
Banking Supervision and Regulation

The condition of the U.S. banking sys-
tem remained robust during 1997: The
industry reported further gains in asset
quality, continued record earnings, and
the highest equity-to-asset ratios in
more than fifty years. Only one (small)
insured commercial bank failed, and the
assets of problem banks, at $3.5 bil-
lion, continued to decline from already
low levels. As a result, the U.S. banking
industry appears to be among the stron-
gest and most innovative of the major
industrial countries and well positioned
to meet the nation’s financial needs.

This dramatic progress from the
industry’s stressed condition at the
beginning of the decade is evidence of
the underlying strength and resilience of
the U.S. banking system and its ability
to adapt to and, to a large extent, direct
evolving practices in world financial
markets. These practices, the expanded
application of technology in the design
and management of financial products,
and the structural changes that are
occurring within the U.S. and world
financial systems present challenges and
opportunities not only to many U.S.
banks but also to the Federal Reserve in
its role as a financial supervisor and
regulator.

Changes in the nature and pace of
bank activities have been most signifi-
cant among the largest banking organi-
zations, for which the growth of trading
and derivatives activities has been pro-
found. These events and the growing
complexity of many activities have
required that the Federal Reserve, in its
supervisory role, place more emphasis
on the management and internal control
process within banks and less emphasis
on independent transaction-testing. That

requirement, in turn, has fueled a need
for more prior planning for examina-
tions, increased training of examiners,
and additional guidance on sound prac-
tices for both bankers and bank exam-
iners. It has also made it necessary for
the Federal Reserve to improve its
own information systems, to allocate
resources more productively, and to
make better use of available technology
in all aspects of its supervisory process.

In recent years the Federal Reserve
has used the opportunity presented by
the relatively trouble free domestic
banking system to develop and pro-
mote sound risk-management practices
throughout the industry, both domesti-
cally and abroad; to develop more effi-
cient techniques for supervision; and,
when prudent, to reduce the level of
regulatory intrusion into the activities of
U.S. banks and bank holding companies.
Such efforts account for many of the
Board’s accomplishments in bank super-
vision and regulation during 1997.
These accomplishments include support
of international efforts to strengthen and
coordinate the supervision of interna-
tionally active banks; reduction of regu-
latory restrictions on the activities of
section 20 affiliates of bank holding
companies; streamlining of the applica-
tion process for many banks and bank
holding companies; significant advances
in the use of automation during bank
examinations; and many other initia-
tives, discussed below.

More recently, in response to poten-
tial industry exposure associated with
the century date change, the Federal
Reserve has initiated an extensive super-
vision program that has included the
issuance of several policy statements,
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the conduct of comprehensive examina-
tions, and an outreach program. Work-
ing closely with other federal and state
banking regulators, the Federal Reserve
has been focusing significant attention
on banking industry preparedness re-
garding automated systems and their
ability to calculate date-dependent infor-
mation after the century date change.
The outreach program has included
numerous public statements and confer-
ences intended to provide guidance to
the industry on this significant matter.
Further, the Federal Reserve is exam-
ining all banks subject to its super-
vision authority by June 30, 1998, for
year 2000 readiness.

Adverse economic developments in
Asian countries during the year directed
attention to bank exposures in that part
of the world as well as to emerging
markets more generally. Consistent with
the System’s risk-focused approach for
supervising large, internationally active
banking organizations, the Federal
Reserve’s supervisory process during
1997 placed emphasis on evaluating the
impact of these developments on U.S.
banks that are active in the Asian mar-
kets, and on the U.S. operations of banks
that are based there. In this connection,
it is noteworthy that U.S. banking orga-
nizations continue to report historically
high levels of capital and reserves.

Scope of Responsibilities for
Supervision and Regulation

The Federal Reserve is the federal
supervisor and regulator of all U.S. bank
holding companies and of state-
chartered commercial banks that are
members of the Federal Reserve Sys-
tem. In overseeing these organizations,
the Federal Reserve primarily seeks to
promote their safe and sound operation
and their compliance with laws and
regulations, including the Bank Secrecy

Act and consumer and civil rights laws.1

The Federal Reserve also examines the
following specialized activities of these
institutions: information systems, fidu-
ciary activities, mutual fund activities,
government securities dealing and
brokering, municipal securities dealing,
securities clearing, and securities under-
writing and dealing through special
subsidiaries. The Federal Reserve also
has responsibility for the supervision of
(1) all Edge Act corporations and agree-
ment corporations, (2) the international
operations of state member banks and
U.S. bank holding companies, and
(3) the operations of foreign banking
companies in the United States.2

The Federal Reserve exercises impor-
tant regulatory influence over the entry
into, and the structure of, the U.S. bank-
ing system through its administration of
the Bank Holding Company Act, the
Bank Merger Act for state member
banks, the Change in Bank Control Act
for bank holding companies and state
member banks, and the International
Banking Act. Also, the Federal Reserve
is responsible for imposing margin
requirements on securities transactions.

1. The Board’s Division of Consumer and
Community Affairs is responsible for coordinating
the Federal Reserve’s supervisory activities with
regard to the compliance of banking organizations
with consumer and civil rights laws. To carry out
this responsibility, the Federal Reserve specifically
trains a number of its bank examiners to evaluate
institutions with regard to such compliance. The
chapter of thisReport covering consumer and
community affairs describes these regulatory
responsibilities. Compliance with other statutes
and regulations, which is treated in this chapter, is
the responsibility of the Board’s Division of Bank-
ing Supervision and Regulation and the Reserve
Banks, whose examiners also check for safety and
soundness.

2. Edge Act corporations are chartered by the
Federal Reserve, and agreement corporations are
chartered by the states, to provide all segments of
the U.S. economy with a means of financing inter-
national trade, especially exports.

216 84th Annual Report, 1997



In carrying out these responsibilities,
the Federal Reserve coordinates its
supervisory activities with other federal
and state regulatory agencies and with
the bank regulatory agencies of other
nations.

Supervision for Safety and
Soundness

To ensure the safety and soundness
of banking organizations, the Federal
Reserve conducts on-site examinations
and inspections and off-site surveillance
and monitoring. It also undertakes
enforcement and other supervisory
actions.

Examinations and Inspections

The Federal Reserve conductsexamina-
tions of state member banks, branches
and agencies of foreign banks, Edge Act
corporations, and agreement corpora-
tions. Many elements reviewed at bank
holding companies and their nonbank
subsidiaries differ from bank examina-
tions; therefore, the Federal Reserve
conducts inspectionsof holding com-
panies and their subsidiaries. Pre-
examination planning and on-site review
of operations are integral parts of ensur-
ing the safety and soundness of financial
institutions. Regardless of whether it
is an examination or an inspection, the
review entails (1) an assessment of the
quality of the processes in place to iden-
tify, measure, monitor, and control risk
exposures, (2) an appraisal of the quality
of the institution’s assets, (3) an eval-
uation of management, including an
assessment of internal policies, proce-
dures, controls, and operations, (4) an
assessment of the key financial factors
of capital, earnings, liquidity, and sensi-
tivity to market risk, and (5) a review
for compliance with applicable laws and
regulations.

State Member Banks

At the end of 1997, 992 state-chartered
banks (excluding nondepository trust
companies and private banks) were
members of the Federal Reserve Sys-
tem. These banks represented about
10.9 percent of all insured U.S. commer-
cial banks and held about 25 percent of
all insured commercial bank assets in
the United States.

The guidelines for Federal Reserve
examinations of state member banks
are fully consistent with section 10 of
the Federal Deposit Insurance Act, as
amended by section 111 of the Federal
Deposit Insurance Corporation Improve-
ment Act of 1991 and by the Riegle
Community Development and Regula-
tory Improvement Act of 1994. A full-
scope, on-site examination is required at
least once during each twelve-month
period for most of these depository
institutions; certain well-capitalized and
well-managed institutions with assets of
less than $250 million may be examined
every eighteen months.

During 1997, the Federal Reserve
Banks conducted 552 examinations
of state member banks (some of them
jointly with the state agencies), and
state banking departments conducted
346 independent examinations of state
member banks.

Bank Holding Companies

At year-end 1997, the number of U.S.
bank holding companies totaled 6,102.
These organizations controlled about
7,015 insured commercial banks and
held approximately 93.8 percent of all
insured commercial bank assets.

Federal Reserve guidelines call for
annual inspections of large bank holding
companies and smaller companies that
have significant nonbank assets. Cer-
tain small, noncomplex companies—
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those that have less than $1 billion
in consolidated assets, do not have
debt outstanding to the public, and do
not engage in significant nonbank
activities—are subject to a special
supervisory program that became effec-
tive in 1997. The program permits a
more flexible approach to supervis-
ing those entities in a risk-focused envi-
ronment and is designed to improve
the overall effectiveness and efficiency
of the Federal Reserve’s bank super-
visory efforts. Each such holding
company is subject to off-site review
once during each supervisory cycle,
which corresponds to the mandated
examination cycle for the company’s
lead bank.

In judging the financial condition of
subsidiary banks, Federal Reserve
examiners consult the examination
reports of the federal and state banking
authorities that have primary responsi-
bility for the supervision of these banks,
thereby minimizing duplication of effort
and reducing the burden on banking
organizations. In 1997, the Federal
Reserve inspected 1,682 bank holding
companies. Altogether, Federal Reserve
examiners conducted 1,782 bank hold-
ing company inspections, 137 of which
were conducted off-site, and state
examiners conducted 98 independent
inspections.

Enforcement Actions,
Civil Money Penalties, and
Suspicious Activity Reporting

In 1997, the Federal Reserve Banks rec-
ommended, and members of the Board’s
staff initiated and worked on, 105
enforcement cases involving 207 sepa-
rate actions, such as cease and desist
orders, written agreements, removal and
prohibition orders, and civil money pen-

alties. Of these, 35 cases involving 67
actions were completed by year-end.

Of particular note was an action taken
by the Board of Governors with regard
to the illegal activities of the Bank of
Credit and Commerce International
(BCCI). After a factual hearing before
an administrative law judge, the Board
of Governors assessed a civil money
penalty of $37 million against Ghaith R.
Pharaon for his participation in BCCI’s
illegal acquisition of the failed Indepen-
dence Bank of Encino, California.

In other significant matters, the Board
of Governors assessed civil money pen-
alties totaling $30 million, including a
fine of $5 million, along with an order
to disgorge profit of $17.32 million,
against a foreign bank for allegedly fail-
ing to file complete and accurate appli-
cations and reports in connection with
its purchase and ownership of a U.S.
bank; a fine of $5 million against a
foreign bank and its U.S. branch for
misconduct related to the alleged misuse
of confidential supervisory information,
the making of allegedly false statements
to bank supervisory officials, and the
alleged obstruction of a formal investi-
gation by bank supervisory officials;
and a fine of $2.5 million against a
foreign bank and its U.S. branch for
allegedly engaging in unsafe and
unsound practices and violations of laws
and regulations.

All final enforcement orders issued
by the Board of Governors and all writ-
ten agreements executed by the Federal
Reserve Banks in 1997 are available to
the public. In 1997, they became avail-
able on the Board’s public Web site.

In addition to formal enforcement
actions, the Federal Reserve Banks in
1997 completed 83 informal enforce-
ment actions, such as memorandums of
understanding and resolutions from
boards of directors.
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Specialized Examinations

The Federal Reserve conducts special-
ized examinations of banking organi-
zations in the areas of information tech-
nology, fiduciary activities, government
securities dealing and brokering,
municipal securities dealing, securities
clearing, and securities underwriting and
dealing through so-called section 20
subsidiaries of bank holding companies.
The Federal Reserve also reviews state
member banks and bank holding compa-
nies that act as transfer agents.

Information Technology

Under the Interagency EDP Examina-
tion Program, the Federal Reserve
examines the information technology
activities of state member banks, U.S.
branches and agencies of foreign banks,
Edge Act and agreement corporations,
and independent data centers that pro-
vide electronic data processing services
to these institutions. On-site examina-
tions are essential to ensure the safe and
sound operation of financial institutions,
at which computer operations may pose
significant exposures. During 1997, the
Federal Reserve conducted 420 exami-
nations that focused on the safety and
soundness of information technology
and electronic data processing systems.
The Federal Reserve was also the
lead agency on 3 examinations of large,
multiregional data processing servicers
examined in cooperation with the
Federal Deposit Insurance Corporation
(FDIC), the Office of the Comptroller of
the Currency (OCC), and the Office of
Thrift Supervision (OTS). In addition,
Federal Reserve examiners initiated tar-
geted reviews of banking organizations
to assess their progress in preparing for
the century date change.

Fiduciary Activities

The Federal Reserve has supervisory
responsibility for institutions that
together hold more than $9.2 trillion
of discretionary and nondiscretionary
assets in various fiduciary capacities.
This group of institutions comprises 297
state-chartered member banks and trust
companies, 86 nonmember trust compa-
nies that are subsidiaries of bank hold-
ing companies, and 17 entities that are
either branches or agencies of foreign
banking organizations or Edge corpora-
tion subsidiaries of domestic banking
institutions.

On-site examinations are essential
to ensure the safety and soundness of
financial institutions that have fiduciary
operations. These examinations include
(1) an evaluation of management, poli-
cies, audit and control procedures, and
risk management, (2) an assessment of
the quality of trust assets, (3) an assess-
ment of earnings, (4) a review for con-
flicts of interest, and (5) a review for
compliance with laws, regulations, and
general fiduciary principles. During
1997, Federal Reserve examiners con-
ducted 255 on-site trust examinations of
state member banks and trust compa-
nies, branches and agencies of foreign
banking organizations, or Edge corpora-
tion subsidiaries of domestic banking
institutions.

Government Securities Dealers
and Brokers

The Federal Reserve is responsible for
examining the government securities
dealing and brokering of state member
banks and foreign banks for compliance
with the Government Securities Act of
1986 and with Department of the Trea-
sury regulations. Thirty-eight state
member banks and nine state branches
of foreign banks have notified the Board
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that they are government securities deal-
ers or brokers not exempt from Trea-
sury’s regulations. During 1997, the
Federal Reserve conducted 21 exam-
inations of broker–dealer activities in
government securities at state member
banks and foreign banks.

Municipal Securities Dealers
and Clearing Agencies

Under the Securities Act Amendments
of 1975, the Board of Governors is
responsible for the supervision of state
member banks and bank holding compa-
nies that act as municipal securities deal-
ers or as clearing agencies. The Board
supervises thirty-seven banks that act as
municipal securities dealers and three
clearing agencies that act as custodians
of securities involved in transactions
settled by booking entry. In 1997, the
Federal Reserve examined all three
clearing agencies and twenty of the
banks that act as municipal securities
dealers.

Securities Subsidiaries of Bank
Holding Companies

Section 20 of the Banking Act of 1933
(the Glass–Steagall Act) prohibits the
affiliation of a member bank with a com-
pany that is ‘‘engaged principally’’ in
underwriting or dealing in securities.
The Board of Governors in 1987
approved proposals by banking organi-
zations to underwrite and deal on a lim-
ited basis in specified classes of ‘‘bank
ineligible’’ securities (that is, commer-
cial paper, municipal revenue bonds,
conventional residential mortgage-
related securities, and securitized con-
sumer loans) in a manner consistent with
section 20 of the Glass–Steagall Act and
the Bank Holding Company Act. At that
time, the Board limited revenues from
these newly approved activities to no
more than 5 percent of total revenues for

each section 20 securities subsidiary. In
September 1989 the limit was increased
to 10 percent.

In January 1989, the Board approved
applications by bank holding companies
to underwrite and deal in corporate and
sovereign debt and equity securities,
subject, in each case, to reviews of
managerial and operational infrastruc-
ture and other conditions and require-
ments, or firewalls, specified by the
Board. In approving this broader range
of activities, the Board also adopted fire-
walls more restrictive than those con-
tained in its 1987 approval order.

Significant changes concerning the
revenue limit and firewalls governing
the activities of section 20 subsidiaries
were implemented in 1997. On the basis
of its experience supervising these sec-
tion 20 subsidiaries as well as develop-
ments in the securities markets since the
revenue test was adopted, the Board per-
mitted, effective March 1997, section 20
firms to derive up to 25 percent of total
revenues from underwriting and dealing
in ineligible securities. In August 1997,
the Board completed a review of fire-
walls, as required by the Riegle Com-
munity Development and Regulatory
Improvement Act of 1994, for the pur-
pose of eliminating unnecessary regu-
latory burden and enabling section 20
subsidiaries to operate in an efficient,
effective manner. As a result of its
review, the Board eliminated certain
restrictions that have proved to be
unduly burdensome or unnecessary in
light of other laws and regulations. The
remaining restrictions have been con-
solidated into a series of operating stan-
dards that are fully consistent with safe
and sound operations.

At year-end 1997, forty-five bank
holding companies held section 20 sub-
sidiaries authorized to underwrite and
deal in ineligible securities. Of these,
twenty-eight could underwrite any debt
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or equity security, two could underwrite
any debt security, and fifteen could
underwrite only the limited types of debt
securities approved by the Board in
1987. The Federal Reserve follows spe-
cialized inspection procedures to review
the operations of these securities sub-
sidiaries; it conducted forty-one such
inspections in 1997.

Transfer Agents

Federal Reserve examiners also conduct
examinations of state member banks and
bank holding companies that are reg-
istered transfer agents. Among other
things, transfer agents countersign and
monitor the issuance of securities, reg-
ister the transfer of securities, and
exchange or convert securities. During
1997, Federal Reserve examiners con-
ducted on-site examinations at 59 of the
160 banks and bank holding companies
registered as transfer agents with the
Board.

Surveillance and Risk Assessment

The Federal Reserve monitors the finan-
cial condition and performance of indi-
vidual banking organizations and of the
banking system as a whole to identify
areas of supervisory concern. The moni-
toring is accomplished, in part, through
the use of automated screening systems.
Surveillance screens address a number
of aspects of banking performance,
including capitalization, asset growth,
loan quality, loan concentrations, liquid-
ity, and capital markets activities. Infor-
mation from these screens assists in
allocating examination resources to
institutions experiencing, or vulnerable
to, deterioration and is also used in the
examination-planning process. Among
the automated screening systems used
to monitor bank performance are two
econometric models that use quarterly

Call Report data to estimate an examina-
tion rating for each bank and to identify
banks having the potential to become
critically undercapitalized over the sub-
sequent two years.

During 1997, the Federal Reserve
continued to refine its Systemwide
surveillance programs, implementing
parent-company-only screens that
address bank holding company per-
formance on an unconsolidated basis
and adding nonbank screens to monitor
the effect of nonbank activities on the
strength of parent bank holding com-
panies. In addition, changes were made
to the capital markets monitoring
screens to address credit derivatives
activities and the adoption of the market
risk capital rule. Development of a sur-
veillance program for small shell bank
holding companies was also begun, to
assist with implementation of the Risk-
Focused Supervision Policy for Small
Shell Bank Holding Companies adopted
by the Board in November.

To assist supervisory staff in evaluat-
ing individual bank holding compa-
nies, the Federal Reserve produces quar-
terly Bank Holding Company Perfor-
mance Reports (BHCPRs), which pro-
vide detailed financial information on
the condition and performance of indi-
vidual bank holding companies. During
the year, information on derivatives
activities contained in BHCPRs was sig-
nificantly revised to provide more data
on the use of derivative instruments.
The Federal Reserve also produces sev-
eral statistical and analytical reports on
the structure and condition of the bank-
ing industry for use in supervising banks
and bank holding companies. During
1997, development of an Aggregate
Loan Quality Analysis Report was com-
pleted. This report supplements loan
concentration surveillance screens by
providing additional detail on the qual-
ity of assets at institutions reporting con-
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centrations in loans of various types. In
addition, electronic access to National
Information Center (NIC) data on banks,
bank holding companies, and surveil-
lance screen results is provided to super-
visory staff through the Performance
Report Information and Surveillance
Monitoring system (PRISM).

The Federal Reserve actively works
with the other federal banking author-
ities to enhance surveillance tools
through its representation on the Federal
Financial Institutions Examination
Council Task Force on Surveillance
Systems.

International Activities

The Federal Reserve plays a critical role
in the supervision and regulation of the
international activities of U.S. banking
organizations and the U.S. activities of
foreign banking organizations. It super-
vises foreign branches of member
banks; overseas investments by member
banks, Edge Act corporations and agree-
ment corporations, and bank holding
companies; and investments by bank
holding companies in export trading
companies. The Federal Reserve also
supervises the U.S. activities of foreign
banking organizations, including U.S.
branches, agencies, and representative
offices, U.S. bank subsidiaries, and com-
mercial lending company subsidiaries
and nonbanking subsidiaries.

Foreign Office Operations of
U.S. Banking Organizations

The Federal Reserve examines the inter-
national operations of state member
banks, Edge Act corporations, and bank
holding companies, principally at the
U.S. head offices of these organizations,
where the ultimate responsibility for
their foreign offices lies. In 1997 the

Federal Reserve conducted examina-
tions of 12 foreign branches of state
member banks and 114 foreign subsidi-
aries of Edge Act corporations and bank
holding companies. All of the exam-
inations abroad were conducted with the
cooperation of the supervisory authori-
ties of the countries in which they took
place; when appropriate, the examina-
tions were coordinated with the Office
of the Comptroller of the Currency.
Also, examiners made eight visits to the
overseas offices of U.S. banks to obtain
financial and operating information and,
in some instances, to evaluate their com-
pliance with corrective measures or to
test-check their adherence to safe and
sound banking practices.

Foreign Branches of Member Banks

At the end of 1997, 89 member banks
were operating 786 branches in foreign
countries and overseas areas of the
United States; 59 national banks were
operating 599 of these branches, and
30 state member banks were operating
the remaining 187 branches. In addition,
19 nonmember banks were operating
29 branches in foreign countries and
overseas areas of the United States.

Edge Act and Agreement Corporations

Edge Act corporations are international
banking organizations chartered by the
Board to provide all segments of the
U.S. economy with a means of financ-
ing international business, especially
exports. Agreement corporations are
state-chartered or federally chartered
companies that enter into agreements
with the Board not to exercise any
power that is impermissible for an Edge
Act corporation.

Under sections 25 and 25(A) of
the Federal Reserve Act, Edge Act and
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agreement corporations may engage in
international banking and foreign finan-
cial transactions. These corporations,
which in most cases are subsidiaries
of member banks, may (1) conduct a
deposit and loan business in states other
than that of the parent provided that the
business is strictly related to interna-
tional transactions and (2) make for-
eign investments that are broader than
those of member banks because they
can invest in foreign financial organiza-
tions, such as finance companies and
leasing companies, as well as in foreign
banks.

At year-end 1997, there were eighty-
four Edge Act and agreement corpo-
rations with thirty domestic branches.
During the year, the Federal Reserve
examined all of these corporations.

U.S. Activities of Foreign Banks

The Federal Reserve has broad authority
to supervise and regulate the U.S. activi-
ties of foreign banks that engage in
banking and related activities in the
United States through branches, agen-
cies, representative offices, commercial
lending companies, Edge Act corpora-
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 1997, 278
foreign banks from 59 countries oper-
ated 412 state-licensed branches and
agencies (of which 23 were insured by
the FDIC) as well as 64 branches
licensed by the OCC (of which 6 had
FDIC insurance). These foreign banks
also directly owned 16 Edge Act corpo-
rations and 3 commercial lending com-
panies; in addition, they held an equity
interest of at least 25 percent in 87 U.S.
commercial banks. Altogether, these
U.S. offices of foreign banks at the
end of 1997 controlled approximately

20 percent of U.S. banking assets. These
foreign banks also operated 148 repre-
sentative offices; an additional 97 for-
eign banks operated in the United States
solely through a representative office.

The Federal Reserve has acted to
ensure that all state-licensed and feder-
ally licensed branches and agencies are
examined on-site at least once during
each twelve-month period either by the
Federal Reserve or by a state or other
federal regulator. The Federal Reserve
conducted or participated with state and
federal regulatory authorities in 446
examinations during 1997.

Joint Program for Supervising the
U.S. Operations of Foreign
Banking Organizations

In 1995 the Federal Reserve, in coopera-
tion with the other federal and state
banking supervisory agencies, formally
adopted a joint program for supervising
the U.S. operations of foreign banking
organizations (FBOs). The program has
two major parts. One part focuses on the
examination process for those FBOs that
have multiple U.S. operations and is
intended to improve coordination among
the various U.S. supervisory agencies.

The other part of the program is a
review of the financial and operational
profile of each FBO to assess its general
ability to support its U.S. operations
and to determine what risks, if any, the
FBO poses through its U.S. operations.
Together, these two processes provide
critical information to the U.S. super-
visors in a logical, uniform, and timely
manner. During 1997 the Federal
Reserve continued to implement pro-
gram goals through coordination with
other supervisory agencies and the
development of financial and risk
assessments of foreign banking organi-
zations and their U.S. operations.
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Technical Assistance

In 1997 the System provided staff for
technical assistance missions and train-
ing sessions on bank supervisory mat-
ters to a number of central banks in
countries of the former Soviet Union,
Eastern Europe, Asia, the Caribbean,
and Latin America.

Supervisory Policy

The Federal Reserve in 1997 issued for
public comment an interim rule and
several proposals to amend its capital
adequacy guidelines. It also issued a
proposal to amend its real estate
appraisal rule for bank holding com-
panies and their nonbank subsidiaries.
During the year, the Federal Reserve
continued to revise its supervisory
process to enhance the effectiveness of
examinations and inspections as well as
to address changes in the banking indus-
try. As part of these efforts, the Federal
Reserve and the Federal Deposit Insur-
ance Corporation jointly formalized and
implemented a risk-focused supervision
framework for the examination of com-
munity banks. The Federal Reserve also
introduced a parallel framework for the
risk-focused supervision of large, com-
plex banking organizations.

Capital Adequacy Guidelines

The risk-based capital requirements,
adopted by the Federal Reserve in 1989,
implement the international risk-based
capital standards that were developed by
the Basle Committee on Banking Regu-
lation and Supervisory Practices (Basle
Supervisors Committee) and endorsed
by the Group of Ten (G-10) countries
in July 1988. The standards include a
framework for calculating risk-adjusted
assets and for assigning assets and off-

balance-sheet items to broad categories
primarily on the basis of credit risk. In
addition, some institutions must mea-
sure their market risk exposure and
include that measure in their risk-based
capital calculation. Banking organiza-
tions are expected to maintain capital
equal to at least 8 percent of their risk-
adjusted assets.

To supplement the risk-based capital
standards, the Federal Reserve in 1990
issued leverage guidelines setting forth
minimum ratios of capital to total assets
to be used in the assessment of an insti-
tution’s capital adequacy. During 1997,
the Board of Governors approved for
public comment an interim rule and sev-
eral proposals to amend its capital ade-
quacy guidelines.

Market Risk/Specific Risk

On December 30, 1997, the Board,
together with the FDIC and the OCC,
issued an interim rule, effective at year-
end 1997, along with a request for pub-
lic comment, that amended their respec-
tive risk-based capital guidelines for
market risk applicable to certain institu-
tions having significant trading activi-
ties. The rule permits institutions to use
qualifying internal models to determine
their capital requirements in relation to
specific risk (an element of market risk)
without comparing the requirements
generated by their internal models with
the so-called standardized specific-risk
capital requirement. The rule imple-
ments a revision to the Basle Accord
that permits such treatment for institu-
tions whose internal models adequately
measure specific risk.

Recourse

On November 5, 1997, the Federal
Reserve, together with the OCC, FDIC,
and OTS, issued a proposal to revise the
risk-based capital standards to address
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the regulatory capital treatment of
recourse obligations and direct credit
substitutes that expose banks, bank
holding companies, and thrift institu-
tions to credit risk. The proposed rules
would use credit ratings to match the
risk-based capital assessment more
closely to an institution’s relative risk of
loss in certain asset securitizations.

Unrealized Gains on Certain
Equity Securities

On October 23, 1997, the agencies
issued a joint proposal to amend the
risk-based capital standards for banks,
bank holding companies, and thrift
institutions with regard to the treatment
of certain unrealized revaluation gains
on certain equity securities. Under the
proposal, institutions would be per-
mitted to include in tier 2 capital up
to 45 percent of their unrealized gains
on certain available-for-sale equity
securities.

Servicing Assets

On August 4, 1997, the agencies issued
a proposal to amend their risk-based and
tier 1 leverage capital guidelines for
banks, bank holding companies, and
thrift institutions to address the account-
ing treatment of servicing assets on both
mortgage assets and financial assets
other than mortgages. The proposal
reflects changes in accounting standards
for servicing assets made in Statement
of Financial Accounting Standard (FAS)
No. 125, Accounting for Transfers and
Servicing of Financial Assets and Extin-
guishments of Liabilities. FAS 125
extended the accounting treatment for
mortgage servicing to servicing on all
financial assets. The proposed amend-
ment would raise the capital limitations
on the sum of all mortgage servicing
assets and purchased credit card rela-

tionships from 50 percent of tier 1 capi-
tal to 100 percent of tier 1 capital. The
amendment would also allow the deduc-
tion of servicing assets on financial
assets other than mortgages from tier 1
capital.

Leverage Capital Ratios

On October 27, 1997, the agencies
issued for public comment a proposal
addressing their leverage standards.
Under the proposal, institutions rated a
composite 1 under the Uniform Finan-
cial Institutions Rating System would be
subject to a minimum 3.0 percent lev-
erage ratio, and all other institutions
would be subject to a minimum 4.0 per-
cent leverage ratio. This change would
simplify and streamline the leverage
standards and make the agencies’ rules
uniform.

Technical Modifications

In October 1997, the agencies issued
a proposal to amend their capital
adequacy guidelines to eliminate differ-
ences among the agencies. The pro-
posed amendments pertain to the risk-
based capital treatment of presold one-
to four-family residential properties,
second liens on one- to four-family resi-
dential properties, and investments in
mutual funds. The amendment would
permit a 50 percent risk weight for con-
struction loans on all presold one- to
four-family residential properties. All
first and second liens would be treated
separately, with qualifying first liens
risk-weighted at 50 percent and non-
qualifying first liens and all second liens
risk-weighted at 100 percent. At their
option, institutions would be permitted
to assign mutual fund investments on a
pro rata basis among the risk categories
according to the investment limits in the
mutual fund prospectus.
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Real Estate Appraisal Regulation

In 1990, in accordance with title XI
of the Financial Institutions Reform,
Recovery, and Enforcement Act of
1989, the Board, along with the other
federal banking agencies, adopted
appraisal regulations for real estate-
related transactions within their jurisdic-
tion and exempted certain transactions
from the regulations. In 1994 the agen-
cies amended several existing exemp-
tions and added several new exemp-
tions. On December 5, 1997, the Board
issued a proposal to amend its real estate
appraisal regulation for bank holding
companies and their nonbank subsidi-
aries. The proposed amendment would
permit a bank holding company or its
nonbank subsidiary having the authority
to underwrite or deal in mortgage-
backed securities to do so without dem-
onstrating that the loans underlying the
securities are supported by appraisals
that at origination met the Board’s
appraisal regulation. The Board pro-
posed this amendment to address con-
cerns raised by bank holding companies
regarding the inability of their nonbank
subsidiaries to actively participate in the
commercial mortgage-backed securities
market because of the Board’s appraisal
requirements. A final amendment is
expected in early 1998.

Risk-Focused Supervision

Over the past several years the Federal
Reserve has initiated a number of pro-
grams aimed at enhancing the effective-
ness of the supervisory process. The
main objective of these initiatives has
been to sharpen the focus on (1) those
business activities posing the greatest
risk to banking organizations and (2) the
organizations’ management processes
for identifing, measuring, monitoring,
and controlling their risks.

Risk-Focused Supervision of Banks

In October 1997, the Federal Reserve
formally implemented two risk-focused
supervision programs for banks, one for
large, complex banking organizations
and the other for community banks.
Both programs rely on an understanding
of the institution, the performance of
risk assessments, the development of a
supervisory plan, and examination pro-
cedures tailored to the institution’s risk
profile.

Large, complex banks. For large,
complex organizations, the supervision
program emphasizes the need for ongo-
ing supervision, through increased
planning and off-site monitoring, and
for coordination of supervisory activi-
ties with an organization’s multiple
regulators, to improve efficiency and
avoid duplication. The program also
emphasizes a review of functional
activities or business lines, rather than
just legal entities, because large organi-
zations generally are structured accord-
ing to business functions and manage
many important financial and opera-
tional activities centrally. As part of this
approach, the program endorses the con-
cept of conducting, when appropriate, a
series of targeted examinations during a
given supervisory cycle, each focusing
on a single function or business line.

Community banks. The supervisory
framework for community banks was
developed jointly by the Federal
Reserve and the FDIC in close consul-
tation with state bank supervisors. The
program sets forth guidelines for plan-
ning and scoping examinations to focus
on the areas of highest risk to the bank
and encourages the performance of as
many supervisory activities as possible
off-site. It also describes general proce-
dures for examining each of the major
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areas of a bank’s risk-bearing activities.
The procedures are set forth in modules
that are structured in a decision-tree for-
mat. This format allows an examiner
to draw conclusions about a particular
activity after completing a core analysis,
which in most cases would require only
a few procedures. If the core analysis
indicates that a more in-depth review
and more testing are needed to draw a
conclusion about a particular activ-
ity, the examiner would perform an
expanded analysis. To aid in conducting
risk-focused examinations, an auto-
mated program has been developed that
allows examiners to document their
work for each module on their laptop
computers. The program, which also
provides electronic access to the FDIC
and Federal Reserve examination manu-
als, is designed to operate on all comput-
ers currently used by FDIC, Federal
Reserve, and state bank supervisors.

Risk-Focused Supervision of Small
Shell Bank Holding Companies

In November 1997, the Board adopted a
risk-focused supervision program for
small shell bank holding companies
that tailors supervisory activities to an
assessment of each company’s reported
condition and activities and the condi-
tion of its subsidiary banks. Under the
program, Reserve Banks are expected to
perform a risk assessment of each small
shell bank holding company at least
once during each supervisory cycle,
which depends on the examination fre-
quency for the holding company’s lead
bank. If the preliminary assessment
identifies no unusual supervisory issues
or concerns, no special follow-up with
the company is necessary. However, if it
supports the assignment of a super-
visory rating (that is, a BOPEC rating)
of 3 or worse or a management rating
of less than satisfactory, a full-scope,

on-site inspection is expected to be per-
formed. Newly formed companies will
still be subject to a full-scope, on-site
inspection within the first twelve to
eighteen months of operation.

Examination-Frequency Guidelines

In February 1997, the Board and the
other banking agencies revised their
examination-frequency guidelines to
address provisions in the Riegle Com-
munity Development and Regulatory
Improvement Act of 1994 and the Eco-
nomic Growth and Regulatory Paper-
work Reduction Act of 1996. As a result
of the revision, certain banks having
assets of less than $250 million will be
subject to an eighteen-month examina-
tion cycle rather than a twelve-month
cycle. To qualify for less-frequent
examination, a bank must be rated com-
posite 2 or better, must be well capital-
ized and well managed, must not be
subject to a formal enforcement action,
and must not have experienced a change
of control during the preceding twelve
months.

Risk-Management Guidance

In June 1997, in response to an amend-
ment to the Basle Accord on capital
requirements for exposure to general
market risk, the Federal Reserve issued
guidance on the risk-based capital treat-
ment of credit derivatives held in trad-
ing accounts. Banking organizations are
expected to hold risk-based capital to
compensate for exposure to counter-
party credit risk, general market risk,
and specific risk in credit derivative
transactions.

In July 1997, the Board issued guid-
ance on the risk management and capital
adequacy of secondary-market credit
activities such as loan syndications,
loan sales and participations, credit
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derivatives, and asset securitizations and
the provision of credit and liquidity
enhancements to transactions in these
areas. The guidance identifies some
of the significant risks involved in
several of the more common types
of secondary-market credit activities.
It also describes sound practices and
special considerations that supervisors
should take into account when assess-
ing a banking organization’s systems
for managing risks arising from these
activities.

Derivatives Accounting and
Disclosures

During 1997 the Federal Reserve
provided comments on the Financial
Accounting Standards Board’s (FASB)
proposed standard Accounting for
Derivative and Similar Financial
Instruments and for Hedging Activities.
Although the Federal Reserve supports
the FASB’s objective of promoting
greater transparency in financial state-
ments, the Board’s comment letters
expressed concerns that the FASB
approach would not improve the trans-
parency of financial reporting and
would likely constrain prudent risk-
management practices that make use of
derivatives. The Federal Reserve offered
the FASB suggestions for improving
the transparency of financial reporting
for derivatives and all other financial
instruments. In conjunction with the
Basle Committee on Banking Super-
vision, similar comments were provided
to the International Accounting Stan-
dards Committee (IASC) regarding
its accounting proposal for financial
instruments.

Industry groups and regulators contin-
ued during 1997 to monitor the quality
of bank disclosures of derivatives activi-
ties, with the goal of making these
activities more transparent to the public

and to regulatory authorities. In Novem-
ber, the Basle Supervisors Committee
and the Technical Committee of the
International Organisation of Securities
Commissions (IOSCO) issued a third
joint report on the public disclosure of
trading and derivatives activities of
banks and securities firms worldwide.
The report provides an overview and
analysis of the disclosures about trading
and derivatives activities presented in
the 1996 annual reports of a sample of
the largest internationally active banks
and securities firms in the G-10 coun-
tries, and notes improvements since
1993.3 The analysis was built in part on
a framework used by the Federal
Reserve in analyzing the trading and
derivatives disclosures of major U.S.
banking organizations. It revealed that a
number of firms in the sample have con-
tinued to make general improvements,
such as the expansion of value-at-risk
disclosures, as well as significant volun-
tary innovations in their annual report
disclosures. Despite these encouraging
advances, however, some institutions
have continued to disclose little about
their trading and derivatives activities.
The report also contains recommenda-
tions made by the Basle Committee and
IOSCO in 1995 for further improve-
ments in disclosures of qualitative and
quantitative information about institu-
tions’ involvement in trading and de-
rivatives activities, including their risk
exposures and risk-management poli-
cies, and the effect of these activities on
earnings.

Bank Internal Audit Functions

In December 1997, the Board and the
other federal banking regulators issued a
joint policy statement that describes

3. The total sample consisted of seventy-nine
global institutions holding more than $83 trillion
in derivative instruments (notional amounts).
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sound practices for managing the inter-
nal audit function of banking organiza-
tions and includes a major section on
internal audit outsourcing. The state-
ment reiterates that directors and senior
managers are responsible for ensuring
that the system of internal control is
adequate for the nature and scope of the
organization’s business. It provides
examiners with guidance for assessing
the quality and effectiveness of an
organization’s internal audit function.
It also provides guidance on sound
practices for internal audit outsourc-
ing arrangements and on independence
issues when an accountant plans to serve
as the banking organization’s external
auditor and as its internal-audit out-
sourcing vendor.

Information Technology

As described in previous sections, dur-
ing 1997 the Federal Reserve formal-
ized risk-based supervision programs for
large, complex banking organizations
and for community banking organiza-
tions. The Division of Banking Supervi-
sion and Regulation views the support
of these programs as its most critical
objective in deploying information tech-
nology. The risk-based programs require
that (1) the division maintain a current
risk profile of large, complex organiza-
tions subject to Federal Reserve super-
vision for the purpose of determining
the appropriate supervisory strategy for
ensuring safe and sound operations and
(2) examination exercises for all organi-
zations focus on areas of highest risk
and be conducted in a manner that both
leverages to the greatest extent possible
upon existing management information
systems and eliminates duplication of
effort among regulators and bankers.
During the year, the division made sig-
nificant progress in the use of infor-
mation technology to support these pro-

grams and implemented a process for
focusing future development efforts on
risk-based supervision. Several of these
initiatives are discussed below.

National Information Center and
National Examination Database

The National Information Center (NIC)
is a Federal Reserve System database
maintained at the Board of Governors
and made available to staff members at
the Board, the Reserve Banks, and other
federal and state banking agencies. The
NIC contains information about the
organizational structure of all deposi-
tory institutions, nonbanks, bank hold-
ing companies, and foreign banking
organizations operating in the United
States. It also contains financial infor-
mation such as Call Report data and
Uniform Performance reports for
depository institutions, and FR-Y finan-
cial reports and Uniform Performance
reports for bank holding companies. In
addition, the NIC contains supervisory
information resulting from examina-
tions and inspections and enables end
users to perform financial analysis on
institutions.

During 1997, work continued on
software to improve NIC’s usefulness
through the use of distributed technolo-
gies. The National Examination Data
(NED) software system was imple-
mented in December. The system allows
staff members to retrieve and update
supervisory and financial information on
depository institutions and bank holding
companies. Development of the NED
system, which was begun in 1995 to
take advantage of the Federal Reserve
System’s intranet and to improve the
functionality of the NIC through the use
of client/server technology, will greatly
facilitate the examination process, bank
surveillance, and supervisory analysis.
Implementation of similar technological
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improvements to support other areas of
the NIC began in 1996 and will con-
tinue, in several phases, through 1999.
In addition, much progress was made in
1997 toward providing public access
to nonconfidential NIC information.
In January, a public Internet page was
made available to provide access to
many of the structure and financial
reports contained in the NIC. The page
is reached through the FFIEC home
page and through a link on the Board of
Governor’s home page.

In 1998 and beyond, the Federal
Reserve will make the NED system
available to state banking agencies and
will explore ways to use internet tech-
nologies to expand the availability of
NIC data in general.

Foreign Banking Organization
Desktop (FBO Desktop)

FBO Desktop is an automated system
developed by the Federal Reserve to
assist in the supervision of U.S. branches
and agencies of foreign banking organi-
zations. The system makes possible the
sharing throughout the Federal Reserve
System of information used in the super-
vision of foreign banking organiz-
ations, including information on foreign
financial systems, foreign accounting
standards, and analysis of the financial
performance of foreign banking organi-
zations having U.S. operations. The Fed-
eral Reserve plans in May 1998 to
implement a similar system for large
domestic banking organizations that
includes more types of information.
Also in 1998, access to these two sys-
tems will be extended to state and fed-
eral banking regulators.

Examination-Related Initiatives

In 1997, the Division of Banking Super-
vision and Regulation took several steps

to improve the use of automation in
the conduct of examinations, notably
through joint efforts with the FDIC and
state bank supervisors. One step was
development of the Examination Laptop
Visual Information System (ELVIS).
ELVIS leads examiners through a deci-
sion matrix to focus on high-risk activi-
ties and helps ensure consistency among
examiners in the use of risk-focused pro-
cedures. Because it automatically docu-
ments the examination process, the
system also provides cost savings.

Also during the year, the division
agreed with the FDIC and state super-
visors to use a common, automated
tool for analyzing loans. Use of an auto-
mated loan-analysis tool saves consider-
able examination resources by expedit-
ing the selection of loans to be reviewed,
eliminating the need to transcribe cer-
tain information available electronically
at the bank, and facilitating greater port-
folio analysis. The division also agreed
with the FDIC and state supervisors on a
system for accessing data to be used in
conducting examinations and preparing
examination reports. A production ver-
sion of the system is expected to be
ready in late 1998.

Staff Training

The Supervisory Education Program
trains staff members having supervisory
or regulatory responsibilities at the
Reserve Banks, at the Board of Gover-
nors, and at state banking departments;
students from supervisory counterparts
in foreign countries attend the training
sessions on a space-available basis. The
program provides training at the basic,
intermediate, and advanced levels for
the four disciplines of bank supervi-
sion: bank examinations, bank holding
company inspections, surveillance and
monitoring, and applications analysis.
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Classes are conducted in Washington,
D.C., or at regional locations and may
be held jointly with regulators of other
financial institutions. The program is
designed to increase the student’s
knowledge of the entire supervisory and
regulatory process and thereby provide
a higher degree of cross-training among
staff members.

The System also participates in train-
ing offered by the Federal Financial In-
stitutions Examination Council (FFIEC)
and by certain other regulatory agencies.
The System’s involvement includes
developing and implementing basic and
advanced training in various emerging
issues as well as in such specialized
areas as trust activities, international

banking, information technology,
municipal securities dealer activities,
capital markets, payment systems risk,
white collar crime, and real estate lend-
ing. In addition, the System co-hosts the
World Bank Seminar for students from
developing countries.

The Federal Reserve conducted a
variety of schools and seminars in 1997,
and staff members participated in sev-
eral courses offered by or cosponsored
with other agencies, as shown in the
accompanying table.

In 1997 the Federal Reserve trained
4,199 students in System schools, 1,085
in schools sponsored by the FFIEC, and
84 in other schools, for a total of 5,368,
including 256 representatives from for-

Number of Sessions of Training Programs for Banking Supervision and Regulation, 1997

Program Total Regional

Schools or seminars conducted by the Federal Reserve
Core schools

Introduction to examinations. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 6
Financial institution analysis. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 7
Bank management. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 3
Effective writing for banking supervision staff. . . . . . . . . . . . . . . . . . . . 19 19
Management skills. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12 11
Conducting meetings with management. . . . . . . . . . . . . . . . . . . . . . . . . . 19 19

Other schools
Loan analysis. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6 5
Real estate lending seminar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 3
Specialized lending seminar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 . . .
Senior forum for current banking and regulatory issues. . . . . . . . . . . . 5 4
Banking applications. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 . . .
Bank holding company inspections. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6 5
Basic entry-level trust. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 . . .
Advanced trust. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 . . .
Consumer compliance examinations I. . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 . . .
Consumer compliance examinations II. . . . . . . . . . . . . . . . . . . . . . . . . . . 3 . . .
CRA examination techniques. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 . . .
Fair lending . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 . . .
Information systems and emerging technology risk management . . . 17 16
Information systems continuing education. . . . . . . . . . . . . . . . . . . . . . . . 2 . . .
Intermediate information systems examination. . . . . . . . . . . . . . . . . . . . 1 . . .
Capital markets seminars. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16 12
Section 20 securities seminar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 2
Internal controls. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 5
Seminar for senior supervisors of foreign central banks1 . . . . . . . . . . . 1 . . .

Other agencies conducting courses2

Federal Financial Institutions Examination Council. . . . . . . . . . . . . . . . . . 55 7
Office of the Comptroller of the Currency. . . . . . . . . . . . . . . . . . . . . . . . . . . 3 . . .
Federal Bureau of Investigation3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 1

Note. . . . Not applicable.
1. Conducted jointly with the World Bank.
2. Open to Federal Reserve employees.

3. Co-sponsored by the Federal Reserve, the Federal
Deposit Insurance Corporation, the Office of Thrift Super-
vision, and the Office of the Comptroller of the Currency.
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eign central banks. A total of 26,608
student days of training were provided,
comparable to the amount of training
provided in recent years.

The Federal Reserve System also
gave scholarship assistance to the states
for training their examiners in Federal
Reserve and FFIEC schools. Through
this program 773 state examiners were
trained: 458 in Federal Reserve courses,
302 in FFIEC programs, and 13 in other
courses.

Every staff member seeking an exam-
iner’s commission is required to pass
a core proficiency examination, which
includes a core content area and a spe-
cialty area of the student’s choice—
safety and soundness, consumer affairs,
trust, or information technology (for-
merly information systems). In 1997,
131 students took the examination (see
table).

Late in the year, the System initiated
revisions to the core training program
that leads to the commissioning of assis-
tant examiners. The project was under-
taken to give assistant examiners a
greater understanding of risk-focused
examination concepts, the components
of sound internal controls, the impor-
tance of management information sys-
tems, the concept of risk as it applies to
banking, and the key supervisory issues
related to integrated supervision. The
changes will be implemented over 1998
and 1999.

Federal Financial Institutions
Examination Council

Year 2000

The Federal Reserve is working closely
with the other federal banking agencies
to address the banking industry’s readi-
ness for the year 2000. The supervisory
program focuses on the industry’s
efforts to ensure that automated systems
will be able to correctly calculate date-
dependent information after the century
date change. The program has included
the issuance of several policy state-
ments, the development of a uniform
set of examination procedures, and an
outreach program that has provided
numerous opportunities for banks and
bank supervisors to discuss the issues.
Year 2000 supervisory initiatives are
continuing to intensify and have been of
great interest to the industry, bank super-
visors, and the Congress.

The banking agencies, through the
FFIEC, issued two policy statements to
all banks in 1997—‘‘Year 2000 Project
Management Awareness’’ on May 5 and
‘‘Safety and Soundness Guidelines Con-
cerning the Year 2000 Business Risk’’
on December 17. The May statement
included a set of uniform examination
procedures that is being used in the
Year 2000 examination of all banks sub-
ject to Federal Reserve supervision by
mid-1998.

Status of Students Registered for the Core Proficiency Examination, 1997

Student status Core

Specialty area

Safety and
soundness Consumer Trust Information

technology

In queue, year-end 1996. . . . . . . . 33 26 4 1 0
Test taken, 1997. . . . . . . . . . . . . . . 131 82 42 5 6

Passed. . . . . . . . . . . . . . . . . . . . . . 114 69 33 5 2
Failed. . . . . . . . . . . . . . . . . . . . . . . 17 13 9 0 4

In queue, year-end 1997. . . . . . . . 23 13 9 0 1

Note. Students choose a test in one specialty area to accompany the core examination.
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As part of its outreach activities, the
Federal Reserve in June 1997 pro-
duced a ten-minute video entitled
‘‘Year 2000 Executive Awareness,’’
which is intended for viewing by bank
boards of directors and senior manage-
ment. Governor Edward W. Kelley, Jr.,
introduces the video and emphasizes
that the Year 2000 challenge is a busi-
ness matter and not exclusively a tech-
nology problem, thus warranting the
attention of boards of directors and
senior officers.

In an effort to intensify international
involvement by foreign bank super-
visors, the Federal Reserve and other
U.S. bank supervisors worked closely
with the Bank for International Set-
tlements’s Committee on Banking
Supervision to prepare a paper on the
Year 2000 situation that was distributed
in September 1997 to banks and bank
supervisors in more than one hundred
countries. The committee encouraged
BIS member countries to make prepara-
tion for the year 2000 a priority to en-
sure that banks everywhere are ready for
the century date change.

The Federal Reserve’s supervisory
activities and internal preparations have
been of significant interest to both the
House and the Senate Banking Commit-
tees as well as to the General Account-
ing Office. Staff members have been
asked to provide quarterly written and
oral briefings to both houses of Con-
gress beginning with the third quarter
of 1997 and continuing through the cen-
tury date change.

Revisions to the Call Report

During 1997 the FFIEC implemented
changes to the bank Reports of Condi-
tion and Income (Call Reports) to adopt
generally accepted accounting principles
(GAAP) as the reporting basis in all
areas of the Call Reports, effective with

the March 1997 report. This change
brought the accounting principles used
in bank regulatory reports into confor-
mity with those used in bank holding
company FR-Y reports, savings asso-
ciation Thrift Financial Reports, and
general-purpose financial statements.
The FFIEC also revised the Report of
Assets and Liabilities of U.S. Branches
and Agencies of Foreign Banks (FFIEC
002), effective with the March 1997
report, and the Foreign Branch Report
of Condition (FFIEC 030), effective
with the September 1997 report, to
adopt GAAP and certain other disclo-
sures to maintain consistency with the
bank Call Reports.

In October, the Federal Reserve and
the other federal banking agencies pro-
posed minor revisions to the bank Call
Reports to improve the agencies’ ability
to monitor bank compliance with certain
regulations and to facilitate bank super-
vision. The revisions would, with the
March 1998 report, add items to monitor
compliance with the risk-based capital
standards for market risk exposures
and low-level recourse transactions less
frequently as part of the FFIEC’s con-
tinuing efforts to reduce unnecessary
regulatory burden and to streamline
regulatory reports. The proposal would
also eliminate several detailed items on
bank trading portfolios and collect cer-
tain deposit information.

Besides implementing or proposing
changes to Call Report content, the
FFIEC in 1997 phased out the direct
filing of Call Reports in paper form
and implemented an electronic filing
requirement. The FFIEC also revised the
four versions of the Call Report instruc-
tions into a single set of instructions and
made the report forms available on the
Internet. These changes are consistent
with the objectives of section 307 of
the Riegle Community Development
and Regulatory Improvement Act of

Banking Supervision and Regulation233



1994, which requires that the agencies
work together to develop a single form
for the filing of core information by
banks, savings associations, and bank
holding companies; to simplify instruc-
tions for such reports; and to develop a
system under which such reports can be
filed electronically.

Regulation of the
U.S. Banking Structure

The Board administers the Bank Hold-
ing Company Act, the Bank Merger Act,
the Change in Bank Control Act, and
the International Banking Act for bank
holding companies, member banks, and
foreign banking organizations. In doing
so, the Federal Reserve acts on a variety
of proposals that directly or indirectly
affect the structure of U.S. banking at
the local, regional, and national levels;
the international operations of domestic
banking organizations; and the U.S.
banking operations of foreign banks.

Bank Holding Company Act

Under the Bank Holding Company Act,
a company must obtain the Federal
Reserve’s approval before forming a
bank holding company by acquiring
control of one or more banks in the
United States. Once formed, a bank
holding company must receive the Fed-
eral Reserve’s approval before acquir-
ing additional banks or nonbanking
companies. The act permits well-run
bank holding companies that satisfy spe-
cific criteria to commence certain non-
banking activities on a de novo basis
without prior Board approval and estab-
lishes an expedited prior notice proce-
dure for other activities and for small
acquisitions.

In reviewing an application or notice
filed by a bank holding company

for prior Board approval, the Federal
Reserve considers several factors,
including the financial and managerial
resources of the applicant, the future
prospects of both the applicant and the
firm to be acquired, the convenience and
needs of the community to be served,
the potential public benefits, the com-
petitive effects of the proposal, and the
applicant’s ability to make available to
the Board information deemed neces-
sary to ensure compliance with applica-
ble law. In the case of a foreign banking
organization seeking to acquire control
of a U.S. bank, the Federal Reserve also
considers whether the foreign bank is
subject to comprehensive supervision or
regulation on a consolidated basis by its
home country supervisor.

In 1997, the Federal Reserve
approved 358 proposals by foreign or
domestic companies to become bank
holding companies; approved 108 pro-
posals by existing bank holding compa-
nies to merge with other bank holding
companies; approved 283 proposals by
existing bank holding companies to
acquire or retain banks; approved 398
requests by existing bank holding com-
panies to acquire nonbank firms engaged
in activities closely related to banking;
and approved 90 other bank holding
company applications or notices and
denied 1. Data on these and all other
decisions are shown in the accom-
panying table.

Bank Merger Act

The Bank Merger Act requires that all
proposed mergers of insured depository
institutions be acted on by the appropri-
ate federal banking agency. If the insti-
tution surviving the merger is a state
member bank, the Federal Reserve has
primary jurisdiction. Before acting on a
proposed merger, the Federal Reserve
considers factors relating to the financial
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and managerial resources of the appli-
cant, the future prospects of the existing
and combined institutions, the conve-
nience and needs of the community to
be served, and the competitive effects of
the proposal. It also considers the views
of certain other agencies regarding the
competitive factors involved in the
transaction.

During 1997 the Federal Reserve
approved 156 merger applications. As
required by law, each merger is
described in thisReport (in table 16 of
the ‘‘Statistical Tables’’ chapter).

When the FDIC, the OCC, or the
OTS has jurisdiction over a merger, the
Federal Reserve is asked to comment on
the competitive factors to ensure com-
parable enforcement of the antitrust pro-
visions of the Bank Merger Act. The
Federal Reserve and those agencies have
adopted standard terminology for
assessing competitive factors in merger
cases to ensure consistency in adminis-
tering the act. The Federal Reserve sub-
mitted 994 reports on competitive fac-

tors to the other federal banking agen-
cies in 1997.

Change in Bank Control Act

The Change in Bank Control Act
requires persons seeking control of a
U.S. bank or bank holding company to
obtain approval from the appropriate
federal banking agency before com-
pleting the transaction. Under the act,
the Federal Reserve is responsible for
reviewing changes in control of state
member banks and of bank holding
companies. In doing so, the Federal
Reserve reviews the financial position,
competence, experience, and integrity of
the acquiring person; considers the
effect on the financial condition of the
bank or bank holding company to be
acquired; determines the effect on com-
petition in any relevant market; assesses
the completeness of information submit-
ted by the acquiring person; and consid-
ers whether the proposal would have an

Decisions by the Federal Reserve, Domestic and International Applications, 1997

Proposal

Direct action
by the

Board of Governors

Action under authority delegated
by the Board of Governors

Total
Director of the

Division of Banking
Supervision and

Regulation

Office
of the

Secretary

Federal
Reserve Banks

Approved Denied Permitted Approved Denied Approved Approved Permitted

Formation of holding
company . . . . . . . 12 0 0 0 0 1 261 84 358

Merger of holding
company . . . . . . . 12 0 0 0 0 16 61 19 108

Acquisition of bank . . 25 0 0 0 0 22 155 81 283
Acquisition of

nonbank . . . . . . . . . . 0 0 124 0 0 44 0 230 398
Merger of bank. . . . . . 23 0 0 0 0 17 116 0 156
Change in control. . . . 6 0 0 0 0 4 0 174 184
Establishment of a

branch, agency,
or representative
office by a
foreign bank . . . . 18 0 1 0 0 0 1 0 20

Other . . . . . . . . . . . . . . . 363 1 58 19 0 169 1,395 129 2,134

Total . . . . . . . . . . . . . . . . 459 1 183 19 0 273 1,989 717 3,641
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adverse effect on the federal deposit
insurance funds.

The appropriate federal banking agen-
cies are required to publish notice of
each proposed change in control and to
invite public comment, particularly from
persons located in the markets served by
the institution to be acquired. The agen-
cies are also required to assess the quali-
fication of each person seeking control.
In early 1997, following discussions
with the FDIC, the OCC, and the OTS,
the Board adopted significant changes to
the portion of Regulation Y that imple-
ments the Change in Bank Control Act.
The modifications represent an attempt
to reduce unnecessary regulatory burden
and to harmonize the scope and pro-
cedural requirements of the Federal
Reserve with those of the other federal
banking agencies. As discussed in the
later section ‘‘Recent Regulatory
Changes,’’ these revisions were part of a
broader effort by the Board to improve
Regulation Y.

In 1997 the Federal Reserve acted
on 184 proposed changes in control of
state member banks and bank holding
companies.

International Banking Act

The International Banking Act, as
amended by the Foreign Bank Supervi-
sion Enhancement Act of 1991, requires
Federal Reserve approval for the estab-
lishment of branches, agencies, com-
mercial lending company subsidiaries,
and representative offices by foreign
banks in the United States.

In reviewing proposals, the Board
generally considers whether the foreign
bank is subject to comprehensive super-
vision or regulation on a consolidated
basis by its home country supervisor. It
may also take into account whether the
home country supervisor has consented
to the establishment of the U.S. office;

the financial resources of the foreign
bank and its existing U.S. operations;
the managerial resources of the foreign
bank; whether the home country super-
visor shares information regarding the
operations of the foreign bank with other
supervisory authorities; whether the for-
eign bank has provided adequate assur-
ances that information concerning its
operations and activities will be made
available to the Board, if deemed neces-
sary to determine and enforce compli-
ance with applicable law; and the record
of the foreign bank with respect to com-
pliance with U.S. law.4

In 1997, the Federal Reserve
approved applications by fourteen for-
eign banks from twelve foreign coun-
tries to establish branches, agencies, and
representative offices in the United
States.

Public Notice of
Federal Reserve Decisions

Each decision by the Federal Reserve
that involves a bank holding company, a
bank merger, a change in control, or the
establishment of a new U.S. banking
presence by a foreign bank is effected
by an order or an announcement. Orders
state the decision, the essential facts of
the application or notice, and the basis
for the decision; announcements state
only the decision. All orders and
announcements are made public imme-
diately; they are subsequently reported
in the Board’s weekly H.2 statistical
release and in the monthlyFederal
Reserve Bulletin. The H.2 release also
contains announcements of applications
and notices received by the Federal
Reserve but not yet acted on. In 1997,
the H.2 release became available on the
Board’s public Web site.

4. The Board may also consider the needs of
the community, the foreign bank’s history of
operation, and its relative size in its home country.
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Timely Processing of Applications

The Federal Reserve maintains target
dates and procedures for the processing
of applications. The setting of target
dates promotes efficiency at the Board
and the Reserve Banks and reduces the
burden on applicants. The time allowed
for a decision ranges from thirty to sixty
days, depending on the type of applica-
tion or notice. In 1997, 98 percent of
decisions met this standard.

Delegation of Applications

Historically, the Board of Governors has
delegated certain regulatory functions—
including the authority to approve,
but not to deny, certain types of
applications—to the Reserve Banks, to
the Director of the Board’s Division of
Banking Supervision and Regulation,
and to the Secretary of the Board. The
delegation of responsibility for applica-
tions permits staff members at the Board
and the Reserve Banks to work more
efficiently by removing routine cases
from the Board of Governors’s agenda.
In 1997, 82 percent of the applications
processed were acted on under delegated
authority.

Recent Regulatory Changes

In February 1997, the Board approved
significant revisions to Regulation Y,
which implements the Bank Holding
Company Act, the Change in Bank Con-
trol Act, and certain related statutes. The
revisions were intended to improve the
competitiveness of bank holding compa-
nies by eliminating unnecessary regula-
tory burden and operating restrictions
and by streamlining the application and
notice process. As part of the final regu-
lation, the Board implemented a stream-
lined and expedited review process for
bank and nonbank proposals by well-

run bank holding companies. The Board
also reorganized and expanded the list
of generally permissible activities of
bank holding companies and updated
or eliminated many of the restrictions
under which bank holding companies
conduct business. The final regulation
also adopted a number of measures
designed to broaden and improve public
notice of acquisition proposals.

In December 1997, the Board
requested comment on proposed com-
prehensive revisions to Regulation K,
which governs international banking
operations. The proposed revisions are
intended to improve the international
competitiveness of U.S. banking organi-
zations by expanding permissible activi-
ties abroad and reducing regulatory bur-
den associated with the conduct of such
activities, and to reduce regulatory bur-
den on foreign banks operating in the
United States by streamlining the appli-
cation and notice process.

Banking and Nonbanking Proposals

During 1997, the Board approved sev-
eral merger proposals involving some
of the largest banking organizations in
the United States. As in previous cases,
these proposals generated many com-
ments from the public, particularly with
respect to Community Reinvestment
Act, fair lending, and competitive
issues. The Board also continued to
process numerous banking proposals
involving mutual holding companies.

Beginning in the second half of 1996,
the Board adopted a series of changes in
the restrictions applicable to the opera-
tions of section 20 subsidiaries. As a
result of these changes, the Federal
Reserve System in 1997 received sig-
nificantly more proposals involving the
establishment and expansion of sec-
tion 20 subsidiaries by bank holding
companies. By year-end 1997, the Board
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had approved a variety of proposals by
both foreign and domestic banking orga-
nizations to acquire full-service securi-
ties brokerage and investment firms. The
number of section 20 subsidiary propos-
als from smaller banking organizations
also increased.

In the course of acting on other
nonbanking proposals by foreign and
domestic bank holding companies, the
Board continued to expand the scope of
permissible data processing activities to
facilitate electronic banking. It also per-
mitted several banking organizations
to acquire or retain certain operations
engaged in a broad range of mutual fund
activities.

Overseas Investments by
U.S. Banking Organizations

U.S. banking organizations, with the
authorization of the Board, may engage
in a broad range of activities overseas.
Most foreign investments may be made
under general consent procedures that
involve only after-the-fact notification
to the Board; significant investments
must be reviewed by the Board in
advance. In 1997 the Board approved
twenty-three proposals by U.S. banking
organizations to make significant invest-
ments overseas.

The Board also has authority to act on
proposals involving Edge Act and agree-
ment corporations, which are established
by banking organizations to provide a
means of engaging in international busi-
ness. In 1997 the Board approved two
proposals to increase the investment by
a member bank in its Edge corporation
subsidiaries above 10 percent of the
member bank’s capital and surplus.
These proposals were novel in that until
September 1996, U.S. banks were pro-
hibited from investing more than 10 per-
cent of their capital and surplus in Edge
and agreement corporations. At that

time, legislation was adopted that allows
member banks to invest up to 20 percent
of their capital and surplus with the prior
approval of the Board. During 1997, the
Board also approved two applications to
establish new agreement corporations.

Applications by Member Banks

State member banks must obtain Board
approval to establish domestic branches,
and member banks (including national
banks) must obtain Board approval to
establish foreign branches. In consider-
ing proposals for domestic branches, the
Board reviews the scope of the func-
tions and the character of the business to
be conducted. In reviewing proposals
for foreign branches, the Board consid-
ers, among other things, the condition of
the bank and the bank’s experience in
international business. Once a member
bank has received authority to open a
branch in a particular foreign country,
the member bank may open additional
branches in that country without prior
Board approval. In 1997 the Federal
Reserve acted on merger and new
branch proposals related to 1,681
domestic branches and granted prior
approval for the establishment of 10 for-
eign branches.

Stock Repurchases by
Bank Holding Companies

A bank holding company may purchase
its own shares from its shareholders.
When the company borrows money to
buy the shares, the transaction increases
its debt and decreases its equity. Rela-
tively larger purchases may undermine
the financial condition of a bank holding
company and its bank subsidiaries. The
Federal Reserve may object to stock
repurchases by holding companies that
fail to meet certain standards, including
the Board’s capital guidelines. In 1997
the Federal Reserve reviewed thirty-
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seven proposed stock repurchases by
bank holding companies, all of which
were acted upon under delegated author-
ity by either the Reserve Banks or the
Secretary of the Board.

Enforcement of Other Laws
and Regulations

Financial Disclosure by
State Member Banks

State member banks that issue securities
registered under the Securities Exchange
Act of 1934 must disclose certain infor-
mation of interest to investors, including
financial reports and proxy statements.
By statute, the Board’s financial disclo-
sure rules must be substantially similar
to those of the Securities and Exchange
Commission. At the end of 1997,
twenty-eight state member banks, most
of them small or medium sized, were
registered with the Board under the
Securities Exchange Act.

Bank Secrecy Act

The Currency and Foreign Transactions
Reporting Act (the Bank Secrecy Act)
was originally designed as a means of
creating and maintaining records of vari-
ous financial transactions that otherwise
would not be identifiable in efforts to
trace the proceeds of illegal activities. In
recent years, the Bank Secrecy Act has
been regarded as a primary tool in the
fight against money laundering. The
records that must be reported and main-
tained by financial institutions provide
law enforcement authorities, as well as
bank regulators, with data useful in
detecting and preventing unlawful activ-
ity. The Federal Reserve, through its
examination process and other off-site
measures, monitors compliance with the
Bank Secrecy Act by the institutions it
supervises.

In 1997 the Federal Reserve issued
revised and expanded procedures for
its examinations for compliance with
the Bank Secrecy Act that include
new interagency anti-money-laundering
examination procedures, as required by
the provisions of section 404 of the
Riegle Community Development and
Regulatory Improvement Act of 1994.
The enhancements include procedures
that address compliance with anti-
money-laundering rules, procedures to
determine whether suspicious activities
are being monitored and reported,
procedures to assess training programs
for all relevant staff in the areas of
Bank Secrecy Act compliance and
anti-money-laundering controls, and
procedures that require bank examin-
ers to address a banking organiza-
tion’s compliance with several regula-
tions related to anti-money-laundering
recently issued by the Department of the
Treasury.

The Federal Reserve continued in
1997 to provide expertise and guidance
to the Bank Secrecy Act Advisory
Group, a committee established at the
Department of the Treasury by congres-
sional mandate to seek measures to re-
duce unnecessary Bank Secrecy Act
burdens and to increase the utility of
Bank Secrecy Act data to regulators.
Also, through the Special Investigations
Section of the Division of Banking
Supervision and Regulation, the Federal
Reserve has assisted in the investigation
of money laundering activities and has
provided anti-money-laundering train-
ing to designated staff members at each
Reserve Bank as well as for law
enforcement agencies and the banking
sector. The Federal Reserve has also
participated extensively in the Financial
Action Task Force, which in 1997 pro-
vided anti-money-laundering training to
numerous foreign governments and cen-
tral banking authorities.
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Loans to Executive Officers

Under section 22(g) of the Federal
Reserve Act, a state member bank must
include in its quarterly Call Report
all extensions of credit made by the
bank to its executive officers since
the date of the preceding report. The
accompanying table summarizes this
information.

Federal Reserve Membership

At the end of 1997, 3,543 banks were
members of the Federal Reserve Sys-
tem. At that time, member banks
were operating 45,037 branches and
accounted for 39 percent of all commer-
cial banks in the United States and for
73 percent of all commercial banking
offices.

Loans by State Member Banks to their Executive Officers, 1996 and 1997

Period Number Amount (dollars)
Range of interest

rates charged
(percent)

1996
October 1–December 31. . . . . . . . . . . . . . . . 705 27,555,000 0.0–19.8

1997
January 1–March 31. . . . . . . . . . . . . . . . . . . 735 31,815,000 0.0–18.0
April 1–June 30. . . . . . . . . . . . . . . . . . . . . . . . 786 36,167,000 0.0–19.5
July 1–September 30. . . . . . . . . . . . . . . . . . . 743 37,229,000 0.0–18.0

Source. Call Reports.
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