuant to Regulation K, most
Edge Act corporations are internationa oreign investments may be made under
9 P eneral-consent procedures that involve

banking organizations chartered b e e
the Board to provide all segments Offgc])grdafter the-fact notification to the

the U.S. economy with a means o
financing international business, espe-
cially exports. An agreement corporaExport Trading Companies

tion is a state-chartered or federally .
chartered company that enters into afl! 1982 the Bank Export Services Act

agreement with the Board not to exer@mended section 4 of the Bank Holding

cise any power that is impermissible fofc@mpPany Act to permit bank holding

an Edge Act corporation. companies, their sub_sidiary Edge Act or
Under sections 25 and 25(A) of the@dreement corporations, and bankers’

Federal Reserve Act, Edge Act an&)anks to invest in export trading compa-

agreement corporations may engage iRi€S; subject to certain limitations an_d
international banking and foreign finan-&ftér Board review. The purpose of this

cial transactions. These corporationsdMéndment was to allow effective par-
which usually are subsidiaries of mem.licipation by bank holding companies in

ber banks, 1 duct a d ithe financing and development of export
er banks, may (1) conduct a deposi ading companies. The Export Trading

and loan business in states other tha
that of the parent provided that the busiEompany Act Amendments of 1988

ness is strictly related to internationalProvide additional flexibility for bank
igrholding companies engaging in export
dgading activities. Since 1982 the Fed-
of member banks because they cafral Reserve has acted affirmatively on
invest in foreign financial organizaftions,notifications by forty-eight bank holding

such as finance companies and leasirf’MPanies.
companies, as well as in foreign banks.
In 1996, the Federal Reserve o .
approved one new Edge Act corporatiort-S- Activities of Foreign Banks

and seven new agreement corporatlonﬁ.he Federal Reserve has broad authority

Art1 dyea:—enr::]i ' nievernty;tk;irer]e: EvSi%r? tAt(;so supervise and regulate the U.S. activi-
and agreement corporations, Olfies of foreign banks that engage in

parent-only assets of $40 billion at yearbanking and related activities in the

gg?ﬁes\ﬁﬁrgraﬁgﬁg[m[?urmlththéorg;rwt%UnitEd States through branches, agen-
: ing year, %ies, representative offices, commercial
Federal Reserve examined all Sevent)ﬁ'ending companies, Edge Act corpora-

three corporations. tions, banks, and certain nonbank com-
panies. Foreign banks continue to be
significant participants in the U.S. bank-
ing system. As of year-end 1996,
Under the Federal Reserve Act and th@81 foreign banks from 60 countries
Bank Holding Company Act, U.S. bank-operated 432 state-licensed branches
ing organizations may engage in activand agencies (of which 25 are insured
ities overseas with the authorizationby the FDIC) as well as 66 branches and
of the Board. Significant investmentsagencies licensed by the OCC (of which
require advance review by the Board6 have FDIC insurance). These foreign

Foreign Investments
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banks also directly owned 10 Edge Actdinate the efforts of the various U.S.
corporations and 4 commercial lendingsupervisory agencies.
companies. In addition, they held an The second part of the program is a
equity interest of at least 25 percent irreview of the financial and operational
90 U.S. commercial banks. Altogetherprofile of each FBO to assess its general
these U.S. offices of foreign banks conability to support its U.S. operations and
trol approximately 20 percent of U.S.to determine what risks, if any, the
banking assets. These foreign banks aldeBO poses through its U.S. operations.
operated 138 representative offices. Afogether, these two processes provide
additional 115 foreign banks operated ircritical information to the U.S. super-
the United States solely through a reprevisors in a logical, uniform, and timely
sentative office. manner. During 1996 the Federal
The Federal Reserve has acted tReserve continued to implement pro-
ensure that all state-licensed and fedegram goals through coordination with
ally licensed branches and agenciesther supervisory agencies and the
receive an on-site examination at leastievelopment of financial and risk
once during each twelve-month periodassessments of foreign banking organi-
either by the Federal Reserve or by aations and their U.S. operations.
state or other federal regulator. The Fed-
eral Reserve conducted or participated
with state and federal regulatory authori . .
ties in 704 examinations during 1996_Techn|cal Assistance

The Foreign Bank Supervision Enhancem 1996 the System provided staff for
ment Act of 1991 requires Federaltgchnical assistance missions and train-
Reserve approval of the establishmenhg sessions on bank supervisory mat-
Of branCheS, agenCIeS, CommerCIal |enq'ers to a number of Centra' banks in
ing company subsidiaries, and reprecountries of the former Soviet Union,

sentative offices by foreign banks ingastern Europe, Asia, the Caribbean,
the United States. In 1996, the Federaind Latin America.

Reserve approved applications by
19 foreign banks from 12 foreign coun-
tries to establish branches, agencies, and

representative offices. Supervisory Policy

The Federal Reserve amended its guide-

Joint Program for Supervising the lines on risk-based capital by incorporat-

U.S. Operations of Foreign Bankinging @ measure for market risk. In addi-
Organizations tion, the Federal Reserve approved for

public comment two proposals to amend
In 1995 the Federal Reserve, in cooperahe capital guidelines in other areas.
tion with the other federal and stateThe Federal Reserve made substantial
banking supervisory agencies, formallyprogress in revising its examination and
adopted the joint program for supervisinspection processes to enhance its
ing the U.S. operations of foreign bank-effectiveness and address changes in the
ing organizations. The program has twdanking industry, and improving super-
major parts. The first focuses primarilyvisory reporting and disclosure by the
on those FBOs that have multiple U.Sbhanking industry. In concert with the
operations and is intended to better coomther agencies, the Federal Reserve also
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issued a major revision to the Uniformrisk by January 1, 1998. The final rule
Financial Institutions Rating System. was based on a supplement to the Basle
Accord that was issued January 1996.

Risk-Based Capital Standards .
Interest rate risk.On June 26, 1996,

The risk-based capital requirementshe Federal Reserve along with the
adOpFed by the Federal Reserve in 198ED|C and OCC issued a Joint Agency
remained in effect and were expanded ipgjicy Statement describing a common
1996. These requirements implemenframework for the supervision of inter-
the international risk-based capital stangst rate risk in banking institutions. This
dards that were proposed by the Baslgamework calls for a review of the
Committee on Banking Regulation andqualitative characteristics and adequacy
Supervisory Practices (Basle Superof an institution’s interest rate risk man-
visors’ Committee) and endorsed by theggement as well as an assessment of risk
Group of Ten (G-10) countries in Julyto its earnings and the economic value
1988.2 The standards include a frame—f jts capital. The framework is consis-
work for calculating risk-adjusted assetgent with 1995 revisions to risk-based
and assigning assets to broad categorig@pital regulations that incorporated
based primarily on credit risk. Bankingthe exposure of that economic value to
organizations are expected to maintaighanges in interest rates as an important
capital equal to at least 8 percent of theiglement in the evaluation of capital
risk-adjusted assets. adequacy.

To supplement the risk-based capital The policy statement describes sound
standards, the Federal Reserve in 199 actices for managing interest rate risk,
also issued leverage guidelines settingmphasizing the importance of adequate
forth minimum ratios of capital to total oversight by the board of directors and
assets to be used in the assessment of §@nior management and a Comprehen_

institution’s capital adequacy. sive risk management process that iden-
tifies, measures, and controls interest
Amendments rate risk. The agencies also indicated that

During 1996 the Board adopted amendthey are no longer pursuing a standard-
ments to its risk-based capital guidelineszed supervisory measure for interest
in the following areas. rate risk, as had been proposed in 1995.
_ In lieu of any standardized measure,
Market risk. On September 6, 1996, the agencies will rely on surveillance
the Federal Reserve, together with th@creens and, during the examination pro-
FDIC and OCC, issued a final rule thatcess, the bank’s own measurement sys-
incorporated into the risk-based capitalem to evaluate the level of a bank's
framework a capital charge for marketiisk. Consistent with this framework,
risk associated with foreign exchangesome modest revisions are being made
and commodity activities and with theto the Call Report in 1997 to enhance
trading of debt and equity instrumentssupervisory monitoring capabilities with
Regulated institutions with significant respect to interest rate risk.
market risk exposure must measure their
market risk exposure using an internalD
risk measurement model subject to cer-
tain regulatory criteria and begin hold-During 1996, the Federal Reserve
ing capital in support of their marketapproved for public comment two pro-

roposed Rules
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posals to amend its capital adequacRisk-Focused Safety and Soundness
guidelines. Examinations and Inspections

: . Over the last several years, a committee
Collateralized  transactions. On  t senjior staff from the Federal Reserve
August 16, 1996, the Federal Reserveg, siem has undertaken a review of the
f[ogether with the OCC, FDIC, and OTS.examination and inspection processes to
issued a proposal to amend the _”Skrdentify near- and long-term opportu-
based capital standards to make uniformjsies for enhancing the effectiveness,
the agencies’ treatment for transactionéﬁiciency, and responsiveness of the

secured by qualifying collateral. Underg neryisory process and to address the
the proposal, regulated institutionSchanging and ever complex banking and
would be allowed to hold less capital

. ! Y Yfinancial environment. The committee
for certain transactions collateralize

; - : ‘“made a number of recommendations,
with a positive margin by cash or quali-\hich the Federal Reserve has begun

fying securities. The comment period, jmplement in its efforts to provide

for the proposal closed on October 155 6re risk-focused approach to the

1996. A final amendment is expected inyheyision of banking organizations.
1997. On May 24, 1996, the Federal
) o Reserve’s Division of Banking Super-
Technical modificationsin Novem- yision and Regulation issued examiner
ber 1996 the Federal Reserve_ apprOV?hidance to explain the changes now
a proposal to amend its risk-basegheing implemented in the examination
and leverage caplta_l guidelines _fo_fand inspection process and to outline
state member banks in order to elimipther areas where further changes will
nate inconsistencies among the capigccyr, In summary, the Federal Reserve
tal standards of the banking agenciesag adopted a risk-focused approach to
At the same time, the Federal Reserv@yaminations that places greater reli-
approved a similar proposal for bankgnce on effective planning, as well as on
holding companies. The proposedpe tailoring of each examination to the
amendments pertain to the risk-basedize and activities of the subject bank
capital treatment of presold one- tog, pank holding company. Under this
four-family residential properties,juniorapproach, examiners place greater
liens on one- to four-family residential emphasis on evaluating the adequacy of
properties, and investments in mutuahp jnstitution’s management process for
fL_mds_. In addition, the propqsals W_()Uldidentifying, measuring, monitoring, and
simplify the leverage capital guide-controlling risk. When this process is
lines. The Federal Reserve expects thgietermined to be sound, the level of
the proposals will be issued on a jointransaction testing conducted by exam-
basis with the other agencies in earlyners can be reduced, commensurate
1997. with the quality of management prac-
tices and the materiality of the activities

) i being reviewed.
Risk Management Guidance

Throughout 1996 the Federal Reservgoord'nat'on with Other
continued to focus on the adequacy o Upervisors

risk management practices and control$he Federal Reserve has also sought to
at banking organizations. increase coordination with other bank-
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ing agencies and to improve supervisiomnalysis of derivatives-related disclo-
in an environment of interstate bank-sures of the top ten U.S. banks that deal
ing. As part of these efforts, the Fed-in derivatives. This analysis summarizes
eral Reserve in April 1996 approvedthe accounting standards that influenced
two initiatives, the State/Federal Prothe 1995 disclosures in the annual
tocol and the Model Agreement, whichreports of these banks; it also reviews
address the supervision of statethe improvements since 1993 in qualita-
chartered banks operating across stat&’e and quantitative disclosures about
lines. the credit and market risks of deriva-
The protocol is a statement of prin-tives and about the earnings effect of
ciples by the Federal Reserve, the FDIC]erivatives activities.
and the Conference of State Bank Super- In November 1996 the Basle Commit-
visors on behalf of the state bankingee on Banking Supervision and the In-
departments. It provides that the approternational Organisation of Securities
priate federal regulator and home stat€ommissions issued their second joint
supervisor will endeavor to coordinatereport on the public disclosure of trad-
the supervision of interstate banks, paring and derivatives activities of banks
ticularly those with assets of $1 billionand securities firms worldwide. Using
or more, so as to reduce regulatory buran analytical framework developed by
den and minimize duplicative regulatorythe Federal Reserve, the report surveys
actions, while fostering the safe andhe trading and derivatives activities dis-
sound operation of the banks. closed in the 1995 annual reports of a
The Model Agreement specifies thesample of the largest, internationally
actions that the appropriate federal reguactive banks and securities firms in the
lator and the home state superviso6-10 countries and notes improvements
would take to fulfill the goals of the made since 1993.
protocol, that is, the seamless supervi-
sion and examination of interstate, Statel'?etail Sales of Nondeposit
chartered banks. Further, on Novemi vestment Products
ber 14, 1996, the Federal Reserve alond1
with the FDIC and all of the state bank-On December 30, 1996, the Board the
ing departments signed a NationwidéDCC, and the FDIC published a notice
State/Federal Supervisory Agreemenseeking comment on amendments to
which was based on the April 1996Regulation H and Regulation K that
Model Agreement. would establish professional qualifica-
tion requirements for state member
banks and for branches and agencies of
foreign banks that engage in sales of
The Federal Reserve, the other federalertain securities to retail customers.
banking regulators, and industry group§he amendments are based on the pro-
continued their efforts to improve thefessional qualification requirements for
quality of bank disclosures of deriva-registered representatives of broker—
tives activities to make these activitiesdealers.
more transparent to the public and regu- The proposed regulation would
latory authorities. In September 1996equire that certain forms be filed with
the Division of Banking Supervision andthe Board, including registration infor-
Regulation published in thd-ederal mation for a bank employee who solic-
Reserve Bulletinits second annual its, recommends, purchases, or sells cer-

Derivatives Disclosures
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tain securities for retail customers. The To expand the use of NIC, training
regulation also would require suchseminars were conducted for staff mem-
employees and their immediate superbers throughout the System, and new
visors to take one of two qualifying applications were developed to make the
examinatons given by the securitiesrast amount of NIC data more easily
industry as a precondition to selling.accessible to the staff. In addition,
Continuing education requirements als@fforts have been made to make NIC
would be imposed. data and software available to state
banking agencies for their use as a
National Information Center supervisory tool.
The Division of Banking Supervision .
and Regulation has overall rt=E)sponsibiI—LJs’e of Automation
ity for the management of the NationalTo increase efficiency in the examina-
Information Center (NIC). NIC contains tion of state member banks, the Federal
data bases that are maintained at thReserve has applied new technology to
Board of Governors and made availablenany routine aspects of an examiner’'s
to staff members at the Board, thework. This effort has led to development
Reserve banks, and other federal andf an automated system, referred to as
state banking agencies. NIC comprisethe Examiner Workstation, that auto-
structure data for banks, nonbanks, anthates much of the quantitative analysis
bank holding companies; internationabf banking organizations, including
data for U.S. holding companies and forsampling and evaluation of loan and
eign banking organizations with activi-investment portfolios. Automation has
ties in the United States; financial infor-also been applied to the planning and
mation, such as Call Report data fodocumentation of examinations. These
banks and FR-Y report data for bankchanges should help examiners identify
holding companies; and supervisoryand evaluate risks more efficiently.
information based on inspections and To assist in the supervision of U.S.
examinations. branches and agencies of foreign bank-
During 1996, software developmenting organizations (FBOs), the Federal
continued to improve the usefulnesdReserve is developing an automated sys-
of NIC through the use of distributedtem, referred to as the FBO Desktop,
technologies. This effort, begun in 1995that provides information for use in
is designed to exploit the Federaloff-site reviews, including information
Reserve System’s recently implementedn foreign financial systems, foreign
intranet and the expanding use of clienthccounting standards, and the financial
server applications. Implementation ofperformance of FBOs with U.S. opera-
these improvements began in 1996 antlons. Supervisory staff throughout the
will be accomplished through severalSystem will be able to access this infor-
phases through 1998. In addition, mucimation electronically and will be able to
progress was made in 1996 towardeview and comment on performance
providing the public access to noncon+eports online.
fidential NIC information. In early 1997
a public Internet page will be available -
topprovide accesg t% banking structurés'[aﬁc Training
information, balance sheets, and incom&he Supervisory Education Program
statements. trains staff members having supervisory



Banking Supervision and Regulatio239

or regulatory responsibilities at theand thereby provide a higher degree of
Reserve Banks, at the Board of Govereross training among staff members.
nors, and at state banking departments. The System participates in training
Students from supervisory counterparteffered by the Federal Financial Insti-
in foreign countries attend on a spacetutions Examination Council (FFIEC)
available basis. The program providesnd, to a limited extent, in the training
training at the basic, intermediate, anaffered by certain other regulatory agen-
advanced levels for the four disciplinescies. Activities include developing and
of bank supervision: bank examinationsimplementing basic and advanced train-
bank holding company inspections,ing in various emerging issues as well as
surveillance and monitoring activities,in such specialized areas as trust activi-
and applications analysis. Classes matyes, international banking, information
be conducted in Washington, D.C., or abystems, activities of municipal securi-
regional locations and may be heldies dealers, capital markets, payment
jointly with regulators of other financial systems risk, white collar crime, prepa-
institutions. The program is designed taation and presentation of testimony,
increase the student’s knowledge of theeal estate lending, management, and
total supervisory and regulatory procesinstructor training. The System also

Number of Sessions of Training Programs for Banking Supervision and Regulation, 1996

Program Total Regional

Schools or seminars conducted by the Federal Reserve
Core schools

Introduction to examinations. . ... .. 10 6
Financial institution analysis. .................... ... . ..., .. 15 10
Loan analysis . ........ouiuiiii b 8 5
Bank management. . ..........o.iuiiii e .. 6 3
Effective writing for banking supervision staff.................. . 19 19

Management skills......... ..o .. 22 19
Conducting meetings with management......................} . 19 19

Other schools
Real estate lending seminar. ..............cocoiiiiiiiiiian. .. 6
Specialized lending seminar. . ... .. 3
Senior forum for current banking and regulatory issues.. ... ... 4
Bank 0perations. ..........o.iiiii e .. 3
Bank applications ... .. 1
Bank holding company inspections. ..................coooin . 8
Basic entry-level trust . ......... ..o . 1
Advanced trust........ ... .. 1
Consumer compliance examinationl......................... . 3
Consumer compliance examinationdl........................ . 5
Fairlending . ......oooie i .. 3 R
Information systems and emerging technology risk management ... 3 3
Information systems continuing education..................... . 2
Intermediate information systems examination................ . 1
Capital markets Seminars ..o, .. 23
Section 20 securities seminar...............cooiiiiiiiain.. . 4 3
Internal controls. ............ . i .. 3

Seminar for senior supervisors of foreign central banks.......... 2 1

Other agencies conducting courges
Federal Financial Institutions Examination Council .............. . 68 11

Office of the Comptroller of the Currency........................ . 2 .

Federal Bureau of Investigatién. ......................cooeiinn.. - 1 1
Nortk. ... Notapplicable. 3. Co-sponsored by the Federal Reserve, the Federal
1. Conducted jointly with the World Bank. Deposit Insurance Corporation, the Office of Thrift Super-
2. Open to Federal Reserve employees. vision, the Office of the Comptroller of the Currency, and

the Resolution Trust Corporation.
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co-hosts the World Bank Seminar forFederal Financial Institutions
students from developing countries.  Examination Council
nars, and Federal Reserve staff membeR{inciples and standards for the exami-
participated in several courses offeredation of depository institutions, pro-
by or cosponsored with other agencieéf“OteS coordination of pank supervision
as shown on the accompanying table. 2M°ng the federal banking agencies, and
In 1996 the Federal Reserve traine@ncourages better coordination of fed-
3,730 students in System schools, 1,448ral and state regulatory activities. Dur-
in schools sponsored by the FFIEC, and'¥ 1996.' .FEde“'?" Reserve ;taff mem-
124 in other schools, for a total of 5,300,0€rs participated in the following FFIEC
including 242 representatives from for-PrOJ€cts.
eign central banks. The number of stu-
dent days of training was 27,169 in
1996; 27,856 In 1995, 25,036 In 1994 itorm Financial Institutions
and 26,938 in 1993. Rating System
The Federal Reserve System also
gave scholarship assistance to the stat€n December 9, 1996, the FFIEC rec-
for training their examiners in Federalommended that the Federal Reserve and
Reserve and FFIEC schools. Throughhe other banking agencies adopt revi-
this program 768 state examiners wersgions to update the Uniform Financial
trained: 407 in Federal Reserve coursesnstitutions Rating System (UFIRS).
352 in FFIEC programs, and 9 in othelUFIRS is an internal supervisory rating
courses. During 1996 the Federabystem used by the federal banking
Reserve also continued its participatioragencies to provide consistency among
in joint core-supervision schools withthem in their evaluation of financial
the FDIC. institutions and in their choice of institu-
Every staff member seeking an examtions requiring special supervisory atten-
iner's commission is required to pasgion or concern. Adopted in November
the Core Proficiency Examination,1979, UFIRS is commonly referred to as
which includes a core content area and the CAMEL rating system, with each of
specialty of the student’s choice (Safetythe letters of the word referring to one of
and Soundness, Consumer Affairsthe five rating components of the sys-
Trust, or EDP). In 1996, 115 studentdem. On December 19, 1996, the Federal
took the examination. Reserve adopted the revisions, which

Status of Students Registered for the Core Proficiency Examination, 1996

Specialty area
Student status Core .
Safety and Electronic data
soundness Consumer Trust processing
In queue, year-end 1995 ... ... 24 20 3 0 1
Registrants added. ........... 124 106 14 4 0
Test taken sl 115 100 13 3 1
Passed........ N 110 79 11 3 1
Failed................ s 5 21 2 0 0
In queue, year-end 1996 ....... 33 26 4 1 0

Note. Students choose a test in one specialty area to accompany the core examination.
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are to be used in examinations beginbanking organizations, the Uniform
ning after January 1, 1997. Interagency Trust Rating System, and
The revisions include the adoption ofthe Uniform Interagency Rating System
a sixth rating component, which coverdor Data Processing Operations.
a bank’s sensitivity to market risks.
With the addition of this component,
the rating system will be referred toRevisions to the Call Report
as CAMELS: (C) capital adequacy,
(A) asset quality, (M) management,In December the Federal Reserve and
(E) earnings, (L) liquidity, and (S) sensi-the other federal banking agencies
tivity to market risks. The revised sys-announced revisions to the bank Reports
tem highlights a bank’s processes t@f Condition and Income (Call Report)
identify, measure, monitor, and controlto adopt generally accepted accounting
risks in each of the component andorinciples (GAAP) as the reporting basis
composite ratings, particularly in thein areas of the Call Reports where they
management component. At communityvere not already in effect, effective with
banks, the sensitivity component willthe March 1997 report date. The change
primarily be used to indicate the exam-brings the accounting principles used
iner's assessment of the exposure tdor bank regulatory reports into confor-
and management of, interest rate riskmity with the GAAP reporting basis
At larger regional and money centerused in bank holding company FR Y
banks, the component will also encom+yeports, savings association Thrift
pass price and foreign exchange riskEinancial Reports, and general-purpose
when these risks are significant to thdinancial statements. The change is also
bank. consistent with the objectives of sec-
tion 307 of the Riegle Community De-
velopment and Regulatory Improvement

Disclosure of the Components of Act of 1994, which requires the federal

the Supervisory Rating Systems  banking agencies to work jointly to
develop a single form for the filing of

Acting upon a recommendation of thecore information by banks, savings asso-
FFIEC, the Federal Reserve in Novemeiations, and bank holding companies.
ber instructed Reserve Bank staff mem- During 1996, the FFIEC also imple-
bers to disclose to a bank’s managememhented several improvements to the
and its directors, beginning January 1Call Report to focus on bank liquidity
1997, the ratings given to the bank underatios and certain capital and asset
the various supervisory rating systemsamounts used in the calculation of regu-
The Federal Reserve believes that sudatory capital ratios. The improvements,
disclosure will better focus managemeneffective with the March 1996 report,
attention on possible areas of weaknegsrovide the agencies with better data on
and the need for timely correctiveshort-term liabilities and assets for
action. The policy applies to the follow- liquidity purposes and information nec-
ing rating systems: CAMELS for stateessary for the supervision of bank activi-
member banks, BOPEC for bank holdiies in other areas.

ing companies, CAMEO for Edge and The FFIEC issued three substantially
agreement corporations and overseagvised report forms that improve the
subsidiaries of U.S. banks, ROCA forability of the banking agencies to moni-
U.S. branches and agencies of foreigtor compliance with regulations that
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impose restrictions on the extension ofl994, the federal banking agencies
bank loans to certain insiders of anothereviewed their implementations of their
bank and to provide better informationcommon statutory and supervisory
on the risk exposure to U.S. banks fronpolicies. Under the auspices of the
international lending. The FFIEC alsoFFIEC, staff members of the agencies
announced revisions to the Report oformed sixty-five interagency working
Assets and Liabilities of U.S. Branchesgroups to eliminate inconsistencies
and Agencies of Foreign Banks to adopand outmoded and duplicative require-
GAAP and certain other disclosures tanents. The agencies submitted a joint
maintain consistency with the bank Callreport to the Congress on September 23,
Report. 1996, that covered this work as well
In December the FFIEC announceds the results of the agencies’ own inter-
that approximately thirty items deemednal reviews of their regulations and
unnecessary will be deleted from thepolicies to address the streamlining
Call Report, effective with the requirements of section 303(a)(1) (for
March 1997 reporting date. Also in thefurther details, see chapter on Regula-
announcement were new items to béory Simplification).
added to the Call Report; among them
are items related to the adoption o
GAAP, the potential level of bank expo-
sures to interest rate risk, and the neefihe FFIEC Appraisal Subcommittee
for better data on bank involvement inwas established under title XI of the
credit derivatives. Financial Institutions Reform, Recov-
ery, and Enforcement Act of 1989, in
part to monitor the states’ programs
for the licensing and certification of
In June, the Financial Accounting Stan-appraiser for compliance with the stat-
dards Board issued Statement No. 12%te. The subcommittee is made up of
“Accounting for Transfers and Servic- one staff member from each of the
ing of Financial Assets and Extinguish-FFIEC agencies and the Department of
ments of Liabilities,” thereby revising Housing and Urban Development.
the accounting and reporting standards Section 315 of the Riegle Community
for all servicing assets, including mort-Development and Regulatory Improve-
gage servicing rights and related assetment Act of 1994 directed the subcom-
In response to this statement, the FFIE@ittee to encourage states to develop
in December issued interim guidance omeciprocity agreements with each other.
reporting and capital treatment for serThe agreements would allow appraisers
vicing rights. The agencies are expecteticensed or certified in one state to
to issue, in 1997, a proposed amendpeerform appraisals in other states and
ment to their capital adequacy rules withwould determine appropriate fees and
regard to the treatment of servicingrequirements for temporary practice
rights and related assets. provisions established by states for
appraisers. On October 21, the subcom-
mittee issued a proposed policy state-
ment with guidelines on temporary prac-
In accordance with section 303(a)(2) otice and reciprocity, and it expects to
the Riegle Community Developmenttake action on the proposal in early
and Regulatory Improvement Act of1997.

prpraisaI Subcommittee

Mortgage Servicing Rights

Review of Regulations and Policies



Banking Supervision and Regulatio243

Regulation of the U.S. Banking acquired, the convenience and needs of
Structure the community to be served, and the
- potential public benefits and competi-
The Board administers the Bank Hold+;ye effects of the proposal. In 1996 the
ing Company Act, the Bank Merger ACt, rederal Reserve acted on 1,528 bank
and the Change in Bank Control Actyqding company and related applica-
for bank holding companies and statgions or notices. The Federal Reserve
member banks. In doing so, the Feder pproved 336 proposals to organize
Reserve acts on a variety of proposalgank holding companies; approved
that directly or |nd|re.ctly affect the 119 proposals to merge existing bank
structure of U.S.. banking at the local, olding companies; approved 331 pro-
regional, an_d national Ieve_ls_._The Boarcgosms by existing bank holding compa-
also has primary responsibility for reg-pjes to acquire or retain banks; approved
ulating the international operations 0ofg3g and denied 2 requests by existing
domestic banking organizations and th%ompanies to acquire nonbank firms
overall U.S. banking operations of for-gngaged in activities closely related to
eign banks, whether conducteq d,'reCt%anking; and approved 204 other appli-
through a branch or agency or indirectlycations. Data on these and related bank

through a banking or commercial lend-+,qging company decisions are shown
ing subsidiary (treated above in the secgy, the accompanying table.

tion on International Activities).

Bank Merger Act

The Bank Merger Act requires that all
By law, a company must obtain the Fedproposed mergers of insured depository
eral Reserve’s approval if it is to form ainstitutions be acted upon by the appro-
bank holding company by acquiringpriate federal banking agency. If the
control of one or more banks. Onceinstitution surviving the merger is a state
formed, a bank holding company musimember bank, the Federal Reserve has
receive the Federal Reserve’s approvalrimary jurisdiction. During 1996, the
before acquiring additional banks orFederal Reserve approved 133 merger
nonbanking companies. The Bank Holdapplications. As required by law, each
ing Company Act was amended in 1996nerger is described in thiREporT (in
to permit bank holding companies thatable 16 of the Statistical Tables
are well run and satisfy specific criteriachapter).
to commence certain nonbanking activi- When the FDIC, the OCC, or the
ties on a de novo basis without priorOTS has jurisdiction over a merger, the
approval from the Board, and to estabFederal Reserve is asked to comment on
lish an expedited prior-notice proce-the competitive factors to assure compa-
dure for other activities and for smallrable enforcement of the antitrust provi-
acquisitions. sions of the act. The Federal Reserve
In reviewing an application or notice and those agencies have adopted stan-
filed by a bank holding company fordard terminology for assessing competi-
prior Board approval, the Federaltive factors in merger cases to assure
Reserve considers factors including theonsistency in administering the act.
financial and managerial resources oThe Federal Reserve submitted 842
the applicant, the future prospects ofeports on competitive factors to the
both the applicant and the firm to beother federal banking agencies in 1996.

Bank Holding Company Act
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Change In Bank Control Act with the FDIC, the OCC, and the OTS

. to develop more uniform and stream-
The Change in Bank Control A lined procedures for implementing the

requires persons seeking control Of.%hange in Bank Control Act. As dis-
bank or bank holding company to obtain ussed further below, many of the pro-

gpgrkci)r\:al frow thg ?epr?ﬁrielttre nfedetga osed revisions became part of a broader
anxing agency belore he transacliold g by the Board to improve and

occurs. Under the act, the Federafy iso Reqyation Y. In 1996, the Fed-

changes in the control of state membgeral Reserve acted on 162 proposed
9 hanges in control of state member

banks and of bank holding companies ; :
In so doing, the Federal Igeserv% mus?ankS and bank holding companies.
review the financial position, compe-
tence, experience, and integrity of th . :
acquiring person; consider the effect osgte]g:g Ol\rl]gtlce of Federal Reserve
the financial condition of the bank or
bank holding company to be acquiredfach decision by the Federal Reserve
and determine the effect on competitiorthat involves a bank holding company,
in any relevant market. bank merger, or a change in control, is
The appropriate federal banking ageneffected by an order or announcement.
cies are required to publish notice ofOrders state the decision along with
each proposed change in control anthe essential facts of the application or
to invite public comment, particularly notice, and the basis for the decision;
from persons located in the marketsannouncements state only the decision.
served by the institution to be acquiredAll orders and announcements are re-
The federal banking agencies are alsteased immediately to the public; they
required to assess the qualifications ofire subsequently reported in the Board’s
each person seeking control. Duringveekly H.2 statistical release and in
1996 the Federal Reserve workedhe monthly Federal Reserve Bulletin.

Bank Holding Company Decisions by the Federal Reserve, Domestic Applications, 1996

Action under authority delegated
by the Board of Governors

Direct action
by the Director of the Office
Proposal Board of Governors| Division of Banking |  J¢ic Federal Total
Supervision and Secretar Reserve Banks
Regulation Y
Approved| Denied Approve% Denied  Approved Appro*ed Permitted

Formation of holding

company ....... 15 0 0 0 3 254 64 336
Merger of holding
company ....... 18 0 0 0 12 89 0 119
Retention of bank . .. 2 0 0 0 0 0 0 2
Acquisition
Bank ............ 49 0 0 0 9 271 0 329
Nonbank.........\ 147 2 0 0 29 0 360 538
Bank service
corporation .. 0 0 0 0 7 54 37 98
Other .............. 15 0 47 0 0 44 0 106
Total ............... 246 2 47 0 60 712 461 1,528
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The H.2 release also contains announc&ommunity Reinvestment Act, fair
ments of applications and noticedending, and competitive issues.
received by the Federal Reserve but not In December of 1996, the Board
yet acted on. granted Federal Reserve membership to
a newly-formed state chartered unin-
sured trust company that proposed to
Timely Processing of Applications act as a clearinghouse for the multilat-
eral netting of foreign exchange trans-
&ctions. The clearinghouse was intended
be a mechanism for reducing settle-

The Federal Reserve maintains targ
dates and procedures for the processi

Reserve Banks and reduce the burdegy, qved the related notices of eight
on applicants. The time allowed for a

or , . U.S. and Canadian banking organiza-
decision ranges from thirty to sixty daySyjons to invest in the uninsured trust

depending on the type of application Olcompany.
notice. During 1996, 96 percent of the ' pjng the year, the Board continued
decisions met this standard. to act on proposals involving the estab-

lishment and/or expansion of a sec-

. L tion 20 subsidiary by a bank holding
Delegation of Applications company. In connection with one of

Historically, the Board has delegatedh0S€ proposals, the Board significantly
certain regulatory functions—including "duced the operating restrictions appli-
the authority to approve, but not to denycable to “riskless principal” activities.
certain types of applications—to theln subsequent months, the Board took
Reserve Banks, to the director of theseveral more actions to reduce further
Board’s Division of Banking Supervi- the operating restrictions, or *fire-
sion and Regulation and to the Secretar}y@/ls,” related to section 20 activities,
of the Board. The delegation of respon@nd raised the limit on a section 20
sibility for applications permits staff cOmpany’s “ineligible revenue” from
members at both the Board and théo percent to 25 percent. In connection
Reserve Banks to work more efficientlyWith one of the section 20 proposals, the
by removing routine cases from theBoard also permitted a bank holding
Board’s agenda. In 1996, 80 percent ofOMpPany to act as a primary clearing

the applications processed were actefm for prpfessional floor traders trad-
on under delegated authority. ing for their own accounts on two U.S.

futures exchanges. The Board had previ-
ously denied this activity for the same
Banking and Nonbanking Proposaldank holding company in 1991.
In the course of acting on various
During 1996, the Board approved sevother nonbanking proposals filed by for-
eral merger proposals involving some okign and domestic bank holding compa-
the largest banking organizations in thanies, the Board expanded the scope of
United States, including a proposal tgoermissible data processing activities to
form the largest bank holding companyfacilitate electronic banking and permit-
As with similar prior cases, these pro-ted one bank holding company to main-
posals generated many comments frorain stronger relationships with mutual
the public, particularly with respect tofunds for which it planned to provide
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investment advisory and administrativecally related to bank safety and sound-
services. ness and the integrity of the banking
structure.

Applications by State
Member Banks Financial Disclosure by State

State member banks must obtain the pep_/lember Banks
mission of the Federal Reserve to opestate member banks must disclose cer-
new domestic branches, to make investain information of interest to investors
ments in bank premises that exceed they issue securities registered under
100 percent of capital stock, and to addhe Securities Exchange Act of 1934.
to their capital bases from sales of subThis information includes financial
ordinated debt. State member bankseports and proxy statements. By stat-
must also give six months’ notice ofute, the Federal Reserve’s financial dis-
their intention to withdraw from mem- closure rules must be substantially simi-
bership in the Federal Reserve, althougtar to those issued by the Securities and
the notice period may be shortened oExchange Commission (SEC). At the
eliminated in specific cases. end of 1996, thirty-six state member
banks, most of which are small or
medium-sized institutions, were regis-
atc())lgli(ngReC?c:jr;ng;r?igz by Bank tered yvjth the Federal Reserve under the
Securities Exchange Act.
A bank holding company sometimes
purchases its own shares from its shares
holders. When the company borrows th‘:,Bank Secrecy Act
money to buy the shares, the transactioihe Currency and Foreign Transactions
increases the debt of the bank holdindgReporting Act (the Bank Secrecy Act)
company and simultaneously decreasesas originally designed as a means to
its equity. Relatively larger purchasescreate and maintain records of various
may undermine the financial conditionfinancial transactions that otherwise
of a bank holding company and its bankwvould not be identifiable in an effort to
subsidiaries. The Federal Reserve malyace the proceeds of illegal activities. In
object to stock repurchases by holdingecent years, the Bank Secrecy Act has
companies that fail to meet certain stanbeen regarded as a primary tool in the
dards, including the Board’'s capitalfight against money laundering. The
guidelines. In 1996 the Federal Reserveecords required to be reported and
reviewed fifty-four proposed stock maintained by financial institutions
repurchases by bank holding companiesinder the Bank Secrecy Act provide law
all of which were acted upon under deleenforcement authorities with data use-
gated authority either by the Reservdul in the detection and prevention of
Banks or by the Secretary of the Board.unlawful activity. The Federal Reserve,
through its examination process and
other off-sight measures, monitors com-
pliance with the requirements of the
Bank Secrecy Act by the institutions it
The Board is also responsible for thesupervises.
enforcement of various laws, rules and In 1996 the Federal Reserve issued
regulations other than those specifinew procedures for the banking com-

Enforcement of Other Laws
and Regulations
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munity to use in reporting suspiciousSecurities Regulation
activities related to money laundering
and other financial crimes. The procelnder the Securities Exchange Act of
dures are designed to lessen the repo934, the Board is responsible for regu-
ing burden on financial institutions andlating credit in certain transactions
to make the reports more useful in thdnvolving the purchase or carrying of
in\/estiga’[ion of money |aundering andsecuriti_es. The Board |Im|tS the amour_lt
other banking crimes. The FederaPf creditthat may be provided by securi-
Reserve acted as the lead regulatorifes brokers and dealers (Regulation T),
agency in the development of the newPy banks (Regulation U), and by other
procedures. lenders (Regulation G). Regulation X
The Federal Reserve also use@pplies these credit limitations, or mar-
new interagency anti-money-launderingin requirements, to certain borrowers
examination procedures as required bnd to certain credit extensions, such as
section 404 of the Riegle Communitycredit obtained from foreign lenders by
Development and Regulatory ImproveU.S. citizens. )
ment Act of 1994. The Federal Reserve Several regulatory agencies enforce
acted as the lead regulatory agency igompliance with the Board's securi-
the development and subsequent revfies credit regulations. The SEC, the

sion of the interagency examinationNational Association of Securities
procedures. Dealers, and the national securities

The Federal Reserve, through it€Xchanges examine brokers and dealers

appointed senior staff representativefor compliance with Regulation T. The
continued to provide expertise and guidfederal banking agencies examine banks
ance to the Bank Secrecy Act Advisoryunder their respective jurisdictions for
Council, a committee created by Concompliance with Regulation U. The
gressional mandate to propose addicompliance of other lenders with Reg-
tional anti-money laundering measuregllation G is examined by the Board,
to be taken under the Bank Secrecy Actthe Farm Credit Administration, the
Also, through the Special InvestigationgNational Credit Union Administration,
and Examinations Section, the Federdd' the OTS, according to the jurisdiction
Reserve has assisted in the investigatiofvolved. At the end of 1996, 774 lend-
of money laundering activities and pro-ers were registered under Regulation G,
vided anti-money laundering training@nd 503 came under the Board’s super-

to designated staff members at eacMision. Of these 503, the Federal Re-
Reserve Bank. serve regularly inspects 249 either bien-
The Federal Reserve has also particRially or triennially, according to the
pated extensively in the Financialtype of credit they extend. An additional
Action Task Force, which in 1996 pro- 254 lenders are exempted from periodic
vided anti-money-laundering trainingOn-site inspections by the Federal
to numerous foreign governments andieserve but are monitored through the
central banking authorities. In addition filing of periodic regulatory reports.
a representative of the Federal Reserv@uring 1996, Federal Reserve examin-
participated in the Financial Action Taskers inspected 148 lenders for compli-
Force review of the progress made irfince with Regulation G.
adopting and implementing anti-money- In general, Regulations G and U

laundering measures by certain foreigmpose credit limits on loans secured
governments. by publicly held equity securities when
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the purpose of the loan is to purchase or In April the Board adopted a revised
carry those or other publicly held equityversion of Regulation T. The amend-
securities. Regulation T limits thements are part of the Board’'s periodic
amount of credit that brokers and dealfreview of its regulations and reflect con-
ers may extend when the credit is usedideration of the comments submitted in
to purchase or carry publicly held debtresponse to proposed amendments pub-
or equity securities. Collateral for suchlished in 1995. The final rule eliminates
loans at brokers and dealers must beestrictions on the ability of broker—
securities in one of the following catego-dealers to arrange for credit; increases
ries: those traded on national securitiethe type and number of domestic and
exchanges, certain over-the-counteioreign securities that may be bought on
(OTC) and foreign stocks that the Boardnargin and increases the loan value of
designates as having characteristicsome securities that are already margin-
similar to those of stocks listed on theable; deletes Board rules regarding
national exchanges, bonds that meet ceoptions transactions in favor of the rules
tain requirements, or mutual funds reguef the options exchanges; and reduces
lated by the SEC. restrictions on transactions involving
The Federal Reserve monitors thdoreign persons, foreign securities, and
market activity of all OTC stocks to foreign currency.
determine which of them are subject to At the same time, the Board proposed
the Board’'s margin regulations. Thefurther amendments to Regulation T, G,
Board publishes the resulting List ofand U. The proposed amendments would
Marginable OTC Stocks quarterly. Inallow broker—dealers to extend good
1996, the OTC list was revised in Feb<aith credit on any non-equity security
ruary, May, August, and November.rather than only those currently permit-
The November OTC list containedted in the Board's rules; allow trans-
4,718 stocks. actions involving non-equity securities
Pursuant to a 1990 amendment tao be effected in an account not subject
Regulation T, the Board publishes a listo the restrictions of the Regulation T's
of foreign stocks that are eligible for margin account; remove restrictions on
margin treatment at broker—dealers othe ability of broker—dealers to calculate
the same basis as domestic margin sectequired margin for non-equity securi-
rities. In 1996, the foreign list was ties; and modify the method for deter-
revised in February, May, August, andmining which equity securities are sub-
November. The November foreign listject to the Board’s margin requirements
contained 1,965 foreign stocks. under Regulations G, T and U.

Loans by State Member Banks to their Executive Officers, 1995-96

Range of interest
Period Number Amount (dollars) rates charged
(percent)

1995

October 1-December31............. 726 31,421,000 4.0-19.5
1996

January 1-March 3L ................. X 717 34,334,000 3.0-18.0
April 1-June 30...........oiiieaa . 762 31,960,000 5.0-21.0
July 1-September 30................. . 756 37,498,000 4.5-18.0

Source. Call Report.



Banking Supervision and Regulatio249

Under section 8(a) of the Securities_oans To Executive Officers
Exchange Act, a nonmember domestic )
or foreign bank may lend to brokers orUnder Section 22(g) of the Federal
dealers posting registered securities d3eserve Act, state member banks must
collateral only if the bank has filed aninclude in each quarterly Call Report
agreement with the Board that it will @ll extensions of credit made by the
Comp|y with all the statutes, rules, andoank to its executive o_fficers since the
regulations applicable to member bankgate of the bank’s previous report. The
regarding credit on securities. Theadccompanying table summarizes this
Board processed no new agreemenigformation.
from January to October 1996. In Octo-
ber 1996 the Congress enacted the
National Securities Markets Improve- ;
ment Act of 1996, which repealed SeC_FederaI Reserve Membership
tion 8(a) of the Securities Exchange Actat the end of 1996, 3,701 banks were
and limited the Board’s authority Undermembers of the Federal Reserve Sys-
section 7 of the Securities Exchange Actem. Member banks operated 40,963
to impose margin requirements on borpranches on December 31, 1996, and
rowings by certain broker—dealers.  accounted for 39 percent of all commer-

In November the Board published ancial banks in the United States and for

interpretation of Regulations G, T, andgg percent of all commercial banking
U in light of the enactment of the pffices. -

National Securities Markets Improve-
ment Act of 1996. The interpretation
reflects the statutory repeal of sec-
tion 8(a) of the Securities Exchange Act
and makes clear that the Board has not
made a finding that it is necessary or
appropriate either in the public interest
or for the protection of investors to
impose rules on borrowings by broker—
dealers otherwise exempt under the new
legislation. At the same time, the Board
published proposed amendments to
Regulations G, T, and U to implement
the new legislation and further the poli-
cies behind its adoption.

In 1996, the Securities Regulation
Section of the Board's Division of
Banking Supervision and Regulation
issued thirty interpretations of the mar-
gin regulations. Those that presented
sufficiently important or novel issues
were published in the Securities Credit
Transactions Handbook, which is part of
the Federal Reserve Regulatory Service.
These interpretations serve as a guide to
the margin regulations.
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