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SUMMARY OF CHANGES

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, supervisory guidance, and
instructions that the Division of Supervision and
Regulation has issued since the publication of
the May 2022 supplement.

Section 1000.1

Minor updates were made to section 1000.1,
“Examination Strategy and Risk-Focused Exam-
inations.” This section includes updated refer-
ences to

the handling of confidential supervisory infor-

mation as set forth in the Board’s regulation

on Nonpublic Information Made Available to

Supervised Financial Institutions, Governmen-

tal Agencies, and Others in Certain Circum-

stances (12 CFR pt. 261, subpart C);

* the Board’s Statement Clarifying the Role of
Supervisory Guidance (12 CFR pt. 262, App-
endix A); and

e the Federal Reserve System’s process for

material supervisory determinations and pol-

icy statement regarding the Ombuds

(SR-20-28/CA-20-14, “Internal Appeals Pro-

cess for Material Supervisory Determinations

and Policy Statement Regarding the Ombuds-
man for the Federal Reserve System”).

Section 1001.1

Section 1001.1, “Community Bank Supervision
Process,” includes revisions to the community
bank report of examination and instructions,
specifically:

e indicating that a community state member
bank’s (SMB) risk assessment matrix can be
included in the “Management/Risk Manage-
ment” content heading or the “Confidential”
section of the of the report of examination.

updating a reference to the handling of confi-
dential supervisory information as addressed
in the Board’s Nonpublic Information Made
Available to Supervised Financial Institutions,

Governmental Agencies, and Others in Cer-
tain Circumstances regulation (12 CFR pt. 261,
subpart C).
revising required language about the ability of
a community SMB to appeal material super-
visory determinations that Federal Reserve
examiners include in the report of examina-
tion.
reducing the required text for a footnote in the
report of examination about supervisory find-
ings and substituting the text with a hyperlink
to the source guidance on the matter,
SR-13-13/CA-13-10, “Supervisory Consider-
ations for the Communication of Supervisory
Findings.”
* updating a reference to the Board’s Statement
Clarifying the Role of Supervisory Guidance
(12 CFR pt. 262, Appendix A).

Section 1002.1

This new section, “Supervision of State Member
Banks in the Regional Banking Organization
Portfolio,” summarizes the Federal Reserve’s
approach to supervising SMBs that are in the
regional banking organization (RBO) portfolio.
The RBO supervisory portfolio generally includes
domestic holding companies and SMBs with
total consolidated assets greater than or equal to
$10 billion and less than $100 billion. The
section provides information on the following
topics related to the supervision of SMBs in the
RBO portfolio.

» Examination scope and frequency

Supervisory planning process

Continuous monitoring activities

Coordination of supervisory activities with

other regulators

* Completion of examination procedures

Instructions for the completion of the report of

examination

e Information about how the supervision of
SMBs in the RBO portfolio differs from the
supervision of institutions in the community
banking organization portfolio and the large
and foreign banking organization supervisory
portfolio
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Section 1005.1

This section, “Large Institution Supervision Coor-
dinating Committee,” was previously titled,
“Consolidated Supervision Framework for Large
Financial Institutions.” Most of the content in
the section was eliminated as the information
pertained to the supervision of large holding
companies, which is addressed in the Bank
Holding Company Supervision Manual. The
revised section provides a reference to the guid-
ance explaining which firms are in the Large
Institution Supervision Coordinating Committee
or LISCC supervisory portfolio. Furthermore,
the section provides a reference to the Large
Institution Supervision Coordinating Committee
Program Manual, which is publicly available
and describes key concepts related to the super-
visory oversight structure, process, ratings frame-
work, and communication methods for firms in
the LISCC supervisory portfolio.

Section 1007.1

This section, “Other Types of Examinations,”
was revised to include information about the
supervision of representative offices of foreign
banking organizations (FBOs). U.S. representa-
tive offices of FBOs engage in diverse activities
ranging from liaison, marketing, and research
functions to operational activities such as loan
production, administrative, and certain trading
functions. For more information on U.S.
representative offices of FBOs, see SR-19-15,
“Revised Examination Guidelines for Represen-
tative Offices of Foreign Banks.” Furthermore,
the section was revised to include information
about supervised insurance organizations. A
“supervised insurance organization” is a deposi-
tory institution holding company that is an
insurance underwriting company that has over
25 percent of its consolidated assets held by
insurance underwriting subsidiaries, or that has
been otherwise designated as a supervised insur-
ance organization by Federal Reserve staff. For
more information on the Federal Reserve’s super-
vision of these institutions, see SR-22-8, “Frame-
work for the Supervision of Insurance Organi-
zations.”

Section 1015.1

This section, “Conflict-of-Interest Rules for Exam-
iners,” was revised to provide updated informa-
tion about special post-employment restrictions
for Federal Reserve senior examiners. Most of
the information about the administrative proce-
dures for implementing the “senior examiner”
restrictions were replaced with a reference to
SR-21-13/CA-21-10, “Revised Special Post-
Employment Restriction for Senior Examiners
and Work Paper Reviews for Departing Exam-
iners,” which provides more information on this
topic.

Section 1200.1

This section, “Uniform Financial Institutions
Rating System and the Federal Reserve’s Risk
Management Rating,” was updated to reflect the
Federal Reserve’s guidance for boards of direc-
tors in SR-21-3/CA-21-1, “Supervisory Guid-
ance on Board of Directors’ Effectiveness.”
Specifically, the section was revised to better
reflect the roles and responsibilities of a super-
vised institution’s board of directors and senior
management.

Section 2003.1

This section, “Supervisory Loan Sampling at
Regional Banking Organizations,” was renamed.
The section was previously titled, “Examiner
Loan Sampling Requirements for State Member
Bank and Credit-Extending Nonbank Subsidi-
aries of Banking Organizations with
$10-$50 Billion in Total Consolidated Assets.”
The section was revised to reflect that the
underlying guidance on loan sampling now
applies to the supervision of SMB and credit
extending nonbank subsidiaries of bank holding
companies with greater than or equal to $10 bil-
lion and less than $100 billion in total consoli-
dated assets. In addition, references to the al-
lowance for credit losses (ACL) replaced
references to the allowance for loan and lease
losses (ALLL). For more information, see
SR-14-4, “Examiner Loan Sampling Require-
ments for State Member Bank and Credit Ex-
tending Nonbank Subsidiaries of Bank Holding
Companies in the Regional Banking Organiza-
tion Supervisory Portfolio.”

October 2023
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Section 2011.1

This section, “Credit Risk Review Systems,”
was updated to remove an outdated SR letter
reference. A reference to SR-13-19/CA-13-21,
“Guidance on Managing Outsourcing Risk,”
was replaced with a reference to SR-23-4, “Inter-
agency Guidance on Third-Party Relationships:
Risk Management.”

Section 2013.1

This section, “Allowance for Credit Losses,”
was updated to reflect revisions to the “Inter-
agency Policy Statement on Allowances for
Credit Losses,” which was issued by the federal
banking agencies on April 21, 2023. The “Inter-
agency Policy Statement on Allowances for
Credit Losses” was revised to remove references
to troubled debt restructurings to conform with
U.S. generally accepted accounting principles
(GAAP). For additional details, refer to the
March 2022 Financial Accounting Standards
Board (FASB) issuances of “Accounting Stan-
dards Update 2022-02 (ASU 2022-02)” and
“Financial  Instruments—Credit  Losses
(Topic 326): Troubled Debt Restructurings
(TDRs) and Vintage Disclosures.” ASU 2022-02
eliminated the recognition and measurement
accounting guidance for TDRs by creditors
upon adoption of FASB Accounting Standards
Codification (ASC) Topic 326. For more infor-
mation, see SR-20-12, “Interagency Policy State-
ment on Allowances for Credit Losses.”

Section 2110.1

This section, “Floor-Plan Loans,” was updated
to remove an outdated SR letter reference. A
reference to SR-13-19/CA-13-21, “Guidance on
Managing Outsourcing Risk,” was replaced with
a reference to SR-23-4, “Interagency Guidance
on Third-Party Relationships: Risk Manage-
ment.”

Section 2142.1

This section, “Agricultural Credit-Risk Manage-
ment,” was updated to reflect the Federal
Reserve’s guidance for a supervised institution’s
boards of directors in SR-21-3/CA-21-1, “Super-
visory Guidance on Board of Directors’ Effect-

iveness.” Specifically, the section was revised to
better reflect the roles and responsibilities of a
supervised institution’s the board of directors
and senior management. In addition, the section
was revised to include information on assessing
risk mitigation strategies of a supervised insti-
tution’s borrowers who employ risk mitigation
strategies such as commodities derivatives to
control the price of feed or feedstock and the
sales price for agricultural production or crops.

Sections 2330.1, 2330.2, 2330.3, and
2330.4

Section 2330.1, “Deposit Accounts” was signifi-
cantly revised and reorganized. The section
describes a supervised institution’s risks associ-
ated with deposits, various types of deposit
programs, and key regulations related to a bank’s
deposits, as well as the supervisory expectations
for assessing deposit activity at a bank. The
content of the section was revised to provide

e a general discussion on insured versus unin-
sured deposits;

e an explanation of core deposits versus non-

core deposits;

an updated description of brokered and high-

rate deposits, including brokered deposit limi-

tations and interest rate restrictions for certain

depository institutions;

 abackground description of reciprocal deposit
programs; and

e a new discussion on the supervisory assess-
ment of deposit activity vis-a-vis a bank’s
liquidity position.

The examination procedures (section 2330.3)
were removed from the manual and a note was
added to the section indicating that the Exami-
nation Documentation Modules (ED Modules)
contain the most relevant examination proce-
dures on assessing deposit accounts. The exami-
nation objectives (section 2330.2) and internal
control questionnaire (section 2330.4) were
removed from the manual.

Section 3210.1

This section, “The Discount Window and Liq-
uidity Risk Management,” was previously titled,
“Short-Term Liquidity Management (Federal
Reserve’s Primary Credit Program).” This sec-
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tion now includes an overview of the discount
window. The section outlines the three Federal
Reserve credit programs that are available to
depository institutions under Regulation A:
(1) primary credit, (2) secondary credit, and (3)
seasonal credit programs. Revisions were made
to the discussion on appropriate liquidity risk
management practices for a supervised institu-
tion as well as contingency funding planning
practices for institutions that use the discount
window. For more information, see the Adden-
dum to the Interagency Policy Statement on
Funding and Liquidity Risk Management: Impor-
tance of Contingency Funding Plans.

Sections 3220.1, 3220.2, 3220.3,
and 3220.4

Section 3220.1, “Borrowed Funds,” was primar-
ily revised to remove content about the Federal
Reserve’s discount window that has been moved
to Section 3210.1, “The Discount Window and
Liquidity Risk Management.” Outdated infor-
mation about reserve requirements, as discussed
in Regulation D, was also removed from the
section.

The examination procedures (section 3220.3)
were removed from the manual and a note was
added to the section indicating that the ED
Modules contain the most relevant examination
procedures on assessing borrowed funds. The
examination objectives (section 3220.2) and
internal control questionnaire (section 3220.4)
were removed from the manual.

Section 4011.1

This section, “Supervisory Guidance for Assess-
ing Risk Management at Supervised Institutions
with Total Consolidated Assets Less than
$100 Billion,” was revised to cover the super-
vision of institutions having less than $100 bil-
lion in total consolidated assets. Previously, the
guidance in the section applied to the supervi-
sion of institutions with less than $50 billion in
total consolidated assets. In addition, a reference
was included highlighting the risk committee
requirements for bank holding companies (BHCs)
with total consolidated assets of $50 billion or
more and less than $100 billion in the Board’s
Regulation YY (12 CFR pt. 252, subpart C).

Section 4012.1

The section, “Risk-Management Processes and
Internal Controls of Firms Having $100 Billion
or More in Total Assets,” was revised to cover
the supervision of SMBs and BHCs having
$100 billion or more in total consolidated assets,
rather than SMBs and BHCs having $50 billion
or more in total consolidated assets. Further, this
section was updated to reflect the Federal
Reserve’s guidance for a supervised institution’s
boards of directors in SR-21-3/CA-21-1, “Su-
pervisory Guidance on Board of Directors’ Ef-
fectiveness.” Specifically, the section was re-
vised to better reflect the roles and responsibilities
of a supervised institution’s the board of direc-
tors and senior management.

Section 4030.1

Section 4030.1, “Asset Securitization,” was sig-
nificantly revised. Lengthy descriptions of out-
dated risk-based capital provisions affecting a
supervised institution’s asset securitizations were
removed. Several examples about the capital
treatment of asset securitizations were removed
as they no longer reflect the Board’s current
capital regulations. Outdated accounting refer-
ences and descriptions were removed from the
section. Discussions on asset-backed commer-
cial paper programs were also removed as this
topic is covered in section 3030.1, “Overview of
Asset-Backed Commercial Paper Programs.” The
section provides a primer on asset securitization
activities and provides an overview on a super-
vised institution’s risk management consider-
ations for conducting asset securitization activi-
ties. The section was revised to consolidate
supervisory considerations for assessing a super-
vised institution’s asset securitizations into a
single subsection.

Section 4062.1

This section, “Risk Management of Third-Party
Relationships,” was previously called “Manag-
ing Outsourcing Risk.” This section provides a
summary of Interagency Guidance on Third-
Party Relationships issued by the Federal
Reserve, Federal Deposit Insurance Corpora-
tion, and Office of the Comptroller of the
Currency on sound risk-management principles
that a supervised institution should consider in

October 2023
Page 4

Commercial Bank Examination Manual



Supplement 55—October 2023

managing the risks associated with third-party
relationships. For the complete guidance see
SR-23-4, “Interagency Guidance on Third-Party
Relationships: Risk Management.”

Sections 5300.1, 5300.2, 5300.3, and
5300.4

Section 5300.1, “Information Technology,” was
revised primarily to remove content that is
explained in other sections of the manual. Guid-
ance in section 5300.1 that addressed Regula-
tion V (12 CFR pt. 222), Fair Credit Reporting,
and the identity theft red flags rule was removed.
This guidance was updated and moved to sec-
tion 6068.1 of the manual. Guidance on the
outsourcing of information technology services
was removed from section 5300.1 as more
relevant guidance can be found in section 4062.1,
“Risk Management of Third-Party Relation-
ships.” This section also was updated to reflect
the Federal Reserve’s guidance for a supervised
institution’s  boards of  directors in
SR-21-3/CA-21-1, “Supervisory Guidance on
Board of Directors’ Effectiveness.” Specifically,
the section was revised to better reflect the roles
and responsibilities of a supervised institution’s
board of directors and senior management. Hyper-
links were added to guidance issuances that are
still active. Inactive guidance references in the
section were removed or updated, as deemed
appropriate. The examination procedures (sec-
tion 5300.3) were removed from the manual and
a note was added to the section indicating that
the Federal Financial Institutions Examination
Council manuals contain the most relevant ex-
amination procedures on conducting informa-
tion technology examinations. The examination
objectives (section 5300.2) and internal control
questionnaire (section 5300.4) were removed
from the manual.

Section 5320.1

Section 5320.1, “Payment System Risk and
Electronic Funds Transfer Activities,” was sig-
nificantly revised. Most of the content related to
payment system risk and the Board’s Policy on
Payment System Risk (PSR policy) was removed
from the section as the material was outdated.
The latest and most comprehensive information
about the PSR policy can be found on the
Board’s public website. Therefore, this section

provides an overview of the PSR policy and
references with hyperlinks to the Board’s public
website where the latest PSR policy and other
related policy documents can be found. Except
for removing a brief subsection on Telex sys-
tems, the other content in the section related to
electronic funds transfer activities was not
revised.

Section 5330.1

This new section, “Crypto-Asset-Related Activi-
ties and Exposures,” provides an overview on
the crypto-asset-related activities of SMBs.
Crypto-asset-related activities may include, but
are not limited to, crypto-asset safekeeping and
traditional custody services; ancillary custody
services; loans collateralized by crypto-assets;
and issuance and distribution of dollar tokens.
The section clarifies supervisory expectations
regarding the requirements for SMBs to notify
the Federal Reserve about the intent to engage in
crypto-asset-related activities and describes the
supervisory nonobjection process for SMBs
seeking to engage in certain activities involving
dollar tokens. The section also highlights key
Federal Reserve guidance on crypto-asset-
related risks to banking organizations and super-
visory considerations in assessing SMBs en-
gaged in crypto-asset-related activities and
discusses the legal permissibility of crypto-asset-
related activities.

Section 6068.1

This new section, “Regulation V: Fair Credit
Reporting (Identity Theft Red Flags),” contains
information about Board’s Regulation V—Fair
Credit Reporting (12 CFR pt. 222), specifically,
the identity theft red flag rule. The goal of the
identity theft red flags rule and its guidelines
(12 CFR pt. 222, Appendix J) is to ensure that
financial institutions and creditors are alert for
signs or indicators that an identity thief is
misusing another individual’s sensitive data,
typically to obtain products or services from an
institution or creditor. Previously, guidance on
this subject was in section 5300.1, “Information
Technology.” Most of the information on Regu-
lation V and the identity theft red flags rule has
been removed from section 5300.1.
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Section 6080.1

Minor technical edits were made to sec-
tion 6068.1, “Regulation Y: Prohibitions Against
Tying Arrangements.” The section’s content
covers section 106 of the Bank Holding Com-
pany Act Amendments of 1970 (section 106),
which prohibits a bank from conditioning the
availability or price of one product on a require-
ment that the customer also obtain another

product from the bank or an affiliate of the bank.
In addition to the statutory exceptions set forth
in section 106, additional regulatory exceptions
can be found in the Board’s Regulation Y (12
CFR 225.7). This section was edited to more
closely with information presented in the Bank
Holding Company Supervision Manual,
Section 3500.0, “Prohibitions Against Tying
Arrangements.”

October 2023
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SUMMARY OF CHANGES

This supplement reflects Board of Governors
actions, new and revised statutory and regula-
tory provisions, supervisory guidance, and in-
structions that the Division of Supervision and
Regulation have issued since the publication of
the May 2021 supplement.

ELIMINATION OF CERTAIN
SECTIONS COVERING
EXAMINATION OBJECTIVES,
EXAMINATION PROCEDURES,
AND INTERNAL CONTROL
QUESTIONNAIRES

The Examination Documentation modules (ED
modules) define common objectives for the
review of key bank activities at state chartered
banks, which are supervised by the Federal
Reserve, Federal Deposit Insurance Corpora-
tion, and state banking agencies. At the Federal

Reserve, supervisory staff use examination pro-
cedures in the ED modules to document exami-
nation work at state member banks in the
community and regional supervisory portfolios.
The ED modules are available on the Board’s
website. To reduce the publication of duplica-
tive and outdated material, the sections listed in
the table below have been eliminated from the
Commercial Bank Examination Manual. The
relevant examination procedures sections (i.e.,
section number ending with “.3”) will contain a
link to the ED modules page on the Board’s
website and a listing of ED module titles related
to the section.

FOREWORD

This manual’s Foreword was updated to explain
that relevant examination procedures sections
will contain a link to the ED modules page on
the Board’s website.

Sections Removed

Relevant ED Modules

e 2010.2, “Loan Portfolio Management, Examination Objectives” ¢ Loan Portfolio Review
* 2010.3, “Loan Portfolio Management, Examination Procedures” ¢ Loan Operations Review

e 2138.3, “Mortgage Banking, Examination Procedures” * Mortgage Banking
e 2300.2, “Other Assets and Other Liabilities, Examination e Other Assets and Liabilities
Objectives”

e 2300.3, “Other Assets and Other Liabilities, Examination

Procedures”

e 2300.4, “Other Assets and Other Liabilities, Internal Control

Questionnaire”

e 2500.2, “Investment Securities and End-User Activities, e Securities and Derivatives

Examination Objectives”

e 2500.3, “Investment Securities and End-User Activities,

Examination Procedures”

e 2500.4, “Investment Securities and End-User Activities,

Internal Control Questionnaire”

* 3000.2, “Assessment of Capital Adequacy, Examination * Capital

Procedures”

* 3000.3, “Assessment of Capital Adequacy, Examination

Procedures”
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Sections Removed Relevant ED Modules

¢ 3100.2, “Earnings—Analytical Review of Income and e Earnings
Expense, Examination Objectives”

» 3100.3, “Earnings—Analytical Review of Income and Expense,
Examination Procedures”

* 3100.4, “Earnings—Analytical Review and Income and Expense,
Internal Control Questionnaire”

* 3200.2, “Liquidity Risk, Examination Objectives” e Liquidity
3200.3, “Liquidity Risk, Examination Procedures”
3200.4, “Liquidity Risk, Internal Control Questionnaire”

3300.2, “Interest Rate Risk Management, Examination Objectives” * Rate Sensitivity
3300.3, “Interest Rate Risk Management, Examination Procedures”

4030.2, “Asset Securitization, Examination Objectives” e Securitization
4030.3, “Asset Securitization, Examination Procedures”
4030.4, “Asset Securitization, Internal Control Questionnaire”

* 4500.2, “Internal Control and Audit Function, Oversight, * Management and Internal
and Outsourcing, Examination Objectives” Control Evaluation

* 4500.3, “Internal Control and Audit Function, Oversight, ¢ Internal and External Audit
and Outsourcing, Examination Procedures” Evaluation

* 4500.4, “Internal Control and Audit Function, Oversight,
and Outsourcing, Internal Control Questionnaire”

* 5200.3, “Fiduciary Activities, Examination Procedures” e Trust
(New section)

* 5320.2, “Payment System Risk and Electronic Funds Transter =~ ¢ Electronic Funds Transfer
Activities, Examination Objectives” Risk Assessment

* 5320.3, “Payment System Risk and Electronic Funds Transfer
Activities, Examination Procedures”

* 5320.4, “Payment System Risk and Electronic Funds Transfer
Activities, Internal Control Questionnaire”

* 6072.2, “Regulation W: Bank-Related Organizations, * Related Organizations
Examination Objectives”

* 6072.3, “Regulation W: Bank-Related Organizations,
Examination Procedures”
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SUMMARY OF CHANGES

This supplement reflects Board of Governors
actions, new and revised statutory and regula-
tory provisions, supervisory guidance, and in-
structions that the Division of Supervision and
Regulation have issued since the publication of
the November 2020 supplement.

REORGANIZATION OF THE
COMMERCIAL BANK
EXAMINATION MANUAL

The manual has been reorganized to align its
content to follow the components of the Uni-
form Financial Institutions Rating System or
CAMELS rating system. The CAMELS compo-
nents are Capital Adequacy, Asset Quality, Man-
agement, Earnings, Liquidity, and Sensitivity to
Market Risk. Prior to this May 2021 reorgani-
zation, the manual was structured around a
bank’s balance sheet (such as assets, liabilities,
retained earnings, and capital). This reorganiza-
tion is intended to better align the manual
sections with the examination process. The Table
of Contents displays the new organization in
greater detail.

Other than the changes to the sections de-
scribed below, there were no substantive changes
to the manual content. In most instances, the
revision date in the footer of a manual page did
not change as a result of the reorganization. As
the content in sections is revised, cross refer-
ences to manual sections will be revised to
reflect the reorganization. Other technical edits
that were made in this update as a result of the
content reorganization include

* Removal of section point pages. Point pages
were used when the manual was available in
hard copy form. The point pages provided an
easy way to add pages to the manual binder
without having to re-print the entire section.
These point pages are no longer necessary as
the Board ended the option of ordering print
versions for the Commercial Bank Examina-
tion Manual in 2017. Therefore, the point
pages were removed from sections and the
pagination of a section was sequenced.

* Resequencing footnotes in sections. Footnotes
that were inserted into sections and num-

bered la, 1b, lc, etc. were revised to be in
sequential order: 1, 2, 3, and so forth.

* Removal of “What’s New in this Revised
Section” verbiage. Several sections contained
a summary of modifications on the first page
of the section. In most instances, these descrip-
tions were several years old. Further, the
Summary of Changes for each manual update
describes the changes to the manual sections.
Therefore, the “What’s New in this Revised
Section” text has been removed.

e Active hyperlinks. If a section contains a web
address as a reference, the web address has
been enabled to allow users to access content
by clicking on the link.

Foreword

The Foreword was revised to remove outdated
information on the banking environment and
historical information on the development of the
risk-focused examination process. The Fore-
word now describes the differences between
supervision and regulation. It highlights the
Federal Reserve’s supervisory and regulatory
authority over certain insured depository insti-
tutions, namely, state member banks. The Fore-
word notes that the Federal Reserve is required
by statute to complete a full-scope examination
for each state member bank. Section 10(d) of the
Federal Deposit Insurance Act generally re-
quires the appropriate federal banking agency
for an insured depository institution to conduct a
full scope examination at least once every
12 months, but permits a longer cycle—at least
once every 18 months—for insured depository
institutions that meet certain criteria. Lastly, the
Foreword’s “How to Use This Manual” subsec-
tion was revised to describe the new organiza-
tion of the manual.

Complex Wholesale Borrowings

The sections covering “Complex Wholesale Bor-
rowings” (formerly sections 3012.1, 3012.2,
3012.3, and 3012.4) were removed from the
manual. The information in these sections was
based entirely on SR-01-8, “Supervisory Guid-
ance on Complex Wholesale Borrowings.”
SR-01-8 was made inactive by SR-21-4/ CA 21-2,
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“Inactive or Revised SR Letters Related to the
Federal Reserve’s Supervisory Expectations for
a Firm’s Boards of Directors.” For more infor-
mation on complex wholesale borrowings, refer
to the Trading and Capital Markets Activities
Manual sections on Liquidity Risk and Interest-
Rate Risk Management; SR-10-6, “Interagency
Policy Statement on Funding and Liquidity Risk
Management”’; and Regulation YY (12 CFR 252).

International—Purchases, Sales, Trading,
Swaps, Rentals, and Options of LDC
Assets

Former section 7110.4 was removed from the
manual. This section provided a sample first day
letter request list for examiners conducting an
examination of a bank’s lesser developed coun-
try asset sales, purchases, swaps, options, and
rental programs. The guidance was outdated.
Further, as noted in the Foreword, “.4” sections
(e.g., section 7110.4) in the manual should
contain internal control questionnaires. As sec-
tion 7110.4 did not contain an internal control
questionnaire per the manual’s design format,
the section was deleted until such time as the
need for an internal control questionnaire is
identified for this type of bank activity.

May 2021
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Summary of Changes

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, supervisory guidance, and
instructions that the Division of Supervision and
Regulation has issued since the publication of
the April 2020 supplement.

Section 1000.1

Section 1000.1, “Examination Strategy and Risk-
Focused Examinations,” was revised to update
the subsection on de novo bank examination
frequency and scope. A de novo bank is a bank
that has been in operation for three years or less.
The section provides information on supervisory
expectations for de novo subsidiaries of bank
holding companies with assets greater than
$3 billion. In addition, the section explains that
de novo state member banks are ineligible for
the alternate examination program for the first
three years of their operations. See SR-20-16,
“Supervision of De Novo State Member Banks.”

Section 1001.1

Section 1001.1, “Community Bank Supervision
Process,” was updated to explain the updated
template for the report of examination for state
member banks with less than $10 billion in total
assets. Significant updates to this template are as
follows.

e The former Matters Requiring Board Atten-
tion page was renamed to the Matters Requir-
ing Attention page. The updated page also
includes a reference to SR-18-5/CA-18-7, “In-
teragency Statement Clarifying the Role of
Supervisory Guidance.”

e The Directorate Responsibility page was up-
dated to include standard language informing
the bank of its right to appeal material super-
visory determinations. See 85 Federal Regis-
ter 15,175 (March 17, 2020) for more infor-
mation on the Federal Reserve’s appeals
process.

e The former Summary of Examination Ratings
and Conclusions page was broken into two
distinct sections entitled Summary of Exami-

nation Ratings and Examiner Conclusions.
The Summary of Examination Ratings section
contains the numerical ratings of the bank.
The Examiner Conclusions section contains a
qualitative summary of examiners’ supervi-
sory activity.

e The Concentrations of Credit page instruc-
tions were updated to note that the “Concen-
trations of Credit” section to the manual and
SR-20-8, “Joint Statement on Adjustment to
the Calculation for Credit Concentration Ratios
Used in the Supervisory Approach,” provide
more information on the calculation of the
denominator of concentration ratios.

Sections 2024.1, 2024.2, and 2024.3

Section 2024.1, “Private Placements,” is a new
section. This section is based on material from
section 4130, which was reorganized to differ-
entiate content explaining risk-management prac-
tices at a supervised institution from examina-
tion practices and considerations in reviewing
private placement activities. Section 2024.1 pro-
vides more background information concerning
the Securities and Exchange Commission’s rules
related to private placements. Sections 2024.2,
“Examination Objectives,” and 2024.3, “Exami-
nation Procedures,” were also revised.

Sections 2040.1, 2040.2, 2040.3,
and 2040.4

Section 2040.1, “Loan Portfolio Management,”
was updated to remove material on tying ar-
rangements as this topic is addressed in sec-
tion 6080.1, “Regulation Y: Prohibitions Against
Tying Arrangements.” The discussion of credit
risk review systems was also removed. See the
explanation of changes to section 2041.1 for
more information. The material related to mort-
gage banking was removed and converted into a
new standalone manual section (2044.1). Sec-
tions 2040.2, “Examination Objectives,”
and 2040.3, “Examination Procedures,” were
also revised to align with the interagency exami-
nation documentation (ED) modules. Sec-
tion 2040.4, “Loan Portfolio Management: In-
ternal Control Questionnaire,” was removed
from the manual.
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Section 2041.1

This new section, “Credit Risk Review Sys-
tems,” describes the “Interagency Guidance on
Credit Risk Review Systems” issued by the
Federal Reserve, Federal Deposit Insurance Cor-
poration (FDIC), Office of the Comptroller of
the Currency (OCC), and National Credit Union
Administration (NCUA). The guidance dis-
cusses sound management of credit risk, a
system of independent, ongoing credit review,
and appropriate communication regarding the
performance of an institution’s loan portfolio to
its management and board of directors. This
interagency guidance replaces attachment 1 of
the 2006 “Interagency Policy Statement on the
Allowance for Loan and Lease Losses.” See 85
Federal Register 33,278 (June 1, 2020) and
SR-20-13.

Sections 2044.1 and 2044.3

These new sections address “Mortgage Bank-
ing” and contain relevant information that was
previously in section 2040.1, “Loan Portfolio
Management.” While the information pertaining
to the risk management of mortgage banking
remains relevant, the accounting references are
outdated and will be revised in a future update to
the manual. In addition, the examination proce-
dures that were previously located in sec-
tion A.2040.3, “Loan Portfolio Management:
Comprehensive Mortgage Banking Examination
Procedures,” were moved to section 2044.3,
“Mortgage Banking: Examination Procedures.”

Sections 2050.1, 2050.2, 2050.3,
and 2050.4

Section 2050.1, “Concentrations of Credit,” in-
corporates guidance issued by the Federal
Reserve, FDIC, and OCC (agencies) on a com-
mon approach for defining credit concentration
ratios. As of March 31, 2020, for banks that
have adopted the Financial Accounting Stan-
dards Board (FASB) Accounting Standards Codi-
fication (ASC) Topic 326, Financial
Instruments—Credit Losses that implements the
current expected credit losses (CECL) method-
ology, the agencies’ examiners will calculate
credit concentration ratios using tier 1 capital
plus the allowance for credit losses attributed to
loans and leases as the denominator. For insti-

tutions that have not adopted CECL, the agen-
cies’ examiners calculate credit concentration
ratios using tier 1 capital plus the entire allow-
ance for loan and lease losses as the denomina-
tor. Further, section 2050.1 was reorganized and
a new subsection on supervisory considerations
for assessing concentrations was added. Sec-
tion 2050.2, “Concentrations of Credit: Exami-
nation Objectives,” section 2050.3, “Concentra-
tions of Credit: Examination Procedures,” and
section 2050.4, “Concentrations of Credit: Inter-
nal Control Questionnaire,” were removed from
the manual.

Sections 2070.1, 2070.2, 2070.3,
and 2070.4

Section 2070.1, “Allowance for Loan and Lease
Losses,” which contains the 2006 “Interagency
Policy Statement on the Allowance for Loan and
Lease Losses,” (SR-06-17) was revised to
remove the attachment to the policy statement
on loan review systems. This guidance on loan
review systems was superseded by SR-20-13
and is available in section 2041.1, “Credit Risk
Review Systems.” Section 2070.3, “Examina-
tion Procedures,” has been revised to align with
the interagency ED modules. Sections 2070.2,
“Examination Objectives,” and section 2070.4,
“Internal Control Questionnaire, were removed
from the manual. See the explanatory note on
SR-06-17 for more information.

Sections 2071.1 and 2071.3

Section 2071.1, “Allowance for Credit Losses,”
is a new section that incorporates the “Inter-
agency Policy Statement on Allowances for
Credit Losses.” (See SR-20-12.) The Federal
Reserve, OCC, FDIC, and NCUA issued this
statement to address the changes to U.S. gener-
ally accepted accounting principles as promul-
gated by the FASB in Accounting Standards
Update (ASU) 2016-13, Financial Instruments—
Credit Losses (Topic 326): Measurement of
Credit Losses on Financial Instruments and
subsequent amendments issued since June 2016.
The May 2020 statement describes the measure-
ment of expected credit losses under the CECL
methodology and the accounting for impairment
on available-for-sale debt securities in accor-
dance with FASB ASC Topic 326; the design,
documentation, and validation of expected credit
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loss estimation processes, including the internal
controls over these processes; the maintenance
of appropriate allowances for credit losses
(ACLs); the responsibilities of boards of direc-
tors and management; and examiners’ review of
a bank’s ACLs. With the issuance of the
May 2020 statement, the 2006 “Interagency
Policy Statement on the Allowance for Loan and
Lease Losses” is partially superseded for insti-
tutions that have adopted the CECL methodol-
ogy. The 2006 statement will be made inactive
after all institutions have adopted the CECL
methodology in 2023. Section 2071.3, “Allow-
ance for Credit Losses: Examination Proce-
dures,” was added to the manual.

Sections 2072.2 and 2072.3

Section 2072.2, “ALLL Methodologies and
Documentation: Examination Objectives”
and 2072.3, “ALLL Methodologies and Docu-
mentation: Examination Procedures” were
removed from the manual. The examination
objectives and procedures for assessing an insti-
tution’s ALLL methodology are fully incorpo-
rated into sections 2070.2 and 2070.3. In addi-
tion, procedures for assessing an institution’s
allowance for credit losses methodology are
found in section 2071.3.

Sections 2080.1 and 2080.4

Section 2080.1, “Commercial and Industrial
Loans,” was revised to remove the discussion on
the shared national credits program, which is
now a standalone section to the manual. See
section 2089.1. Much of the content in the
subsection on “Tie-In Arrangements,” was
removed because this topic is covered in this
manual’s section 6080.1, “Regulation Y: Prohi-
bitions Against Tying Arrangements.” Sec-
tion 2080.4, “Commercial and Industrial Loans:
Internal Control Questionnaire,” was removed
from the manual.

Section 2088.1

This section, “Off-site Review of Loan Files,”
was revised to modify the applicability of the
guidance in the section. The guidance applies to
the assessment of state member banks with less
than $100 billion in total assets that are in the

community banking organization (CBO) and
regional banking organization (RBO) supervi-
sory portfolios. Previously, the guidance applied
to the assessment of state member banks with
less than $50 billion in the CBO and RBO
supervisory portfolios. The section also notes
that Reserve Banks and the state member bank
should discuss the technical procedures and
security practices for conducting off-site loan
reviews when contingency operating circum-
stances necessitate a full-time telework environ-
ment.

Section 2089.1

This new section, “Shared National Credits,”
provides a high-level description of the Shared
National Credits (SNC) supervisory program.
The Federal Reserve, OCC, and FDIC estab-
lished the SNC program to evaluate large and
complex syndicated credits. The program pro-
vides for uniform treatment and increased effi-
ciency in shared-credit risk analysis and classi-
fication of the largest and most complex credits
shared by multiple financial institutions.

Section 3020.1

This section, “Assessment of Capital Adequacy,”
was revised to include

* A revised definition to high volatility commer-
cial real estate (HVCRE). Section 214 of the
Economic Growth, Regulatory Relief, and
Consumer Protection Act (EGRRCPA) modi-
fied the capital treatment of HVCRE by add-
ing section 51 to the Federal Deposit Insur-
ance Act (FDIA).

* A discussion on the community bank leverage
ratio (CBLR) framework. The CBLR frame-
work provides for a simple measure of capital
adequacy for certain community banking or-
ganizations, consistent with section 201 of the
EGRRCPA.

e Updated information regarding supervisory
leverage ratio expectations for de novo banks.
In general, the Federal Reserve expects each
de novo bank to maintain a tier 1 leverage
ratio of at least 8 percent for the first three
years of its existence. See SR-20-16.

e Updates to the stress capital buffer and the
countercyclical capital buffer requirements.
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» References to adjusted allowances for credit
losses, which applies to institutions that have
adopted the CECL methodology.

Sections 3035.1 and 3035.3

The material in these new sections on ‘“Prompt
Corrective Action” was previously in sec-
tion 4133. These sections were created so that
the material would be closer to other sections in
the manual related to capital. Section 3035.1
was revised to describe the prompt corrective
action (PCA) implications for institutions that
qualify for and opt in to the CBLR framework.
A depository institution or depository institution
holding company that qualifies for and opts in to
the CBLR framework will be considered to have
met the “well capitalized” ratio requirements for
PCA purposes. For more information on the
CBLR framework, see 84 Federal Regis-
ter 61,797 (November 13, 2019). The section
was also revised to describe how the supplemen-
tary leverage ratio factors into the PCA ratios
for an advanced approaches bank or bank that is
a Category III Board-regulated institution (as
defined in 12 CFR 217.2). Section 3035.3,
“Examination Procedures,” was revised to include
several minor technical edits.

Section 4060.1

This section, “Information Technology,” was
revised to remove the section’s Appendix A—
Risk Management of Outsources Technology
Services that was rescinded by the Federal
Financial Institutions Examination Council
(FFIEC). See the FFIEC’s July 15, 2004, press
release. With the release of the Outsourcing
Technology Services Booklet, the FFIEC de-
cided to rescind the November 2000 guidance
on “Risk Management of Outsourced Technol-
ogy Services.” Refer to the FFIEC Outsourcing
Technology Services Booklet on the FFIEC
website for current information on this topic.

Sections 4090.1, 4090.2, 4090.3,
and 4090.4

Significant organizational revisions were made
to section 4090.1, “Interest Rate Risk Manage-

ment.” This section continues to align with
existing guidance on interest rate risk manage-
ment. See SR-96-13, “Joint Policy Statement on
Interest Rate Risk,” and SR-10-1, “Interagency
Advisory on Interest Rate Risk.” Section 4090.1
was reorganized to differentiate content explain-
ing effective interest rate risk management prac-
tices at a supervised institution from examina-
tion practices and considerations in assessing
the effectiveness of an institution’s interest rate
risk management. Sections 4090.2, “Examina-
tion Objectives,” and 4090.3, “Examination Pro-
cedures,” were also revised to align with the
interagency ED modules. Section 4090.4, “Inter-
est Rate Risk Management: Internal Control
Questionnaire,” was removed from the manual.

Sections 4130.1, 4130.2, 4130.3,
and 4130.4

The material in section 4130.1, “Private Place-
ments,” section 4130.2, “Examination Objec-
tives,” and section 4130.3, “Examination Proce-
dures,” was updated and moved to
sections 2024.1, 2024.2, and 2024.3, respec-
tively. Section 4130.4, “Private Placements: In-
ternal Control Questionnaire,” was removed
from the manual.

Sections 4133.1, 4133.2, and 4133.3

Section 4133.1, “Prompt Corrective Action,”
and section 4133.3, “Prompt Corrective Action:
Examination Procedures” were updated and
moved to sections 3035.1 and 3035.3, respec-
tively. Section 4133.2, “Prompt Corrective
Action: Examination Objectives,” was moved to
section 3035.2 without revision.

Sections 4180.1, 4180.2, 4180.3,
and 4180.4

The content of sections 4180.1, 4180.2, 4180.3,
and 4180.4, collectively describing “Investment-
Funds Support,” was moved to section 6074 and
renamed ‘“Regulation W: Investment-Funds
Support.”
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Sections 6074.1, 6074.2, 6074.3,
and 6074.4

Section 6074.1 on “Regulation W: Investment-
Funds Support,” section 6074.2, “Examination
Objectives,” section 6074.3, “Examination Pro-
cedures,” and section 6074.4, “Internal Control
Questionnaire,” are based on material previ-
ously in section 4180. No substantive edits were
made to these sections.

Section 6080.1

This new section, “Regulation Y: Prohibitions
Against Tying Arrangements” provides an over-
view of Section 106 of the Bank Holding
Company Act Amendments of 1970 (sec-
tion 106). Section 106, as implemented by the
Federal Reserve Board’s Regulation Y
(12 CFR 225), prohibits a bank from condition-
ing the availability or price of one product on a

requirement that the customer also obtain another
product from the bank or an affiliate of the bank.
The statute is intended to prevent banks from
using their ability to offer bank products in a
coercive manner to gain a competitive advan-
tage in markets for other products and services.
The outdated content related to section 106 was
removed from other manual sections, namely
section 2040.1, “Loan Portfolio Management,”
and section 2080.1, “Commercial and Industrial
Loans.”

Section A.2040.3

This section, “Loan Portfolio Management:
Comprehensive Mortgage Banking: Examina-
tion Procedures” was incorporated into sec-
tion 2044.3, “Mortgage Banking: Examination
Procedures.” As a result, section A.2040.3 was
removed from the manual.
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Summary of Changes

This supplement reflects decisions of the Board
of Governors, new and revised statutory and
regulatory provisions, supervisory guidance, and
instructions that the Division of Supervision and
Regulation has issued since the publication of
the May 2019 supplement.

Table of Contents

The Table of Contents was updated to reflect the
changes described below. In addition, the 6000
series major section heading was updated to
remove the commercial bank report of exami-
nation template and instructions, which are in
section 1001.1 of the manual. Going forward,
the 6000 series major section heading will
contain sections on key regulations that pertain
to safety and soundness examinations of state
member banks. These sections summarize and
explain the rules, as amended, but are not
substitutes for the rules themselves.

Section 1000.1

This section, “Examination Strategy and Risk-
Focused Examinations,” was updated to note
that examiners should convey, if evident, both
the root cause of a supervisory finding and the
potential effect of a finding on the organization.
The section also describes key factors examiners
should consider in determining whether to rec-
ommend additional formal or informal investi-
gation or enforcement action for an organiza-
tion. Lastly, the section also includes a reference
to SR-18-5/CA-18-7, “Interagency Statement
Clarifying the Role of Supervisory Guidance,”
which examiners should also consider when
communicating supervisory findings.

Section 1001.1

Minor updates were made to section 1001.1,
“Community Bank Supervision Process.” This
section includes references to SR-20-8, “Joint
Statement on Adjustment to the Calculation for
Credit Concentration Ratios Used in the Super-
visory Approach,” and SR-19-9, “Bank Exams

Tailored to Risk (BETR).” Minor typographical
errors were corrected.

Sections 1020.1, 1020.2, and 1020.3

Section 1020.1, “Federal Reserve System Bank
Surveillance Program,” was updated to include
information on the Federal Reserve’s use of
outlier metrics to assist examiners and other
supervisory staff in determining the scope of
safety-and-soundness examinations. The role of
outlier metrics is particularly important in pre-
examination planning at community and re-
gional state member banks. Combined with
examiner judgment, outlier metrics are used to
classify the levels of risk at a state member bank
within individual risk dimensions, such as credit,
liquidity, and operational risk. Federal Reserve
examiners then tailor the bank examination to
reflect the levels of risk present. See SR-19-9,
“Bank Exams Tailored to Risk (BETR),” for
more information. The examination objectives
(section 1020.2) and examination procedures
(section 1020.3) also were revised.

Section 2040.1

This section, “Loan Portfolio Management,”
was updated to remove the discussion related to
Regulation O, which is now covered in sec-
tion 6050.1 of the manual.

Sections 2110.1, 2110.2, 2110.3, and
21104

This section, “Floor Plan Loans,” was revised to
improve its clarity and to add additional guid-
ance references. For instance, material in the
section was revised to consolidate supervisory
considerations in the review of a bank’s floor
plan loans into one part of the section. The
examination procedures in section 2120.3 were
also revised to align with the interagency exami-
nation documentation (ED) modules. Sec-
tion 2120.2, “Floor Plan Loans: Examination
Objectives” and section 2120.4, “Floor Plan
Loans: Internal Control Questionnaire,” were
removed from the manual.
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Sections 2120.1, 2120.2, 2120.3, and
2120.4

Section 2120.1, “Direct Financing Leases,” was
revised to provide updated accounting refer-
ences for lease accounting. The section states
that leases should be accounted for in accor-
dance with accounting standards issued by the
Financial Accounting Standards Board (FASB).
The lease accounting standard currently applied
by public business entities, “Leases (Topic 842),”
was issued by FASB in February 2016, and
supersede ASC Topic 840, Leases, by 2021. The
examination procedures in section 2120.3 were
revised to align with the interagency ED mod-
ules. Section 2120.2, “Direct Financing Leases:
Examination Objectives” and section 2120.4,
“Direct Financing Leases: Internal Control Ques-
tionnaire,” were removed from the manual.

Sections 3025.1 and 3025.3

This new section, “Dividends,” was previously
section 4070.1. In addition to moving the sec-
tion closer to the other sections in the manual
related to capital, this section was revised to
include references to guidance on capital plan-
ning processes, including the issuance of divi-
dends, for bank subsidiaries of large holding
companies. The section also includes a new
discussion on the capital conservation buffer,
which limits capital distributions and discretion-
ary bonus payments for banking organizations
that do not hold a specified amount of common
equity tier 1 capital in addition to the amount of
regulatory capital necessary to meet the mini-
mum risk-based capital requirements. (See
12 CFR 217.) The examination procedures in
section 3025.3 were also revised.

Sections 4050.1, 4050.2, 4050.3,
and 4050.4

The contents of “Transactions Between Member
Banks and Their Affiliates” (sections 4050.1,
4050.2, and 4050.3), were moved to sec-
tion 6070 and renamed “Regulation W: Trans-
actions Between Member Banks and Their Af-
filiates.” Section 4050.4 was removed from the
manual.

Sections 4052.1, 4052.2, 4052.3,
and 4052.4

The contents of “Bank-Related Organizations”
(sections 4052.1, 4052.2, and 4052.3), were
moved to section 6072 and renamed “Regula-
tion W: Bank-Related Organizations.” Sec-
tion 4052.4 was removed from the manual.

Sections 4070.1, 4070.2, 4070.3,
and 4070.4

The contents of sections 4070.1, “Dividends,”
and 4070.3, “Dividends: Examination Proce-
dures,” were updated and moved to sec-
tions 3025.1 and 3025.3 of the manual, respec-
tively. Section 4070.2, “Dividends: Examination
Objectives,” and section 4070.4, “Dividends:
Internal Control Questionnaire,” were removed
from the manual.

Section 5000.1

This section, “Duties and Responsibilities of
Directors,” was updated to remove contents
related to the Depository Institution Manage-
ment Interlocks Act as implemented by Regula-
tion L. The relevant content on Regulation L
was moved to section 6040.1, “Regulation L:
Depository Institution Management Interlocks
Act.”

Section 5020.1

This section, “Overall Conclusions Regarding
Condition of the Bank,” was updated to remove
the contents related to the review of Bank
Secrecy Act (BSA) and anti-money-laundering
(AML) compliance at state member banks. Sec-
tion 6010.1, “Regulation H: Bank Secrecy Act
and Anti-Money-Laundering,” was developed
to provide a brief description of supervisory
activities related to the review of BSA and AML
compliance programs at state member banks.

Section 6000.1

Section 6000.1, “Commercial Bank Report of
Examination,” was removed from the manual.
The primary report of examination template is
located in section 1001.1, “Community Bank
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Supervision Process.” The 6000 series major
section heading will contain sections on key
regulations that pertain to safety-and-soundness
examinations of state member banks.

Section 6010.1

This new section, “Regulation H: Bank Secrecy
Act and Anti-Money-Laundering,” was devel-
oped to provide a brief introduction of the BSA
and AML compliance program and suspicious
activity reporting requirements for banks under
Regulation H. The section notes that additional
details on the BSA/AML program, suspicious
activity reporting requirements, and all other
laws, regulations, and examination procedures
pertaining to the BSA, are described in the
Federal Financial Institutions Examination
Council (FFIEC) BSA/AML Examination
Manual.

Section 6040.1

This new section, “Regulation L: Depository
Institution Management Interlocks Act,” pro-
vides an overview of the Depository Institution
Management Interlocks Act, as implemented by
Regulation L (12 CFR 212) and subpart J of
Regulation LL (12 CFR 238.91-.99). These
regulations prohibit a management official of a
depository institution or depository institution
holding company from serving simultaneously
as a management official of another depository
organization if the organizations are not affili-
ated and both either are very large or are located
in the same local area.

Sections 6050.1 and 6050.3

This new section, “Regulation O: Loans to
Executive Officers, Directors, And Principal
Shareholders of Member Banks,” provides an
overview of the Federal Reserve Board’s Regu-
lation O (12 CFR 215), which implements many
of the laws pertaining to extensions of credit by
banks to their insiders. Regulation O is designed
to mitigate the potential for conflicts of interest
and self-dealing by individuals who may be in a
position to influence a bank’s lending decisions.
The section outlines Board staff legal opinions
on Regulation O and supervisory considerations
for assessing compliance with Regulation O.
The content in section 2040.1 related to Regu-
lation O was removed from the manual. Exami-
nation procedures (refer to section 6050.3) were
developed.

Sections 6070.1, 6070.2, and 6070.3

This new section, “Regulation W: Transactions
Between Member Banks and Their Affiliates,”
contains the content that was previously in
section 4050. No substantive edits were made to
this content. As a result, section 4050 was
removed from the manual.

Sections 6072.1, 6072.2, and 6072.3

This new section, “Regulation W: Bank-Related
Organizations,” contains the content that was
previously in section 4052. No substantive edits
were made to this content. As a result, sec-
tion 4052 was removed from the manual.
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Summary of Changes

Section 1000.1

Section 1000.1, “Examination Strategy and Risk-
Focused Examinations,” was significantly re-
vised and reorganized. This section addresses
key aspects of the Federal Reserve’s supervisory
process for safety and soundness examinations
for state member banks. Some of the most
significant topics covered in this section include
examination authority, compliance with laws
and the role of guidance, applications under
Regulation H (12 CFR part 208), state member
bank examination frequency, coordinating super-
visory activities, and communicating supervi-
sory findings. Subsequent sections in the manual
further describe the examination and supervi-
sory practices that apply to particular supervi-
sory portfolios of state member banks.

Section 1001.1

This new section, “Community Bank Supervi-
sion Process,” discusses some of the most sig-
nificant aspects in the preparation and execution
of an examination of a state member bank with
$10 billion or less in total assets. The section
explains the risk-focused process for examining
community banks and describes the written
products that facilitate this process. In addition,
the section provides an updated description of
the community bank report of examination and a
revised illustrative template of the community
bank report of examination. Relevant report of
examination content that was previously in sec-
tions 6003.1 and 6005.1 has been incorporated
into section 1001.1.

Section 1007.1

This section, “Other Types of Examinations,”
was previously Section 6010.1. In addition to
the reorganization of the material in this new
section, section 1007.1 addresses the Board’s
final rules that expanded the examination cycle
for certain small state member banks and U.S.
branches and agencies of foreign banks. The

final rules (83 Fed. Reg. 67,033 (December 28,
2018)) adopted the interim final rules (83 Fed.
Reg. 43,961 (August 29, 2018)) without change.
The final rules amended Regulation H (12 CFR
part 208) and Regulation K (12 CFR part 211),
which raised the total asset threshold (from less
than $1 billion to less than $3 billion in assets)
for certain qualifying state member banks and
U.S. branches and agencies of foreign banks to
be eligible for an 18-month examination cycle.
See SR-18-7, “Updates to the Expanded Exami-
nation Cycle for Certain State Member Banks
and U.S. Branches and Agencies of Foreign
Banking Organizations,” for more information.

Section 1011.1

The contents of this new section, “Supervisory
Guidance for Assessing Risk Management at
Supervised Institutions with Total Consolidated
Assets Less than $50 Billion,” were previously
part of section 1000.1, “Examination Strategy
and Risk-Focused Examinations.” A new sec-
tion was developed to improve the organization
and presentation of manual content. The new
section also provides more information on the
applicability of the guidance to supervised insti-
tutions as well as updates for several references.

Section 1012.1

The contents of this new section, “Risk Man-
agement Processes and Internal Controls of
Firms Having $50 Billion or More in Total
Assets,” were previously part of section 1000.1,
“Examination Strategy and Risk-Focused Ex-
aminations.” A new section was developed to
improve the organization and presentation of
manual content. In addition to the content being
moved, the section provides more information
on the applicability of the guidance to super-
vised institutions and contains minor editorial
edits.

Section 2190.1

Section 2190.1, “Bank Premises and Equip-
ment,” was revised to provide updated account-
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ing standards about leases. In February 2016,
the Financial Accounting Standards Board
(FASB) issued a new accounting standard on
leases, Accounting Standards  Update
No. 2016-02, Leases (Topic 842), which revises
the accounting for lease transactions. The sec-
tion also was revised to provide guidance on the
treatment of operating leases as an investment in
bank premises under Regulation H upon the
implementation of the new lease accounting
standard. See SR-19-7, “Statement on the Im-
plications of the New Lease Accounting Stan-
dard on Regulation H,” for more information.
The examination objectives (section 2190.2),
examination procedures (section 2190.3), and
internal control questionnaire (section 2190.4)
also were revised.

Section 3050.1

Section 3050.1, “Dodd-Frank Act Company-
Run Stress Testing for Banking Organizations
with Total Consolidated Assets $10-50 Billion,”
has been removed from the Commercial Bank
Examination Manual. Eighteen months after the
Economic Growth, Regulatory Relief, and Con-
sumer Protection Act’s (EGRRCPA) enactment
(May 24, 2018), financial companies with total
consolidated assets of less than $250 billion that
are not bank holding companies (BHCs) will no
longer be subject to the company-run stress
testing requirements in section 165(i)(2) of the
Dodd-Frank Act. On EGRRCPA’s date of enact-
ment, BHCs under $100 billion in total consoli-
dated assets were no longer subject to section
165(1)(2). The agencies’ regulations implement-
ing company-run stress testing provide that the
agencies may extend any deadline relating to
company-run stress testing. In order to avoid
unnecessary burden for depository institutions
(including state member banks) and to maintain
consistency between BHCs and depository in-
stitutions, the agencies are extending the dead-
lines for all regulatory requirements related to
company-run stress testing for depository insti-
tutions with average total consolidated assets of
less than $100 billion until November 25, 2019
(at which time both statutory exemptions will be
in effect). For more information, see the inter-
agency statement regarding the impact of the
Economic Growth, Regulatory Relief, and Con-
sumer Protection Act issued on July 6, 2018.

Sections 4140.1, 4140.2, 4140.3, and
4140.4

Section 4140.1, “Real Estate Appraisals and
Evaluations,” has been revised significantly. This
section provides a brief summary of the Board’s
appraisal regulations and directs readers to the
key pieces of guidance that the Board and other
banking agencies have issued relating to real
estate appraisals and evaluations. Previously,
section 4140.1 contained the entire contents of
the December 2010 “Interagency Appraisal and
Evaluation Guidelines.” The revised manual
section includes a brief summary of the Decem-
ber 2010 Interagency Appraisal and Evaluation
Guidelines, as well as a hyperlink to the guide-
lines. (See SR-10-16.) The examination objec-
tives (section 4040.2), examination procedures
(section 4140.3), and internal control question-
naire (section 4140.4) also were revised.

Section 6000.1

This section, “Commercial Bank Report of Ex-
amination,” has been revised to remove much of
the content related to the communication of
supervisory findings. This content on the com-
munication of supervisory findings has been
incorporated into the revised section 1000.1,
“Examination Strategy and Risk-Focused Ex-
aminations,” to improve manual content organi-
zation.

Sections 6003.1 and 6005.1

The relevant content from section 6003.1, “Com-
munity Bank Examination Report,” and content
of 6005.1, “Community State Member Banks
and Holding Companies Rated Composite *“4”
or “5” (Examination and Inspection Report For-
mat),” have been incorporated into section
1001.1, “Community Bank Supervision Pro-
cess.” As a result, sections 6003.1 and 6005.1
were removed from the Commercial Bank Ex-
amination Manual.

Section 6010.1

The relevant content in this section, “Other
Types of Examinations,” was moved to section
1007.1 of this manual to consolidate high-level
supervisory process information into the 1000
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sections of the manual. Accordingly, section
6010.1 was removed from the Commercial Bank
Examination Manual.

Section A.2000.1

This section, “Cash Accounts: Financial Record-
keeping and Reporting Regulations-Examination
Procedures,” was removed from the Commer-
cial Bank Examination Manual. This section
was a placeholder and did not contain back-
ground information or examination procedures.
For more information and examination proce-
dures on monetary instrument recordkeeping
requirements under the Bank Secrecy Act, see
the Federal Financial Institutions Examination
Council Bank Secrecy Act/Anti-Money Launder-
ing Examination Manual.

Section A.4140.1

Real Estate Appraisals and Evaluations: Appen-
dixes A-D was removed from the Commercial
Bank Examination Manual. The appendix pro-
vided a commentary on the 12 exemptions from
the agencies’ appraisal regulations and explana-
tion of the agencies’ statutory authority to pro-
vide for appraisal regulatory exemptions and the
application of these exemptions. This informa-
tion is provided in the 2010 Interagency Ap-
praisal and Evaluation Guidelines. (See SR-10-
16). Section 4140.1 was revised to include
hyperlinks to these appendixes and include brief
summaries of the appendixes. As a result of the
revisions to section 4140.1, the information in
section A.4140.1 was determined to be duplica-
tive and, therefore, was removed from the
manual.
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Foreword

INTRODUCTION

The Federal Reserve shares supervisory and
regulatory responsibility for federally insured
banks with the Office of the Comptroller of the
Currency and the Federal Deposit Insurance
Corporation at the federal level, and with indi-
vidual state banking departments at the state
level. The Federal Reserve is the primary federal
supervisor of state-chartered banks that have
chosen to join the Federal Reserve System
(which are referred to as “state member banks”).

Regulation and supervision are distinct, but
complementary, activities. Regulation entails es-
tablishing the rules within which banks must
operate—in other words, regulations govern the
formation, operations, activities, and acquisi-
tions of banks. Once the Federal Reserve Board
or another government entity adopts a regula-
tion, the Federal Reserve’s supervision process
includes monitoring, inspecting, and examining
banks to assess whether a bank is in compliance
with banking laws and regulations, and whether
it is operating in a safe and sound manner.
Further, through the supervision process, exam-
iners evaluate a bank’s risk profile as well as the
adequacy of a bank’s risk management to iden-
tify, manage, and control the risks arising from
the bank’s business operations and activities.

New laws, regulations, supervisory policies,
guidance, and interpretations result from emerg-
ing conditions and trends in the banking indus-
try or are tied to specific risks and industry
events. With the enactment of new laws and
regulations and the issuance of additional guid-
ance, the scope of supervisory activities and
examinations are revised to promote the safety
and soundness of banks and to assess compli-
ance with laws and regulations.

Section 10(d) of the Federal Deposit Insur-
ance Act generally requires the appropriate fed-
eral banking agency for an insured depository
institution (which includes state member banks)
to conduct a full-scope examination at least once
every 12 months. The Act does permit a longer
cycle—at least once every 18 months—for in-
sured depository institutions that meet certain
criteria. Examiners use the Uniform Financial
Institutions Rating System (UFIRS), which is
commonly referred to as the CAMELS rating
system, to structure their assessment of a bank’s
condition and to communicate their conclusions
about the assessment of a bank’s condition.

PURPOSE OF THIS MANUAL

One of the main goals of the Commercial Bank
Examination Manual is to explain the Federal
Reserve’s examination process for state member
banks. The state member bank examination
process is the Federal Reserve’s fact-finding
arm in carrying out its regulatory and supervi-
sory responsibilities. Further, the Federal Reserve
supplements the information from examination
activities with information from its off-site sur-
veillance process that is based on banks’ finan-
cial regulatory reports (referred to as the “Call
Reports”).

Objectives of an Examination

The essential objectives of an examination are to
(1) provide an objective evaluation of a bank’s
soundness; (2) determine the level of risk in-
volved in the bank’s transactions and activities;
(3) ascertain the extent of compliance with
banking statutes and regulations; (4) evaluate
the adequacy of corporate governance and to
appraise the quality of the board of directors and
management; and (5) identify the activities and
business operations where a bank needs to take
corrective action to improve its risk manage-
ment, the quality of its performance, and to
promote and demonstrate compliance with appli-
cable statutes and regulations.

The Commercial Bank Examination Manual
organizes and formalizes examination objec-
tives and procedures that provide guidance to
examiners on conducting their work, and en-
hances the quality of examinations and consis-
tent application of procedures across the Federal
Reserve System. The manual provides specific
guidelines for

determining the scope of an examination;
determining the procedures to be used in
examining a bank, including those procedures
that may lead to the early detection of trends
and risks that, if continued, might result in a
deterioration in the condition of a bank;
evaluating the adequacy of a bank’s policies
and procedures, the degree of compliance
with them, and the adequacy of its internal
controls;

evaluating the work performed by a bank’s
internal and external auditors;
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evaluating the performance and activities of a
bank’s board of directors and management;
preparing workpapers that support examina-
tion reports and aid in evaluating the work of
examiners; and

using objective criteria as a basis for the
overall supervisory conclusion, comments, and
criticism, regarding the condition of a bank,
compliance with banking laws and regula-
tions, and the quality of a bank’s risk man-
agement.

This manual also provides background infor-
mation on common banking activities and de-
scribes risk management practices for banks to
support their safe and sound operations. More
specifically, this manual describes loan and
investment portfolio management as well as
capital adequacy and liquidity analysis.

Although this manual is designed to provide
guidance to examiners in planning and conduct-
ing bank examinations, it should not be consid-
ered a legal reference. Questions concerning the
applicability of, and compliance with, banking
laws and regulations should be referred to ap-
propriate legal counsel at the Reserve Banks or
the Board of Governors of the Federal Reserve
System. As this manual provides background
and references to regulations, a bank should
refer to the Code of Federal Regulation for the
Federal Reserve Board’s regulations.

Further, this manual should not be viewed as
a comprehensive training guide for examiners.
Examiners should view this manual as a work-
ing tool and guide. The Federal Reserve has
separate training and continuing professional
development programs for its examiners and has
examination modules that provide more detailed
instructions than this manual to assist examiners
in conducting an examination.

HOW TO USE THIS MANUAL

Organization

The Commercial Bank Examination Manual is
divided into the following major parts, which
are generally organized based on the compo-
nents of the CAMELS rating system:

 Part 1000—Supervisory Process
* Part 2000—Assets

Part 3000—Capital, Earnings, Liquidity, and

Sensitivity to Market Risk

e Part 4000—Management Activities and
Internal Controls

e Part 5000—Other Examination Areas

* Part 6000—Bank Regulations

* Part 7000—International

Part 8000—Statutes Administered by the

Federal Reserve

Sections in each part are made up of four
subsections, where applicable:

e Supervisory policy and guidance by topic
(e.g., section xxxx.1): These sections provide
details on the respective topics. This informa-
tion is expanded upon and reinforced through
the Federal Reserve’s educational and training
programs and the examiner’s experience on
the job.

o Examination objectives (e.g., section XxxX.2):
These sections describe the goals that exam-
iners should achieve in performing the exami-
nation for a particular bank activity or risk. In
some instances, the examination objectives
are incorporated into the examination proce-
dures or are part of the Examination Docu-
mentation (ED) modules, which define com-
mon examination objectives and procedures
for the review of state member banks in the
community and regional bank supervision
portfolios. Therefore, a manual section may
not have an examination objectives section.

» Examination procedures (e.g., section xxxx.3):
These sections list procedures that examiners
may scope into the review of a bank’s activity
or risk. If there are corresponding ED modules
for the topic, the section will provide a link to
the ED modules page on the Board’s public
website and a listing of module titles related to
the section.

e Internal control questionnaires (e.g., sec-
tion xxxx.4): These sections set forth stan-
dards for a bank’s operational controls. The
assessment of a bank’s internal controls is
typically incorporated into the examination
procedures and, therefore, a manual section
may not have an internal control questionnaire
(ICQ). An ICQ can be used in evaluating a
bank’s operational audit techniques where the
scope of internal audit includes such consid-
erations. The ICQ steps marked with an aster-
isk require substantiation by observation or
testing.
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UPDATES manual is updated periodically. The most recent

version of the entire manual and major sections,
Effective December 31, 2017, the Board ended  as well as the ED modules, are available on the
the option of ordering print versions for the Board’s website at https://www.federalreserve.gov/
Commercial Bank Examination Manual. The  publications/supmanual htm.
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1000—SUPERVISORY PROCESS

The 1000 series of sections explain the Federal
Reserve’s methodology for supervising state
member banks of various asset sizes. These
sections describe how examiners assess the
safety and soundness of state member banks

using the Uniform Financial Institution Rating
System or CAMELS (Capital, Asset Quality,
Management, Earnings, Liquidity, and Sensitiv-
ity to Market Risk) rating system.

Commercial Bank Examination Manual

May 2021
Page 1



Examination Strategy and Risk-Focused Examinations

Effective date October 2023

Section 1000.1

INTRODUCTION

The Federal Reserve shares supervisory and
regulatory responsibility for domestic banks with
the Office of the Comptroller of the Currency
(OCC) and the Federal Deposit Insurance Cor-
poration (FDIC) at the federal level, and with
individual state banking departments at the state
level. The Federal Reserve is the primary federal
supervisor of state-chartered banks that have
chosen to join the Federal Reserve System. Such
domestically operating banks are called state
member banks (SMBs).

Regulation and supervision are distinct, but
complementary, activities. Regulation entails es-
tablishing the rules within which financial insti-
tutions must operate—in other words, issuing
specific regulations governing the formation,
operations, activities, and acquisitions of finan-
cial institutions. Once the rules and regulations
are established, supervision—which involves
monitoring, inspecting, and examining financial
institutions—seeks to ensure that an institution
complies with those rules and regulations, and
that it operates in a safe-and-sound manner.

Section 39 of the Federal Deposit Insurance
Act! (FDI Act) requires each federal banking
agency to establish certain safety-and-soundness
standards by regulation or by guideline for all
insured depository institutions. In accordance
with section 39, the agencies’ guidelines cover
three types of standards: (1) operational and
managerial standards; (2) compensation stan-
dards; and (3) such standards relating to asset
quality, earnings, and stock valuation as they
determine to be appropriate.> The safety-and-
soundness standards that the agencies use to
identify and address problems at insured deposi-
tory institutions before capital becomes im-
paired. The agencies believe that the interagency
standards for safety and soundness serve this
end without dictating how institutions must be
managed and operated. These standards are
designed to identify potential safety-and-
soundness concerns and ensure that action is
taken to address those concerns before they pose
a risk to the deposit insurance funds.

As the primary federal supervisor for SMBs
(as well as bank holding companies, savings and
loan holding companies, intermediate holding

1. 12 US.C. 1831p-1.
2. See 12 CFR 208, appendix D-1.

companies, and other banking entities), the Fed-
eral Reserve can take formal enforcement actions
against these institutions for violations of laws,
rules, or regulations, unsafe or unsound prac-
tices, breaches of fiduciary duty, and violations
of final orders.

The purpose of this section is to describe key
aspects of the Federal Reserve’s supervisory
program for safety-and-soundness examinations
that are relevant to SMBs. Subsequent sections
in this manual will further describe the exami-
nation and supervisory process of SMBs by
supervisory portfolio, which is based on the
banks’ complexity, activities, asset size, and
financial and operational risk factors.

EXAMINATION AND
SUPERVISORY AUTHORITY

The Federal Reserve System’s statutory exami-
nation authority permits examiners to review all
books and records maintained by a financial
institution that is subject to the Federal Reserve’s
supervision. This authority extends to all docu-
ments.? Section 11(a)(1) of the Federal Reserve
Act provides that the Board has the authority to
examine, at its discretion, the accounts, books,
and affairs of each member bank and to require
such statements and reports as it may deem
necessary. Therefore, Federal Reserve supervi-
sory staff (including examination staff), may
review all books and records of a banking
organization that is subject to Federal Reserve
supervision.*

CONFIDENTIALITY PROVISIONS

The complete definition of confidential supervi-
sory information (CSI) is in 12 CFR pt. 261,
subpart C. Generally, CSI consists of any docu-
ments prepared by Federal Reserve staff that

3. Supervision and Regulation SR-97-17, “Access to Books
and Records of Financial Institutions During Examinations
and Inspections,” details the procedure supervisory staff
should follow if a banking organization declines to provide
information asserting a claim of legal privilege.

4. Supervisory staff include Federal Reserve staff who are
conducting supervisory activities during the on-site examina-
tion and in connection with examination preparation, moni-
toring, and surveillance activities that are conducted off-site
from a supervised institution’s offices.
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contains supervisory views regarding a super-
vised institution, or confidential information
obtained from a supervised institution. These
include examination reports, operating and con-
dition reports (from continuous monitoring, for
example), and information related to, derived
for, or contained in such reports. Information
gathered in the course of investigations related
to enforcement actions is also CSI.

Importantly, CSI does not include “docu-
ments prepared by a supervised firm for its own
business purposes and that are in its posses-
sion.” (Refer to 12 CFR 261.2(b)(2)(i).) This
means that a supervised firm may share infor-
mation that was submitted to the Federal Reserve
with third parties so long as that information
was not produced specifically for the Federal
Reserve and does not contain any information
that suggests supervisory views or supervisory
actions communicated to the supervised firm by
the Federal Reserve.

Under the Board’s Rules Regarding the Avail-
ability of Information (12 CFR 261), banking
organizations are prohibited from disclosing
confidential supervisory information without
prior written permission of the Board’s General
Counsel.> Board staff have taken the position
that identification of information requested by,
or provided to, supervisory staff—including the
fact that an examination has taken or will take
place—is related to an examination and falls
within the definition of confidential supervisory
information.

Confidentiality Provisions in
Agreements that Prevent or Restrict
Notification to the Federal Reserve

The Federal Reserve has stated and clarified its
expectations regarding confidentiality provi-
sions that are contained in agreements between a
banking organization and its counterparties (for
example, mutual funds, hedge funds, and other
trading counterparties) or other third parties. It is
contrary to Federal Reserve regulation and pol-
icy for agreements to contain confidentiality
provisions that (1) restrict the banking organi-
zation from providing information to Federal
Reserve supervisory staff (refer to 12 U.S.C.
1820(d)); (2) require or permit, without the prior
approval of the Federal Reserve, the banking

5. 12 CFR 261.20(a).

organization to disclose to a counterparty that
any information will be or was provided to
Federal Reserve supervisory staff; or (3) require
or permit, without the prior approval of the
Federal Reserve, the banking organization to
inform a counterparty of a current or upcoming
Federal Reserve examination or any nonpublic
Federal Reserve supervisory initiative or action.
Banking organizations that have entered into
agreements containing such confidentiality pro-
visions are subject to legal risk. See SR-07-19,
“Confidentiality Provisions in Third-Party Agree-
ments,” and SR-97-17, “Access to Books and
Records of Financial Institutions During Exami-
nations and Inspections,” for more information.
For information on the restrictions pertaining to
the very limited disclosure of confidential super-
visory ratings and other nonpublic supervisory
information, see SR-05-4, “Interagency Advi-
sory on the Confidentiality of Nonpublic Super-
visory Information,” and SR-96-26, “Provision
of Individual Components of Supervisory Rat-
ing Systems to Management and Boards of
Directors.”®

OBJECTIVES OF THE
SUPERVISORY PROCESS

The Federal Reserve is committed to ensuring
that the supervisory process for all institutions
under its purview meets the following objec-
tives:

* Provides flexible and responsive supervision.
The supervisory process is dynamic and
forward-looking, so it responds to technologi-
cal advances, product innovation, and new
risk-management systems and techniques as
well as to changes in the condition of an
individual financial institution and to market
developments.

» Fosters consistency, coordination, and com-
munication among the appropriate supervi-
sors. Seamless supervision, which reduces
regulatory burden and duplication, is pro-
moted. Examiners review the institution’s risk
assessments, key control functions, and moni-
toring systems. Federal Reserve examiners
conduct joint examinations with other federal
banking agencies and alternate examinations
with state bank supervisors. Examiners tailor

6. See also this manual’s section, “Overall Conclusions
Regarding Condition of the Bank.”
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supervisory activities to an institution’s con-
dition, risk profile, and unique characteristics.

* Promotes the safety and soundness of finan-
cial institutions. The supervisory process ef-
fectively evaluates the safety and soundness
of banking institutions, including assessing
risk-management systems and financial con-
dition as well as determining compliance with
laws and regulations.

e Provides a comprehensive assessment of the
institution. The supervisory process integrates
“specialty” areas (for example, information
technology, trust, Bank Secrecy Act (BSA)/
anti-money laundering (AML), and consumer
compliance) and functional risk assessments
and reviews, in cooperation with interested
supervisors, into a comprehensive assessment
of the institution.

RISK-FOCUSED EXAMINATIONS

The Federal Reserve began to further emphasize
the importance of sound risk-management pro-
cesses and strong internal controls in the mid-
1990s when evaluating the activities of SMBs.
(See SR-96-14, “Risk-focused Safety and Sound-
ness Examinations and Inspections,” and
SR-95-51, “Rating the Adequacy of Risk Man-
agement Processes and Internal Controls at State
Member Banks and Bank Holding Compa-
nies.”) To ensure that institutions have in place
the processes necessary to identify, measure,
monitor, and control their risk exposures, Fed-
eral Reserve supervisory activities focus on
evaluating the appropriateness of a bank’s risk
management practices and processes. Under a
risk-focused examination approach, examiner
resources are focused on a bank’s highest risk
areas. However, when examiners find weakness
in a bank’s risk-management processes or inter-
nal controls, such as an inadequate loan review
function, examiners would increase the sample
of loans to review or will perform additional
loan transaction testing. In addition, if an exam-
iner believes that a banking organization’s man-
agement is being less than candid, has provided
false or misleading information, or has omitted
material information, then examiners will expand
the scope of their on-site transaction testing.
The Federal Reserve recognizes that transac-
tion testing by itself is not sufficient for ensuring
the continued safe-and-sound operation of a
banking organization. Evolving financial instru-

ments and markets have enabled banking orga-
nizations to rapidly reposition their risk expo-
sures. Therefore, periodic assessments of the
condition of a financial institution that are based
on transaction testing alone cannot keep pace
with the moment-to-moment changes occurring
in a bank’s risk profile.

The examination approaches for both commu-
nity banks and large banks are risk-focused
processes that rely on an understanding of the
institution, the performance of risk assessments,
the development of a supervisory plan or exami-
nation scope, and examination procedures tai-
lored to the institution’s risk profile. However,
the Federal Reserve has tailored its supervisory
approach for a large bank versus a community
bank. The process for large institutions relies
more heavily on a dedicated supervisory team
with central points of contact and supervisory
plans consisting of various activities such as
continuous monitoring activities, target reviews,
or horizontal supervisory activities. In compari-
son, for community banks, the Federal Reserve
conducts a point in time examination, which is
supplemented by off-site surveillance monitor-
ing. The Federal Reserve’s supervisory ap-
proach differs for community banks versus larger
more complex banks to address differences in
banks’ activities, operations, and risk profiles. In
comparison to community banks, large complex
banks typically have more financial products,
sophisticated risk-management systems (includ-
ing audit and internal controls), greater manage-
ment structure, and a wider geographic disper-
sion of operations.

COMPLIANCE WITH LAWS AND
REGULATIONS

Compliance with relevant laws and regulations
should be assessed during the examination pro-
cess. The steps taken to complete these assess-
ments will vary depending on the circumstances
of the institution subject to review. When an
institution has a history of satisfactory compli-
ance with relevant laws and regulations or has
an effective compliance function, only a rela-
tively limited degree of transaction testing need
be conducted to assess compliance. At institu-
tions with a less satisfactory compliance record
or that lack a compliance function, more exten-
sive review will be necessary.
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Role of Supervisory Guidance

The Federal Reserve and the other agencies
issue various types of supervisory guidance,
including interagency statements, advisories, bul-
letins, policy statements, questions and answers,
and frequently asked questions, to their respec-
tive supervised institutions. A statute or regula-
tion has the force and effect of law.” Unlike a
law or regulation, supervisory guidance does not
have the force and effect of law, and the
agencies do not take enforcement actions based
solely on supervisory guidance. Rather, super-
visory guidance outlines the agencies’ supervi-
sory expectations or priorities and articulates the
agencies’ general views regarding appropriate
practices for a given subject area. Supervisory
guidance often provides examples of practices
that the agencies generally consider consistent
with safety-and-soundness standards or other
applicable laws and regulations, including those
designed to protect consumers. See 12 CFR 262,
Appendix A, “Statement Clarifying the Role of
Supervisory Guidance.”

APPLICATIONS UNDER
REGULATION H: 12 CFR 208

Regulation H (12 CFR 208) defines the mem-
bership requirements for SMBs; describes mem-
bership privileges and conditions imposed on
these banks; sets out procedures for requesting
approval to establish branches and for request-
ing voluntary withdrawal from membership;
provides information for registering and filing
financial statements; sets out procedures for
dealing with banks that are less than adequately
capitalized; and establishes real estate lending
standards. Below is description of various appli-
cations SMBs file under Regulation H.

Bank Merger

A bank must file an application for prior Federal
Reserve approval under section 18(c) or sec-
tion 5(d)(3) of the FDI Act to merge with
another bank or thrift institution, respectively, or
to acquire the assets, or assume the liabilities, of

7. Government agencies issue regulations that generally
have the force and effect of law. Such regulations generally
take effect only after the agency proposes the regulation to the
public and responds to comments on the proposal in a final
rulemaking document.

another bank or thrift institution, if the resulting
institution is to be an SMB.

Bank Service Company

An SMB must file an application for prior
Federal Reserve approval under section 5(a) of
the Bank Service Company Act (BSC Act) to
invest in or establish a bank service company if
the company would engage in activities under
sections 4(c), 4(d), or 4(e) of the BSC Act. A
bank (regardless of its charter) must file an
application for prior Federal Reserve approval
under section 5(b) of the BSC Act to invest in or
establish a bank service company if the com-
pany would engage in activities under sec-
tions 4(b) or 4(f) of the BSC Act.

Change in Control

A person or a group acting in concert, as defined
in Regulation Y (12 CFR 225.2), proposing to
acquire voting shares of an SMB may be re-
quired to provide prior notice to the Federal
Reserve in accordance with Regulation Y
(12 CFR 225.43).

Domestic Branches

An SMB must file an application for prior
Federal Reserve approval under Regulation H
(12 CFR 208.6) to establish a new branch
facility. An application must be filed, whether
the branch is located in the state where the bank
is headquartered (intrastate branch) or whether
the branch is located in another state (interstate
branch). In addition, applications for de novo
interstate branches are subject to state filing
requirements and to capital, management, and
community reinvestment standards. See SR-11-3,
“De Novo Interstate Branching by State Mem-
ber Banks.” See also, SR-13-7/CA-13-4, “State
Member Bank Branching Considerations.”
Section 109 of the Riegle-Neal Interstate
Banking and Branching Efficiency Act of 1994
(the Interstate Act) (12 U.S.C. 1835a) prohibits
any bank from establishing or acquiring a branch
or branches outside of its home state primarily
for the purpose of deposit production. In 1997,
the banking agencies published a joint final rule
implementing section 109. (See 62 Fed. Reg.
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47728, September 10, 1997.) Section 106 of the
Gramm-Leach-Bliley Act of 1999 expanded the
coverage of section 109 of the Interstate Act to
include any branch of a bank controlled by an
out-of-state bank holding company. On June 6,
2002, the Board and the other banking agencies
published an amendment to their joint final rule
(effective October 1, 2002) to conform the
uniform rule to section 109. (See 67 Fed. Reg.
38844.) The amendment expands the regulatory
prohibition against interstate branches being
used as deposit-production offices to include any
bank or branch of a bank controlled by an
out-of-state bank holding company, including a
bank consisting only of a main office. See
Regulation H, 12 CFR 208.7(b)(2).

The Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act)
modified the federal statute governing de novo
interstate branching by SMBs. As a result, as of
July 22, 2010, an SMB is authorized to open its
initial branch in a host state® by establishing a de
novo branch at any location at which a bank
chartered by the host state could establish a
branch.”

An SMB that desires to establish a new
branch facility may be eligible for expedited
processing of its application by the Reserve
Bank if it is an eligible bank, as defined in
Regulation H (12 CFR 208.2(e)).

A member bank also may choose to submit an
application that encompasses multiple branches
that it proposes to establish within one year of
the approval date. Unless notification is waived,
the bank must notify the appropriate Reserve
Bank within 30 days of opening any branch
approved under a consolidated application. The
approval to open a branch is valid for one year.
During this period, the Board or the appropriate
Reserve Bank may notify the bank that in its
judgment, based on reports of condition, exami-
nations, or other information, there has been a
change in the bank’s condition, financial or
otherwise, that warrants reconsideration of the
approval. (See Regulation H, 12 CFR 208.6(d).)

Insured depository institutions that intend to
close branches must comply with the require-
ments detailed in section 42 of the FDI Act

8. “Host state” means a state, other than a bank’s home
state, in which the bank seeks to establish and maintain a
branch. 12 U.S.C. 36(g)(3)(C).

9. 12 US.C. 36(g)(1)(A), as amended by section 613(a) of
the Dodd-Frank Act; 12 U.S.C. 321. Initial entry into a host
state by way of an interstate bank merger is governed by
12 US.C. 1831u.

(12 U.S.C. 1831r-1). Section 42(e) requires that
banks provide 90 days’ notice to both customers
and, in the case of insured SMBs, the Federal
Reserve Board before the date of the proposed
branch closings. The notice must include a
detailed statement of the reasons for the decision
to close the branch, and statistical and other
information in support of those stated reasons. A
similar notice to customers must be posted in a
conspicuous manner on the premises of the
branch to be closed at least 30 days before the
proposed closing. There are additional notice,
meeting, and consultation requirements for pro-
posed branch closings by interstate banks in low
and moderate income areas. Finally, the law
requires each insured depository institution to
adopt policies for branch closings. (See the
revised joint policy statement concerning in-
sured depository institutions’ branch closing
notices and policies, effective June 29, 1999.
See also 64 Fed. Reg. 34844.) Examiners and
supervisors need to be mindful of the section 42
statutory requirements and this joint policy.
Regulation H (12 CFR 208.6(f)) states that a
branch relocation, defined as a movement that
occurs within the immediate neighborhood and
does not substantially affect the nature of the
branch’s business or customers served, is not
considered a branch closing. Further, Regula-
tion H (12 CFR 208.2(¢)(2)(ii)) states (in one of
six exclusions) that a branch does not include an
office of an affiliated or unaffiliated institution
that provides services to customers of the mem-
ber bank on behalf of the member bank, so long
as the institution is not “established or operated”
by the bank. For example, a bank could contract
with an unaffiliated or affiliated institution to
receive deposits; cash and issue checks, drafts,
and money orders; change money; and receive
payments of existing indebtedness without be-
coming a branch of that bank. The bank could
also (1) have no ownership or leasehold interest
in the institution’s offices, (2) have no employ-
ees who work for the institution, and (3) not
exercise any authority or control over the insti-
tution’s employees or methods of operation.

Emergency Applications

Emergency conditions associated with a prob-
lem or failing banking organization may allow
for processing of an application under the stream-
lined procedures of the Bank Holding Company
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Act, the FDI Act, the Change in Bank Control
Act, or the Federal Reserve Act.!® The two types
of emergency procedures are expeditious action
and immediate action. Under the expeditious
action procedures, the Federal Reserve allows
the public up to 10 days to comment on a
proposal. Under the immediate action proce-
dures, the Federal Reserve would act on a
proposal as soon as possible. Potential filers are
encouraged to contact the Federal Reserve as
early as possible to discuss emergency proce-
dures.

Membership

A state-chartered bank proposing to become a
member of the Federal Reserve System or a
national bank converting to a state-charter and
desiring to remain a member of the Federal
Reserve System must file an application for
prior Federal Reserve approval under of Regu-
lation H (12 CFR 208.3).'' A bank seeking
membership should contact the Federal Reserve
prior to submitting a final application to allow
for the completion of a pre-membership exami-
nation, if needed.

Notice of Addition or Change in
Directors or Senior Executive Officers

An SMB must provide prior notice to the
Federal Reserve to add a director or a senior
executive officer if the bank meets the criteria in
Regulation Y (12 CFR 225.72). An institution
may request a waiver of the prior notice require-
ment if the individual’s services are needed
immediately.

Premises Acquisition

An SMB must provide prior notice to the
Federal Reserve under Regulation H (12 CFR

10. Emergency procedures cannot be used without a letter
from the chartering authority of the failing financial institu-
tion.

11. A newly organized bank must apply directly to the
FDIC for deposit insurance. The bank also should have
received at least preliminary approval for a state banking
charter prior to filing a final membership application with the
Federal Reserve. A draft application may be submitted prior to
state action on the charter.

208.21) to increase its investment in bank prem-
ises if the aggregate of all such investments and
loans, together with the amount of any indebt-
edness incurred by any corporation that is an
affiliate of the bank, will be more than the
bank’s perpetual preferred stock and related
surplus plus common stock and surplus. The
filing threshold is raised to 150 percent of the
bank’s perpetual preferred stock and related
surplus plus common stock and surplus if the
proposal meets the conditions in Regulation H
(12 CFR 208.21(a)(3)). See also this manual’s
section entitled, “Bank Premises and Equip-
ment,” for more information.

Changes in the General Character
of a Bank’s Business

In conjunction with assessing overall compli-
ance with relevant laws and regulations, exam-
iners should review for compliance with the
requirements of Regulation H, which sets forth
the requirements for membership of state-
chartered banks in the Federal Reserve System
and imposes certain conditions of membership
on applicant banks. Under the regulation, a
member bank must “at all times conduct its
business and exercise its powers with due regard
to safety and soundness” and “may not, without
the permission of the Board, cause or permit any
change in the general character of its business or
in the scope of the corporate powers it exercises
at the time of admission to membership.” (See
SR-02-9, “Guidance Regarding Significant
Changes in the General Character of a State
Member Bank’s Business and Compliance with
Regulation H,” and Regulation H (12 CFR
208.3(d)(1) and (2)).)

SMBs must receive the prior approval of the
Board before making any significant change in
business plans. The trend toward more diverse,
more complex, and, at times, riskier activities at
some banks has raised the importance of this
prior-approval requirement. Changes in the gen-
eral character of a bank’s business would include,
for example, becoming a primarily financial
technology-based operation, or concentrating
solely on subprime lending, mortgage lending,
or leasing activities. Depending on how they are
conducted and managed, these activities can
present novel risks for banking organizations
and may also present risks to the deposit insur-
ance fund. In many cases, these activities in-
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volve aggressive growth plans and may give rise
to significant financial, managerial, and other
supervisory issues.

In applications for membership in the Federal
Reserve System, the Federal Reserve considers
a bank’s proposed business plan to ensure, at a
minimum, that appropriate financial and mana-
gerial standards are met. Likewise, the other
federal banking agencies consider a bank’s busi-
ness plan when they review applications for
federal deposit insurance, in the case of the
FDIC, or applications for a national bank or
federal thrift charter, in the case of the OCC.
The OCC and the FDIC may condition their
approvals of applications on a requirement that,
during the first three years of operations, the
bank or thrift provides prior notice or obtains
prior approval of any proposed significant de-
viations or changes from its original operating
plan. Rather than use similar commitments, the
Federal Reserve has relied on the provisions of
Regulation H to address situations in which an
SMB proposes to materially change its core
business plan.

Federal Reserve supervisors should monitor
changes in the general character of an SMB’s
business as part of the Federal Reserve’s normal
supervisory process to ensure compliance with
the requirements of Regulation H and with
safe-and-sound banking practices. This review
should be conducted by the Reserve Bank dur-
ing the on-site examination of the bank. A
significant change in a bank’s business plan
without the Board’s prior approval would be
considered a violation of Regulation H and
would be addressed through follow-up supervi-
sory action.

Minimum Statewide Loan-to-Deposit
Ratios

Section 109 of the Interstate Act sets forth a
process to test compliance with the statutory
requirements. First, a bank’s statewide loan-to-
deposit ratio'? is compared with the host-state
loan-to-deposit ratio!? for banks in a particular
state. If the bank’s statewide loan-to-deposit

12. The statewide loan-to-deposit ratio relates to an indi-
vidual bank and is the ratio of a bank’s loans to its deposits in
a particular state where the bank has interstate branches.

13. The host-state loan-to-deposit ratio is the ratio of total
loans in a state to total deposits from the state for all banks that
have that state as their home state. For state-chartered banks,
the home state is the state where the bank was chartered.

ratio is at least one-half of the published host-
state loan-to-deposit ratio, then it has complied
with section 109 of the Interstate Act. A second
step is conducted if a bank’s statewide loan-to-
deposit ratio is less than one-half of the pub-
lished ratio for that state or if data are not
available at the bank to conduct the first step.
The second step involves determining whether
the bank is reasonably helping to meet the credit
needs of the communities served by its interstate
branches. If a bank fails both of these steps, it
has violated section 109 of the Interstate Act and
is subject to sanctions.

RATING THE BANK

Uniform Financial Institutions Rating
System

All of the federal banking agencies use the
Uniform Financial Institutions Rating System
(UFIRS), commonly referred to as the
“CAMELS?” rating system, as the criteria for
rating a bank or thrift. The agencies under the
auspices of the Federal Financial Institutions
Examination Council (FFIEC) last revised this
rating system in 1996. Under the UFIRS, each
financial institution, more specifically an in-
sured depository institution whose primary fed-
eral supervisory agency is represented on the
FFIEC, is assigned a composite rating based on
an evaluation and rating of six essential compo-
nents of an institution’s financial condition and
operations. These component factors address the
“C”—adequacy of capital; “A”—the quality of
assets; “M”—the capability of management;
“E”—the quality and level of earnings; “L"—
the adequacy of liquidity; and “S”—the sensi-
tivity to market risk.'#

Evaluations of the components take into con-
sideration the institution’s asset size and sophis-
tication, the nature and complexity of its activi-
ties, and its risk profile. Composite and
component ratings are assigned based on a “1
to 5” numerical scale. A “1” indicates the
highest rating, strongest performance and risk
management practices, and least degree of su-
pervisory concern, while a “5” indicates the

14. For a full description of the CAMELS component, see
the manual section entitled, “Overall Conclusions Regarding
Condition of the Bank: Uniform Financial Institutions Rating
System and the Federal Reserve’s Risk Management Rating.”
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lowest rating, weakest performance, inadequate
risk management practices and, therefore, the
highest degree of supervisory concern.

The composite rating generally bears a close
relationship to the component ratings assigned.
However, the composite rating is not derived by
computing an arithmetic average of the compo-
nent ratings. Each component rating is based on
a qualitative analysis of the factors comprising
that component and its interrelationship with the
other components. When assigning a composite
rating, some components may be given more
weight than others depending on the situation at
the institution. In general, assignment of a com-
posite rating may incorporate any factor that
bears significantly on the overall condition and
soundness of the financial institution. Assigned
composite and component ratings are disclosed
to the institution’s board of directors and senior
management.

The ability of management to respond to
changing circumstances and to address the risks
that may arise from changing business condi-
tions, or the initiation of new activities or
products, is an important factor in evaluating a
financial institution’s overall risk profile and the
level of supervisory attention warranted. For
this reason, the management component is given
special consideration when assigning a compos-
ite rating. The ability of management to identify,
measure, monitor, and control the risks of its
operations is also taken into account when
assigning each component rating. It is recog-
nized, however, that appropriate management
practices vary considerably among financial in-
stitutions, depending on their size, complexity,
and risk profile. For less complex institutions
engaged solely in traditional banking activities
and whose directors and senior managers, in
their respective roles, are actively involved in
the oversight and management of day-to-day
operations, relatively basic management sys-
tems and controls may be adequate. At more
complex institutions, on the other hand, detailed
and formal management systems and controls
are needed to address their broader range of
financial activities and to provide senior manag-
ers and directors, in their respective roles, with
the information they need to monitor and direct
day-today activities. All institutions are expected
to properly manage their risks. For less complex
institutions engaging in less sophisticated risk
taking activities, detailed or highly formalized
management systems and controls are not re-

quired to receive strong or satisfactory compo-
nent or composite ratings.

Risk Management Rating

The Federal Reserve instituted an explicit risk
management rating requirement to be assigned
for examinations and inspections commencing
on or after January 2, 1996. The risk manage-
ment rating applies to all SMBs, regardless of
their size.!

The rating for risk management is based on a
scale of one through five in ascending order of
supervisory concern. Examiners should assign
this rating to reflect findings within all four
elements of sound risk management:

active board and senior management oversight

adequate policies, procedures, and limits

* adequate risk measurement, monitoring, and
management information systems

* comprehensive internal controls

The risk management rating should be re-
flected in the overall “Management” rating of
the institution and should be consistent with the
ratings criteria discussed in the section entitled,
“Condition of the Bank: Uniform Financial
Institutions Rating System.”

Definition of a Full-Scope
Examination

The definition of a full-scope examination
includes the safety-and-soundness components
of the Interagency Uniform Rating System for
CAMELS, the safety-and-soundness mandates
of the Federal Deposit Insurance Corporation
Improvement Act of 1991 and other regulatory
priorities. A full-scope examination involves the
collection and analysis of data sufficient to allow
the examiner-in-charge (EIC) to determine a
rating for each of the CAMELS components. To
make this determination the EIC should ensure
various financial and managerial factors are
considered during the full-scope examination. It
is expected that a full-scope examination would

15. This rating requirement was introduced by SR-95-51.
See also SR-16-11 and the manual section entitled, “Overall
Conclusions Regarding Condition of the Bank: Uniform
Financial Institutions Rating System” and the Federal
Reserve’s Risk Management Rating.
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be conducted on a consolidated basis, meaning
that all subsidiaries of the bank would be evalu-
ated. The scope of analysis of subsidiaries and
the necessity for on-site presence in such sub-
sidiaries and branches of the banking institution
should be determined by the EIC after an
analysis of the materiality and operational risk
inherent in each. In most cases, an on-site
examination of material credit extending (issu-
ing) subsidiaries should be conducted. For more
information on the minimum expectations for
full-scope examinations see SR-94-12, “The
Federal Reserve System’s Definition of a Full
Scope, On-Site Examination for Safety and
Soundness.”

Target Examinations

Target examinations focus intensively on one or
two activities rather than assessing all of the
safety-and-soundness components of the
CAMELS rating system. There are multiple
circumstances when the Federal Reserve would
conduct a target examination. For instance, if
the bank is under a formal enforcement action,
compliance with the formal action may be
validated, in part, through a target examination.
In addition, the Federal Reserve may conduct a
target examination of a particular activity, such
as the bank’s loan review, between full-scope
examinations if off-site monitoring noted dete-
riorating asset quality at the bank. For more
information, see discussion below on SMB ex-
amination frequency and coordination.

OTHER EXAMINATION AREAS

Foreign branch and specialty examination find-
ings and the ratings assigned to those areas are
taken into consideration, as appropriate, when
assigning component and composite ratings un-
der UFIRS. Several specialty examination areas
include Compliance, Community Reinvestment,
Government Security Dealers, Information Sys-
tems, Municipal Security Dealers, Transfer
Agent, and Trust.'®

16. See the manual section entitled “Other Examination
Areas” for more information on the specialty examination
areas.

EXAMINATION-FREQUENCY
EXPECTATIONS FOR STATE
MEMBER BANKS

The Federal Reserve is required to conduct a
full-scope, on-site examination of every insured
SMB at least once during each 12-month period,
with the exception that certain small institutions
can be examined once during each 18-month
period. The 18-month examination period can
be applied to those banks that

have total assets of less than $3 billion;

e are well capitalized;

 the Federal Reserve assigned a management
component rating of “1” or “2” at the most
recent Federal Reserve or applicable state
banking agency examination;!”

» were assigned a CAMELS composite rating of
“1” or “2” as part of the bank’s rating;'8

¢ are not subject to a formal enforcement pro-
ceeding or action by the Federal Reserve or
the FDIC; and

* no person acquired control of the bank during

the preceding 12-month period in which a

full-scope examination would have been re-

quired but for the 18-month examination cycle

eligibility provision.!?

The exceptions do not limit the authority of
the Federal Reserve to examine any insured
member bank as frequently as deemed neces-
sary. The examination cycle was also expanded
from 12 months to 18 months for U.S. branches
and agencies of foreign banks, subject to speci-
fied qualifying criteria. (Refer also to SR-18-7,
“Updates to the Expanded Examination Cycle
for Certain State Member Banks and U.S.
Branches and Agencies of Foreign Banking
Organizations.”

17. The Board is permitted to conduct on-site examinations
of SMBs on alternating 12-month or 18-month periods with
the institution’s state supervisor, if the Board determines that
the alternating examination conducted by the state carries out
the purposes of section 10(d) of the FDI Act. 12 US.C.
1820(d)(3). Refer to the discussion below on the Alternate-
Year Examination Program.

18. The ratings were assigned under the Uniform Financial
Institutions Rating System (UFIRS). Refer to SR-96-38,
“Uniform Financial Institutions Rating System,” and this
manual’s section entitled, “Overall Conclusions Regarding
Condition of the Bank: Uniform Financial Institutions Rating
System and the Federal Reserve’s Risk Management Rating.”

19. 12 CFR 208.64.
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Bank Secrecy Act/Anti-Money
Laundering Examination Frequency

The Federal Reserve is required to complete a
BSA/AML compliance program review at each
safety-and-soundness examination conducted at
an SMB or U.S. branch or agency of a foreign

bank, which is typically every 12 months.?°
However, Reserve Banks should conduct a BSA/
AML compliance program review every
18 months if the SMB or U.S. branch or agency
of a foreign bank is eligible for and is examined
on the 18-month examination cycle. See SR-18-7
for more information.

20. 12 U.S.C. 1818(s)(2) and 12 U.S.C. 1818(b)(4).

Table 1. Overview of State Member Bank Examination Frequency and Coordination'

Total Asset Size
of the State
Member Bank
(SMB)?

Composite CAMELS rating of “1” or “2”
from the last examination

Composite
CAMELS rating
of “3” from
the last
examination

Composite
CAMELS rating
of “4” or <57
from the last

examination

$0 to less than
$3 billion

Full-scope on-site exam every 18 months, pro-
vided:

SMB is well capitalized;

SMB received a CAMELS composite rating of
“1” or “2” and a management component rating
of “1” or “2” at the most recent Federal Reserve
or applicable state banking agency examination;
SMB not subject to a formal enforcement pro-
ceeding or order by Federal Reserve or FDIC;
and

¢ No person acquired control of the SMB during
the preceding 12-month period in which a full-
scope exam would have been required but for
the 18-month exam cycle.

Otherwise, full-scope on-site exam every
12 months.

May be eligible for alternate-year examination
program (AEP).?

$3-$10 billion

Full-scope on-site exam every 12 months.
May be eligible for AEP.

Full-scope on-
site exam every
12 months con-
ducted by the
Federal Reserve
or jointly with
the relevant state
banking agency.
A targeted exam
conducted by
the Federal
Reserve or
jointly with the
state banking
agency is also
required annu-
ally for deterio-
rating institu-
tions.*

Two exams are
required every
12 months. One
of the two ex-
ams must be a
full-scope exam.
Both exams
must be con-
ducted by the
Federal Reserve
or jointly with
the relevant state
banking agency.

$10 billion
or more and
less than
$100 billion

Full-scope on-site exam every 12 months. Some SMBs rated CAMELS composite “1”
and “2” may be eligible for an AEP. The SMB is subject to continuous monitoring, and
exam activities are intensified based on the severity of issues at the bank.

$100 billion
and above

Full-scope on-site exam every 12 months. The full-scope exam must be led by the Federal
Reserve and may be joint with the relevant state banking agency. The SMB is subject to continu-
ous monitoring, and exam activities are intensified based on the severity of issues at the bank.

1. This table provides a brief summary of examination (exam) frequency requirements for SMBs. See the Federal Reserve
Board’s Regulation H, (12 CFR 208.64(b)).

2. Examinations of SMBs with $10 billion or more in total assets are typically integrated into the consolidated supervision
program at the bank holding company.

3. AEPs generally allow exams conducted in alternating years or alternating 18-month periods, as appropriate, to be
conducted by the state banking agency. For those SMBs with total assets over $3 billion, there must be a Federal Reserve
examiner presence at state-led AEP exams. AEPs are implemented on a state-by-state basis. Consult the appropriate Reserve
Bank for further information regarding eligibility and availability of an AEP in a particular state.

4. The Federal Reserve typically identifies deteriorating banks through off-site surveillance information. See this manual’s
section entitled, “Federal Reserve System Bank Surveillance Program,” for more information.

October 2023
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De Novo Bank Examination
Frequency and Scope

A de novo bank is a bank that has been in
operation for three years or less. A de novo bank
or a recently converted SMB has a different
examination frequency from the required 12-
month or 18-month examination schedule. The
examination frequency for these banks is found
in SR-20-16, “Supervision of De Novo State
Member Banks.”?!

Within the first six months following a de
novo’s formation or conversion to a state mem-
ber bank, the responsible Reserve Bank should
conduct a targeted examination. In a written
report provided to the bank’s board of directors
and senior management, the Reserve Bank
should summarize the scope of review and
supervisory findings but should generally not
assign a CAMELS rating.

The responsible Reserve Bank should con-
duct a full-scope examination, independently,
jointly, or concurrently with the state banking
department within 12 months of the de novo’s
formation or its conversion to a state member
bank. Thereafter, the bank should remain on a
12-month cycle until two full-scope, on-site
examinations have been conducted. After the
bank (1) has had three full-scope examinations,
and (2) has been in operation for three years, the
Reserve Bank may transition to the statutorily
required full-scope examination schedule.

After the initial target examination, the next
three examinations of the de novo, either led by
the Federal Reserve or conducted jointly with
the state banking department, should be full-
scope. In addition to the supervisory expecta-
tions for a full-scope examination, the Reserve
Bank should review the de novo for certain
capital and managerial related items, which are
outlined in SR-20-16.

21. SR-20-16 applies to any commercial bank, thrift, Edge
Act corporation, or industrial bank that has been in existence
for less than three years and is converting to become a state
member bank. Insured depository institutions that are in
operation for longer than three years and apply to become a
state member bank are not covered in SR-20-16 but may be
subject to a pre-membership examination as outlined in
SR-15-11/CA-15-9, “Examinations of Insured Depository In-
stitutions Prior to Membership or Merger into a State Member
Bank.”

De Novo Subsidiaries of Bank Holding
Companies with Assets Greater than
$3 Billion

A Reserve Bank may elect to make a risk-based
determination that a de novo that is a subsidiary
of a bank holding company with consolidated
assets of greater than $3 billion should be
examined less frequently than otherwise sug-
gested in SR-20-16 if, in the opinion of the
Reserve Bank, the parent company and its
subsidiary banks are in satisfactory condition
and the parent is considered to be a source of
strength to its insured depository institution
subsidiaries. Such subsidiary de novos would be
expected to maintain capital levels that align
with the de novo policy guideline outlined in
SR-20-16.

EXAMINATION OF INSURED
DEPOSITORY INSTITUTIONS
PRIOR TO MEMBERSHIP OR
MERGER INTO STATE MEMBER
BANKS

A safety-and-soundness or consumer compli-
ance examination of a state nonmember bank,
national bank, or savings association seeking to
convert its status to a state member will not
generally be required prior to the conversion if
the institution seeking membership meets the
criteria for “eligible bank,” as set forth in the
Board’s Regulation H,?> plus the additional
safety-and-soundness and consumer compliance
criteria listed below (together referred to as
“eligibility criteria”).>> To meet the Regula-
tion H “eligible bank” criteria, an insured deposi-
tory institution must

1. be well capitalized under Regulation H, sub-
part D, Prompt Corrective Action;

2. have a composite CAMELS rating of “1”
or “2”:

3. have a Community Reinvestment Act (CRA)
rating of “outstanding” or “satisfactory”;

22. 12 CFR 208.2(e).

23. Note that a bank may be subject to a consumer
compliance pre-membership or pre-merger examination or
CRA review even if it meets all waiver eligibility criteria for
safety-and-soundness examination. Similarly, a pre-membership
or pre-merger safety-and-soundness examination may be war-
ranted even though the bank meets all of the waiver criteria for
consumer compliance and/or CRA.
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4. have a consumer compliance rating of “1” or
“2”; and

5. have no major unresolved supervisory issues
outstanding (as determined by the Board or
appropriate Federal Reserve Bank in its dis-
cretion), including adverse supervisory find-
ings or ratings by the current primary regu-
lator or Consumer Financial Protection Bureau
(CFPB).2*

In addition, the insured depository institution
seeking membership must meet the following
additional safety-and-soundness criteria:

e the management component of CAMELS is
rated “1” or “2”
* the on-site “close date” of the most recent
full-scope safety-and-soundness examination
is less than nine months from the date of the
application for membership?3
there have been no material changes to the
bank’s business model since the most recent
report of examination and no material changes
are planned for the next four quarters°
the annual growth in total assets, measured as
of the most recent quarter end on the institu-
tion’s Consolidated Reports of Condition and
Income, is under 25 percent and planned
growth over the next year is less than 25 per-
cent

In cases where a state nonmember bank,
national bank, or savings association is merging
with an SMB and the surviving institution is an
SMB, a safety-and-soundness or consumer com-
pliance examination of the state nonmember
bank, national bank, or savings association will
not be required so long as the SMB meets all of

24. In general, if significant trust or fiduciary activities
were found to be conducted in a less-than-satisfactory manner,
an insured depository institution would typically not meet this
requirement.

25. The close date of an on-site examination is defined as
the last date that the examination team is physically on-site at
the institution. For examinations for which all or a portion of
the work is performed off-site, the close date is defined as the
earlier of the following dates: (1) the date when the analysis
(including loan file review) is completed and ready for the
examiner-in-charge review; or (2) the date when the prelimi-
nary exit meeting is held with management, which can be
conducted either on-site or off-site by conference call.

26. A “material change” would be an event that would
materially affect the institution’s balance sheet and income
statement, such as a sizeable growth, sale, or wind-down of a
major business line or assets, or change in senior leadership
positions, such as the chief executive officer, the chief
financial officer, or the chairman of the board.

the eligibility criteria on an existing and pro-
forma basis. For example, the SMB would not
meet all of the eligibility criteria if its total
assets were to increase by 25 percent or more on
a pro-forma basis considering both organic
growth and assets from the merging institution.
Other examples of situations that may cause the
merging SMB to not meet the eligibility criteria
include, but would not be limited to, a change in
senior leadership, a change in strategy, and a
situation where the institution with which it is
merging is rated less than satisfactory, has major
unresolved supervisory issues, or brings new
business lines or products to the SMB. (See
SR-15-11/CA-15-9, “Examinations of Insured
Depository Institutions Prior to Membership or
Merger into a State Member Bank.”)

Process for Determining Whether to
Waive a Safety-and-Soundness
Examination

In all cases, the Reserve Bank must consult with
Board supervisory staff when determining
whether to waive a safety-and-soundness exami-
nation under this policy. Under certain circum-
stances, a pre-merger or pre-membership exami-
nation may be waived even when an institution
fails to meet one or more of the safety-and-
soundness related eligibility criteria. This can
occur if the Reserve Bank, in consultation with
Board supervisory staff, determines that conduct-
ing a safety-and-soundness examination would
be unlikely to provide information that would
assist in evaluating the statutory and regulatory
factors that the Federal Reserve is required to
consider in acting on the membership or merger
application.

Process for Determining Whether to
Waive a Consumer Compliance
Examination or CRA Review

For consumer compliance and CRA, the Reserve
Bank should review the most recent supervisory
information, including consumer compliance ex-
aminations, reviews, and risk assessments, from
the appropriate primary banking regulatory
agency and the CFPB, if applicable, and consult
with applications staff and supervisory staff in
the Board’s Division of Consumer and Commu-
nity Affairs (DCCA) when determining whether
to waive a consumer compliance examination
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under this policy. However, if the institution
seeking to convert to an SMB is rated less-than-
satisfactory for consumer compliance, a pre-
membership or pre-merger examination should
be conducted.

In addition, if the review of supervisory
information from the appropriate primary bank-
ing regulatory agency and the CFPB, if applica-
ble, identifies significant weaknesses, a pre-
membership or pre-merger consumer compliance
examination may be warranted, with a focus on
the particular area of concern, even if a bank has
a consumer compliance examination rating of
“1” or “2.”27 In such cases, the Reserve Bank
should also consult with applications and super-
visory staff in DCCA.

Because membership in the Federal Reserve
System does not confer deposit insurance, CRA
does not, by its terms, apply to membership
applications. Nevertheless, a less-than-
satisfactory CRA rating, especially if it reflects a
chronic record of weak CRA performance, would
presumably reflect unfavorably upon the abili-
ties of management of the institution. In these
situations, it is appropriate for the Reserve Bank
to include in the pre-membership examination a
review of the institution’s CRA performance as
well as management’s plans and programs to
ensure that the organization meets its CRA
obligations going forward.

Documentation Requirement for a
Waived Safety-and-Soundness or
Consumer Compliance Examination

The Reserve Bank must prepare and maintain
documentation supporting its decision not to
conduct a pre-membership or pre-merger safety-
and-soundness or consumer compliance exami-
nation. Documentation should include a memo-
randum summarizing how the institution meets
each of the eligibility criteria or a justification
for the waiver for cases where the institution
does not meet one or more of the eligibility
criteria. The supporting memorandum should

27. Supervisory matters not captured in the examination
rating could raise significant concerns that may warrant a
pre-membership or pre-merger examination. Examples of
such events that could raise serious concerns about consumer
compliance include (1) a continuous monitoring event; (2) liti-
gation; (3) investigations by other agencies, such as the
Department of Justice, or the Department of Housing and
Urban Development; and (4) other information—such as a
spike in consumer complaints.

summarize the Reserve Bank’s review of the
two most recent full-scope safety-and-soundness
and consumer compliance examinations con-
ducted by the appropriate primary banking regu-
latory agency and, when applicable, the CFPB.

Scope and Documentation of the
Safety-and-Soundness or Consumer
Compliance Examination

All pre-membership or pre-merger safety-and-
soundness or consumer compliance examina-
tions can be risk focused and targeted, as appro-
priate, to the identified area(s) of weakness.
Furthermore, the Reserve Bank is not required
to issue a report to the institution; however, the
review should be documented in a memorandum
that is maintained together with the application
documents.

To fulfill the examination requirement for an
insured depository institution or savings asso-
ciation that is a subsidiary of a bank holding
company or savings and loan holding company
(hereafter referred to as holding company) with
consolidated assets equal to or greater than
$100 billion, the supervisory team will generally
rely on information gathered through the exist-
ing continuous monitoring program. The team is
also expected to consider findings from recent
examinations that assessed specific risks, lines
of business, or control functions, and from
reviews such as the Comprehensive Capital
Analysis and Review, the mid-cycle supervisory
stress test for banks and holding companies, the
holding company resolution plans, and the in-
sured depository institution resolution plan. In
the event the results of continuous monitoring
and prior examinations do not provide the infor-
mation necessary to assess specific areas of
weakness, the supervisory team will conduct a
targeted examination.

Supervisory Expectations Post-Merger
or Charter Conversion

In all cases, the Reserve Bank remains respon-
sible for adhering to the required frequency
timeframes established by Federal Reserve poli-
cies and regulations for both safety-and-
soundness and consumer compliance examina-
tions. When the statutory deadline for the
examination of an insured depository institution
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seeking membership is approaching, or has
passed, a Reserve Bank should conduct an
examination of the institution as soon as is
practical after it becomes an SMB. The Reserve
Bank should notify Board supervisory staff if
the examination mandate will be missed for
whatever reason.

In addition, for institutions with $10 billion or
more in total consolidated assets, the Reserve
Bank should complete the risk assessments and
supervisory strategies required for safety-and-
soundness no later than 30 days after the con-
version or merger, regardless of whether the
institution met the eligibility criteria. In prepar-
ing the risk assessment and supervisory strategy
for an SMB that was formerly a savings asso-
ciation or that acquired a savings association,
the Reserve Bank should pay particular attention
to activities conducted by any service corpora-
tion subsidiary that may not be permissible for
an SMB, where such activities have not yet been
conformed.?®

COORDINATION OF
SUPERVISORY ACTIVITIES:
COORDINATION WITH OTHER
BANKING AGENCIES

Alternate-Year Examination Program

The frequency of examination also may be
affected by the AEP. Under the AEP, those
banks that qualify are examined in alternate
examination cycles by the Reserve Bank and the
state. Thus, a particular bank would be exam-
ined by the Reserve Bank in one examination
cycle, the state in the next, and so on. Any bank
may be removed from the program and exam-
ined at any time by either agency, and either
agency can meet with a bank’s management or
board of directors or initiate supervisory action
whenever deemed necessary. In general, banks
with assets in excess of $10 billion and banks
that are rated a composite 3 or worse are
ineligible for an alternate-year examination. De

28. The Board, in acting on a membership application, is
required to consider whether the corporate powers to be
exercised are consistent with the purposes of the Federal
Reserve Act (12 US.C. 322). In addition, Regulation H
(12 CFR 208.3(d)(2)) requires a state member bank to obtain
the Board’s permission prior to changing the scope of powers
it exercises.

novo state member banks are also ineligible for
the AEP for the first three years of operations.
(See SR-20-16.) For an SMB that has undergone
a change in control and the state is scheduled to
conduct the next examination, a Federal Reserve
examiner should participate on the state-led
AEP examination.

Guidelines for Relying on State
Examinations

In 1995, the Federal Financial Institutions Ex-
amination Council (FFIEC) announced the adop-
tion of Guidelines for Relying on State Exami-
nations pursuant to section 349 of the Riegle
Community Development and Regulatory Im-
provement Act of 1994.2° One of the main
reasons for issuing this guidance was to estab-
lish standards for the purpose of determining the
acceptability of state reports of examination
under section 10(d)(3) of the FDI Act, 12 U.S.C.
1820(d)(3).

The Federal banking agencies will accept and
rely on state reports of examination in all cases
in which it is determined that state examinations
enable the federal banking agencies to effec-
tively carry out their supervisory responsibili-
ties. The following criteria may be considered,
in whole or in part, by a federal banking agency
when determining the acceptability of a state
report of examination under section 10(d) of the
FDI Act:

* The completeness of the state examination
report. The state report of examination of a
state-chartered, insured depository institution
or a state-chartered branch or agency of a
foreign bank should contain sufficient infor-
mation to permit a reviewer to make an
independent determination on the overall con-
dition of the institution as well as each com-
ponent factor and composite rating assigned
under the “Uniform Financial Institutions Rat-
ing System” used for insured depository insti-
tutions and commonly referred to as the
“CAMELS” rating system or the “ROCA”
rating system used for branches and agencies
of foreign banks.

The adequacy of documentation maintained
routinely by state examiners to support obser-
vations made in examination reports.

29. 12 U.S.C. 1820(d)(9).
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e The ability over time of a state banking
department to achieve examination objectives.
At a minimum, the federal banking agencies
will consider the adequacy of state budgeting,
examiner staffing and training, and the overall
review and follow-up examination process of
a state banking department. Accreditation of a
state banking department by the Conference
of State Bank Supervisors is among the fac-
tors that also will be considered.

e The adequacy of any formal or informal
arrangement or working agreement between a
state banking department and a federal bank-
ing agency.

The Federal banking agencies, as part of their
routine review of state examination reports, will
assess the quality and scope of the reports to
determine whether they continue to meet the
above general criteria. The Federal banking
agencies retain the option in cases in which a
state examination report appears insufficient or
the condition of an insured institution, as indi-
cated in the examination report or other sources,
appears to be seriously deteriorating, to conduct
a follow-up examination.

The appropriate Federal banking agency and
state banking department will continue to share,
discuss and work to resolve any problems or
concerns regarding the acceptability of each
other’s work or the operation of these guidelines
and the alternating examination program as well
as other issues of mutual interest.

Ratings Assigned by State
Supervisory Agencies under the
Alternate Examination Program

Reserve Banks should review all state examina-
tion reports on banks included in the AEP. A
Reserve Bank should only assign a separate
CAMELS rating if there is disagreement with
the rating assigned by the state supervisory
agency that conducted the examination. In the
event that a rating disparity exists, the rating
assigned by the Reserve Bank and the rationale
for that rating must be communicated to the
board of directors of the affected institution and
to the appropriate state and federal supervisory
agencies.

The rating assigned by the state supervisory
agency that conducted the examination should
be entered into Federal Reserve systems of

record as a full-scope examination. A different
rating assigned by the Reserve Bank in connec-
tion with the AEP examination should be re-
corded as an “examination” event with a “su-
pervisory assessment activity” scope. The Federal
Reserve rating will serve as the basis for deter-
mining compliance with relevant statutes and
regulations, and for the conduct of supervisory
responsibilities, including supervisory and en-
forcement activities, the frequency of inspection/
examination activity, and general surveillance
activity. See SR-99-17, “Supervisory Ratings
for State Member Banks, Bank Holding Com-
panies and Foreign Banking Organizations, and
Related Requirements for the National Exami-
nation Data System,” for more information.

Joint Examination Guidelines

The Nationwide State/Federal Supervisory
Agreement, dated November 14, 1996, which
addresses the supervision of multistate banking
organizations, established guidelines for the con-
duct of joint examinations. Under the terms of
the agreement, the participating state and federal
supervisory agencies should make every effort
to resolve significant differences that arise dur-
ing a joint examination. If differences cannot be
resolved, the agreement permits each supervi-
sory agency to take action, independent of the
other, in the fulfillment of its own statutory and
supervisory responsibilities.

An examination should be considered a joint
examination only if the participating supervi-
sory agencies agree on the component and
composite ratings to be assigned. If the Federal
Reserve and the state supervisory agency dis-
agree on the ratings to be assigned, the exami-
nation should be termed “concurrent,” and should
be recorded as such in the appropriate Federal
Reserve system of record. In these instances,
both the Federal Reserve rating and the state
supervisory agency rating should be entered into
the appropriate Federal Reserve system of re-
cord. In the event that an examination changes
from “joint” to “concurrent” in the course of the
examination, the examining Reserve Bank must
assign a separate supervisory rating and issue a
separate report of examination. The Federal
Reserve rating will serve as the basis for deter-
mining compliance with relevant statutes and
regulations, and for the conduct of its supervi-
sory responsibilities, including supervisory and
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enforcement activities, the frequency of
inspection/examination activity, and general sur-
veillance activity.

Supervision of State-Chartered Banks

In May 2004, the State-Federal Working Group,
an interagency group of state bank commission-
ers and senior officials from the Federal Reserve
and the FDIC, developed a recommended-
practices document designed to reiterate and
reaffirm the need for a commonsense approach
for collaborating with states in the supervision
of state-chartered banking organizations.?® The
recommended practices highlight the impor-
tance of communication and coordination
between state and federal banking agencies in
the planning and execution of supervisory ac-
tivities.

When communicating and coordinating with
other agencies, examination and supervisory
staff should follow the common courtesies and
recommended practices identified in the May
2004 document. The recommended practices
reinforce the long-standing commitment of fed-
eral and state banking supervisors to provide
efficient, effective, and seamless oversight of
state banks of all sizes, whether those institu-
tions operate in a single state or more than one
state. The recommended practices also mini-
mize, to the fullest extent possible, the regula-
tory burden placed on state-chartered banks—
thus further supporting and fostering a seamless
supervisory process. (See SR-04-12, “Super-
vision of State-Chartered Banks.”)

30. The source for the recommended practices is the
November 14, 1996, Nationwide State and Federal Supervi-
sory Agreement to enhance the overall state-federal coordi-
nated supervision program for state-chartered banks. The
agreement established a set of core principles to promote
coordination in the supervision of all interstate banks, with
particular emphasis on complex or larger institutions. (See
SR-96-33, “State/Federal Protocol and Nationwide Supervi-
sory Agreement.”) These principles are equally applicable and
important when supervisors from federal and state banking
agencies are communicating and coordinating the supervision
of state-chartered banks operating within a single state.

Recommended Practices for State
Banking Departments, the FDIC,
and the Federal Reserve

1. State and federal banking agencies should
take steps to ensure that all staff responsible
for the supervision and examination of state-
chartered banks are familiar with the prin-
ciples contained in the agreement. State and
federal banking agencies should ensure that
adherence to the principles in the agreement
is communicated as a priority within their
respective agencies at all levels of staff—
ranging from the field examiners to the
officers in charge of supervision and to state
bank commissioners.

2. Home-state supervisors should make every
effort to communicate and coordinate with
host-state supervisors as an important part
of supervising multistate banks as specified
in the Nationwide Cooperative Agreement
executed by the state banking departments
and recognized by the federal agencies in
the agreement.

3. State and federal banking agencies should
consider inviting one another to participate
in regional examiner training programs
and/or seminars to discuss emerging issues
and challenges observed in the banking
industry.

4. Federal and state banking departments
should maintain and share current lists of
their staff members designated as primary
contact persons (PCPs) for their institutions.

5. PCPs and EICs from the state banking
department(s) and federal agencies should
discuss and prepare supervisory plans at
least once during the examination cycle,
and more frequently as appropriate for in-
stitutions of greater size or complexity or
that are troubled. The agencies should dis-
cuss and communicate changes to the plan
as they may evolve over the examination
cycle. The supervisory plans should be
comprehensive, including examination plans,
off-site monitoring, follow-up or target
reviews, supervisory actions, etc., as appli-
cable.

6. The PCPs from the home-state banking
department and federal banking agencies
should make every effort to share reports
that their individual agencies have produced
through their off-site monitoring program or
through targeted supervisory activities.
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7. State and federal banking agencies should
notify one another as early as possible if
their agency cannot conduct a supervisory
event (e.g., examination) that was previ-
ously agreed upon—or if the agency intends
to provide fewer examiners/resources than
originally planned.

8. Meetings with bank management and direc-
tors should involve both the appropriate
staff from the home-state banking depart-
ment and from the responsible federal bank-
ing agency, whenever possible. If a joint
meeting is not possible or appropriate (for
example, the bank arranges the meeting
with one agency only), the other agency
(the home-state banking department or the
responsible federal banking agency, as appli-
cable) should be informed of the meeting.

9. The home-state and responsible federal
agency should make every effort to issue a
joint exam report in the 45-day time frame
identified in the agreement. If circum-
stances prevent adherence to time frames
identified in the agreement, the state and
federal agencies should coordinate closely
and consider benchmarks or timing require-
ments that may apply to the other agency.

10. All corrective action plans (for example,
memoranda of understanding (MOU), cease-
and-desist orders) should be jointly dis-
cussed, coordinated, and executed to the
fullest extent possible among all examina-
tion parties involved. Also, all information
on the institution’s corrective action plan
and progress made toward implementing
the plan should be shared.

11. To ensure that messages to management are
consistent to the fullest extent possible,
supervisory conclusions or proposed actions
should only be communicated to bank man-
agement, the bank board of directors, or
other bank staff after such matters have
been fully vetted within and between the
federal banking agency and home-state
banking department. The vetting process
should, to the fullest extent possible, adhere
to the exit meeting and examination report
issuance time frames specified in the agree-
ment. All parties should make every effort
to expedite the process in order to deliver
timely exam findings and efficient regula-
tory oversight.

12. When differences between the agencies arise
on important matters, such as examination
conclusions or proposed supervisory action,

senior management from the home-state
banking department and the appropriate
federal banking agency should communi-
cate to try to resolve the differences. In the
event that the state and federal banking
agency cannot reach agreement on impor-
tant matters affecting the supervised institu-
tion, the respective agencies should coordi-
nate the communication of those differences
to the management or board of directors of
the supervised institution, including the tim-
ing thereof and how the differing views will
be presented. (See SR-99-17.)

Coordinating Activities with the
Consumer Financial Protection
Bureau

On May 16, 2012, the CFPB, the Federal
Reserve Board, the FDIC, the NCUA, and the
OCC entered into an MOU to facilitate the
fulfillment of the agencies’ responsibilities in a
manner consistent with the provisions of sec-
tions 1022, 1024, and 1025 of the Dodd-Frank
Act. The MOU covers depository institutions
with more than $10 billion in total assets. The
objectives of the MOU, among other things, are
to establish which examination schedules must
be coordinated, which examinations must be
conducted simultaneously, what it means to
conduct an examination simultaneously, and
how insured depository institutions may request
to opt out of simultaneous examinations.3!

COORDINATION OF
SUPERVISORY ACTIVITIES:
COORDINATION ACTIVITIES
AMONG THE RESERVE BANKS

Many large banks have interstate operations;
therefore, close cooperation with the other fed-
eral and state banking agencies is critical. To
facilitate coordination between the Federal
Reserve and other regulators, District Reserve
Banks have been assigned roles and responsi-
bilities that reflect their status as either the

31. For more information, see the Board’s June 4, 2012,
press release at https://www.federalreserve.gov/newsevents/
pressreleases/bcreg20120604a.htm.
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responsible Reserve Bank (RRB) with the cen-
tral point of contact or the local Reserve Bank
(LRB).

The RRB is accountable for all aspects of the
supervision of a fully consolidated banking
organization, which includes the supervision of
all the institution’s subsidiaries and affiliates
(domestic, foreign, and Edge corporations) for
which the Federal Reserve has supervisory over-
sight responsibility. The RRB is generally
expected to work with LRBs in conducting
examinations and other supervisory activities,
particularly where significant banking opera-
tions are conducted in a local District. Thus, for
SMBs, the LRB has an important role in the
supervision of that subsidiary. However, the
RRB retains authority and accountability for the
results of all examinations and reviews that an
LRB may perform on its behalf. See SR-05-27/
CA-05-11, “Responsible Reserve Bank and Inter-
District Coordination.”

Responsible Reserve Bank

In general, the RRB for a banking institution has
been the Reserve Bank in the District where the
banking operations of the organization are prin-
cipally conducted. For domestic banking insti-
tutions, the RRB typically will be the Reserve
Bank District where the head office of the
top-tier institution is located and where its
overall strategic direction is established and
overseen. For foreign banking institutions, the
RRB typically will be the Reserve Bank District
where the Federal Reserve has the most direct
involvement in the day-to-day supervision of the
U.S. banking operations of the institution.

When necessary, the Board’s Division of
Supervision and Regulation (S&R), in consulta-
tion with DCCA, may designate an RRB when
the general principles set forth above could
impede the ability of the Federal Reserve to
perform its functions under law, do not result in
an efficient allocation of supervisory resources,
or are otherwise not appropriate.

Duties of RRBs

The RRB develops the consolidated supervisory
plan and ensures that the scope and timing of
planned activities conducted by participating
Districts and agencies pursuant to the plan are

appropriate. The RRB designates the central
point of contact or lead examiner and ensures
that all safety-and-soundness, information tech-
nology, trust, consumer compliance, Commu-
nity Reinvestment Act (CRA), and other spe-
cialty examinations, inspections, and visitations
are conducted and appropriately coordinated
within the System and with other regulators. In
addition, the RRB manages all formal commu-
nications with the foreign and domestic super-
vised entity, including the communication of
supervisory assessments, ratings, and remedial
actions.3?

Sharing of RRB Duties

To take advantage of opportunities to enhance
supervisory effectiveness or efficiency, an RRB
is encouraged to arrange for the LRB to under-
take on its behalf certain examinations or other
supervisory activities. For example, an LRB
may have relationships with local representa-
tives of the institution or local supervisors;
leveraging these relationships may facilitate com-
munication and reduce costs. Additionally, LRBs
may provide specialty examination resources—in
the case of CRA examinations, LRB staff often
provide valuable insights into local communities
and lending institutions that should be factored
into the CRA assessment. When other Reserve
Bank Districts conduct examinations and other
supervisory activities for the RRB, substantial
reliance should be placed on the conclusions and
ratings recommended by the participating Reserve
Bank(s).

The RRB retains authority and accountability
for the results of all examinations and reviews
performed on its behalf and, therefore, must
work closely with LRB examination teams to
ensure that examination scopes and conclusions
are consistent with the supervisory approach and
message applied across the consolidated organi-
zation. If an LRB identifies major issues in the
course of directly conducting supervisory activi-
ties on behalf of an RRB, those issues should be
brought to the attention of the RRB in a timely
manner.

If an RRB arranges for an LRB to conduct
supervisory activities on its behalf, the LRB is
responsible for the costs of performing the
activities. If the LRB is unable to fulfill the
request from the RRB to perform the specified

32. See SR-96-33.
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activities, the RRB should seek System assis-
tance, if needed, by contacting Board staft or
using other established procedures for coordi-
nating resources.

In general, LRBs are responsible for the direct
supervision of SMBs located in their district.
LRBs and host states will not routinely examine
branches of SMBs or issue separate ratings and
reports of examination. Similar to the relation-
ship between the RRBs and LRBs, home-state
supervisors*? will coordinate the activities of all
state banking departments and will be the state’s
principal source of contact with federal banking
agencies and with the bank itself. Also, host
states will not unilaterally examine branches of
interstate banks. Close coordination among the
Reserve Banks and other appropriate regulators
for each organization is critical to ensure a
consistent, risk-focused approach to supervi-
sion.

COMMUNICATION OF
SUPERVISORY FINDINGS

This subsection on the “Communication of Su-
pervisory Findings” is based on the guidance in
SR-13-13/CA-13-10, “Supervisory Consider-
ations for the Communication of Supervisory
Findings,” which applies to all Federal Reserve-
supervised banking organizations. In a supervi-
sory finding, examiners should convey, if evi-
dent, both the root cause of the finding and the
potential effect of the finding on the organiza-
tion. Examiners should also consider the guid-
ance in 12 CFR 262, Appendix A, “Statement
Clarifying the Role of Supervisory Guidance,”
for more information on the communication of
supervisory findings, including the appropriate
identification of unsafe or unsound practices or
other deficiencies in risk management, including
compliance risk management, or other areas that
do not constitute violations of law or regulation.

Communication of supervisory findings to the
organization’s board of directors is an important
part of the supervision of a banking organiza-
tion. While the board itself may not directly
undertake the work to remediate supervisory

33. The State/Federal Supervisory Protocol and Agreement
established definitions for home- and host-states. The home-
state supervisor is defined as the state that issued the charter.
It will act on behalf of itself and all host-state supervisors
(states into which the bank branches) and will be the single
state contact for a particular institution.

findings as senior management is responsible for
the organization’s day-to-day operations, it is
nevertheless important that the board be made
aware of significant supervisory issues and ulti-
mately be accountable for the safety and sound-
ness and assurance of compliance with applica-
ble laws and regulations of the organization.

Depending upon the size and complexity of
the organization, supervisory findings are com-
municated in writing through formal examina-
tion or inspection reports, reports summarizing
the results of targeted reviews, a roll-up of those
reviews into a comprehensive report, any other
supervisory communication, or some combina-
tion thereof. These written communications (re-
ferred to collectively as “reports” in this section)
are generally directed to the board of directors,
or an executive-level committee of the board3*
as appropriate. In turn, the board of directors (or
executive-level committee of the board) typi-
cally will direct the organization’s management
to take corrective action and will provide man-
agement with appropriate oversight, including
approvals of proposed management actions as
necessary.

To be effective, the communication of super-
visory findings must be (1) written in clear and
concise language, (2) prioritized based upon
degree of importance, and (3) focused on any
significant matters that require attention.

Reserve Banks must formally communicate
Matters Requiring Immediate Attention (MRIAs)
and Matters Requiring Attention (MRAs) result-
ing from any supervisory activity to the organi-
zation in these written reports. In order to
promote an understanding of these terms, exam-
iners should include definitions of MRIAs and
MRAs in all supervisory documents communi-
cating supervisory findings.>> When included in
a safety-and-soundness examination or inspec-
tion report, MRIAs and MRAs should be listed
in the “Matters Requiring Attention” section. In
the case of findings from consumer compliance
examinations, MRIAs and MRAs should be
reflected in the “Executive Summary and Ex-
amination Ratings” section of the consumer

34. An executive-level committee of the board (such as,
the audit committee or risk committee) typically meets regu-
larly, keeps minutes of those meetings, and is accountable to
and routinely reports to the board of directors.

35. In a safety-and-soundness report, these definitions
could be included on the “Scope” page, in an appendix, or as
a footnote on the “Matters Requiring Attention” section. In a
consumer compliance report, these definitions could be
included on the “Executive Summary and Examination Rat-
ings” section.
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affairs report of examination. Only outstanding
MRIAs and MRAs are required to be discussed
in the report; however, examiners have discre-
tion to discuss closed MRIAs and MRAS in the
report if such discussion would be meaningful.

For large banking organizations, an annual
roll-up report summarizes the significant find-
ings, based on outstanding MRIAs or MRAs,
included in the reports of targeted reviews or
other supervisory activities conducted during
the supervisory cycle. These findings may be
grouped by major supervisory issues, rating
components, risks, or themes. This information
should enable the banking organization’s board
of directors and any executive-level committee
of the board to understand the substance and
status of outstanding MRIAs or MRAs and
focus their attention on the most critical and
time-sensitive issues.

Communications to banking organizations
concerning safety-and-soundness or consumer
compliance MRIAs or MRAs must specify a
timeframe within which the banking organiza-
tion must complete the corrective actions. In
certain circumstances, examiners may require
the banking organization to submit an action
plan that identifies remedial actions to be com-
pleted within specified timeframes. Action plans
with intermediate- and long-term timeframes
that span more than one supervisory or exami-
nation cycle with regard to safety-and-soundness
matters, or a 12-month period with regard to
consumer compliance issues, should include
interim progress targets. Both safety-and-
soundness and consumer protection or compli-
ance considerations will remain a priority in
determining whether the organization’s time-
frames to correct the matter are reasonable.

Matters Requiring Immediate
Attention

MRIAs arising from an examination, inspection,
or any other supervisory activity are matters of
significant importance and urgency that the
Federal Reserve requires banking organizations
to address immediately and include (1) matters
that have the potential to pose significant risk to
the safety and soundness of the banking organi-
zation; (2) matters that represent significant
noncompliance with applicable laws or regula-
tions; (3) repeat criticisms that have escalated in
importance due to insufficient attention or inac-

tion by the banking organization; and (4) in the
case of consumer compliance examinations, mat-
ters that have the potential to cause significant
consumer harm. An MRIA will remain an open
issue until resolution and examiners confirm the
banking organization’s corrective actions.

Required language. Federal Reserve examiners
are expected to use the following standardized
language to communicate MRIAs to the board
of directors (or executive-level committee of the
board):

“The board of directors (or executive-level
committee of the board), or banking organiza-
tion is required to immediately...”

Timeframe. The expected timeframe for a bank-
ing organization to address MRIAs is generally
short, and may be “immediate,” in the case of
heightened safety-and-soundness or consumer
compliance risk. For MRIAs that are necessary
to preserve or restore the viability of a banking
organization, the timeframe should take into
account any potential losses to the FDIC’s
Deposit Insurance Fund, including the possibil-
ity that a delay in action will increase the
potential for loss or the cost of resolution.

Organization response. Following its review of
MRIAs discussed in the report, the banking
organization’s board of directors is required to
respond to the Reserve Bank in writing regard-
ing corrective action taken or planned along
with a commitment to corresponding time-
frames.

Supervisory follow-up. The Reserve Bank must
follow up on MRIAs to assess progress and
verify satisfactory completion. The timeframe
for follow-up should correspond with the time-
frame specified for the action being required,
and should be appropriate for the severity of the
matter requiring the corrective action. The means
of follow-up may vary depending upon the
nature and severity of the matter requiring the
action. Follow-up may take the form of a
subsequent examination, a targeted review, or
any other supervisory activity deemed suitable
for evaluating the issue at hand.

In some cases, when follow-up indicates the
organization’s corrective action has not been
satisfactory, the initiation of additional formal or
informal investigation or enforcement action
may be necessary. In such cases, examiners
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should consult with enforcement staff.3¢ In all
instances, examiners are expected to exercise
judgment as to the supervisory activities best
suited for evaluating a particular issue. Once
follow-up is completed, examiners are expected
to clearly and fully document the rationale for
their decision to close any issue. Examiners are
also expected to communicate in writing the
results of their work and findings to the banking
organization.

Matters Requiring Attention

MRAs constitute matters that are important and
that the Federal Reserve is expecting a banking
organization to address over a reasonable period
of time but when the timing need not be “im-
mediate.” While issues giving rise to MRAs
must be addressed to ensure the banking orga-
nization operates in a safe-and-sound and com-
pliant manner, the threat to safety and soundness
is less immediate than with issues giving rise to
MRIAs. Likewise, consumer compliance con-
cerns that require less immediate resolution
should be communicated as an MRA. An MRA
typically will remain an open issue until resolu-
tion and confirmation by examiners that the
banking organization has taken corrective action.
If a banking organization does not adequately
address an MRA in a timely manner, examiners
may elevate an MRA to an MRIA. Similarly, a
change in circumstances, environment, or strat-
egy can also lead to an MRA becoming an
MRIA. The key distinction between MRIAs and
MRAs is the nature and severity of matters
requiring corrective action as well as the imme-
diacy with which the banking organization must
begin and complete corrective actions.

Required language. Federal Reserve examiners
are expected to use the following standardized
language to communicate MRAs to the board of
directors (or executive-level committee of the
board):

“The board of directors (or executive-level
committee of the board), or banking organiza-
tion is required to...”

36. Such consultation should be made in accordance with
existing guidance to Reserve Bank supervisory staff on the
processing of enforcement actions, which provides that rec-
ommendations concerning formal enforcement actions should
be submitted to the Board’s Legal Division.

Timeframe. Communications to banking organi-
zations about MRAs must specify a timeframe
within which the corrective action is expected to
be completed. The timeframe, at least initially,
may require estimation because the banking
organization may first need to complete prelimi-
nary planning to establish the timeframe for
initiating and completing the corrective action.
The timeframes for MRAs are likely to become
more precise over time as planning evolves and
circumstances make the completion of the MRAs
more urgent. Timeframes that span more than
one examination cycle for safety-and-soundness
issues or that exceed 12 months for consumer
compliance issues should include appropriate
interim progress reports.

Organization response. Following its review of
the report, the banking organization’s board of
directors is required to provide a written response
to the Reserve Bank regarding its plan, progress,
and resolution of the MRA.

Supervisory follow-up. The Reserve Bank must
follow-up on MRAs to assess progress and
verify satisfactory completion. The timeframe
for follow-up should correspond with the time-
frame during which actions are to be completed.
For intermediate- or long-term corrective actions
for MRAS, Reserve Bank follow-up may consist
of assessing the organization’s progress to ad-
dress the MRAs, whether satisfactory or unsat-
isfactory, and noting whether the initial esti-
mated timeframe continues to be reasonable or
warrants adjustment.

The means of supervisory follow-up may
vary based upon the nature and severity of the
matter for which corrective action is expected.
Follow-up may take the form of a subsequent
examination, targeted review, continuous moni-
toring, reliance on validation work conducted by
internal audit function, reliance on the results of
examinations conducted by other supervisors, or
any other supervisory activity deemed suitable
for evaluating the issue at hand.?”

37. Examiners may choose to rely on the work of internal
audit when internal audit’s overall function and related
processes are effective, as discussed in SR-13-1/CA-13-1,
“Supplemental Policy Statement on the Internal Audit Func-
tion and Its Outsourcing.” (See this manual’s section entitled
“Internal Control and Audit Function, Oversight, and Out-
sourcing.”) When relying on internal audit to follow up on
MRAS, examiners are expected to review the relevant work
papers and, when necessary, meet with internal audit staff who
documented the resolution of the issue.

Commercial Bank Examination Manual

May 2019
Page 21


https://www.federalreserve.gov/supervisionreg/srletters/sr1301.htm

1000.1

Examination Strategy and Risk-Focused Examinations

In some cases, when follow-up indicates the
organization’s corrective action has not been
satisfactory, the initiation of additional formal or
informal investigation or enforcement action
may be necessary. In all instances, examiners
are expected to exercise judgment regarding the
supervisory activities best suited for evaluating
a particular issue. Once follow-up is complete,
examiners are expected to clearly and fully
document the rationale for their decision to
close any issue. Examiners also are expected to
communicate in writing the results of their work
and findings to the organization.

Supervisory Considerations

The volume of MRIAs and MRAs should be one
of the many considerations in assigning a super-
visory rating to a banking organization. The
presence of a large number of MRIAs or MRAs
may indicate that additional formal or informal
investigation may be necessary or that the ini-
tiation of a formal or informal enforcement
action may be warranted.

Irrespective of the number of MRIAs or
MRASs, in some cases, additional formal or
informal investigation may be necessary or the
initiation of a formal or informal enforcement
action may be warranted based on the severity
of the issues, the repeat nature of issues, lack of
responsiveness of management, violations of
law, insider abuse, fraud, or other material
deficiency. In any of these cases, examiners
should consult with the Board’s enforcement
staff.

Factors in Escalating Issues into
Enforcement Actions

The volume of open MRIAs and MRAs and the
materiality of the issues therein to the safety and
soundness of the banking organization are im-
portant overarching considerations in determin-
ing whether examiners need to consult with the
Board’s enforcement staff in escalating issues
into enforcement actions.® In addition to the
guidance presented in SR-13-13/CA-13-10, ex-

38. Issues are considered closed if the banking organiza-
tion implements and examiners verify and validate the effec-
tiveness of the corrective action, or if the organization’s
practices are no longer a concern because of a change in the
organization’s circumstances.

aminers should consider the following key fac-

tors in determining whether to recommend addi-

tional formal or informal investigation or
enforcement action:

* the organization’s supervisory ratings and

financial condition;3°

whether the issues involve unsafe or unsound

practices, violations of laws, noncompliance

with regulations, insider abuse, fraud, or other
material deficiencies;*”

the severity or repetitive or intentional nature

of the issues;

* management’s willingness and ability to cor-
rect the issues;

* management’s history of instituting timely
remedial or corrective actions;

* whether management already initiated correc-
tive action or established procedures to pre-
vent future deficiencies;

e whether criminal or other regulatory authori-
ties are taking a formal enforcement or pros-
ecutorial action against the same institution;

e the organization’s history of violations of
laws, noncompliance with regulations and
unsafe and unsound unsatisfactory practices;
and

e any other circumstances that warrant use of an
enforcement action.

As described in this manual’s section, “Formal

and Informal Supervisory Actions,” it is impor-

tant for examiners and supervision staff to pro-
vide adequate support for all recommendations
for both formal and informal actions in the
examination report and associated workpapers.

Revising Supervisory Ratings

Supervisory ratings should be revised whenever
there is strong evidence of significant changes to
the bank’s financial or operational condition.*! It
is important that supervisory ratings reflect a
current assessment of an institution’s financial
condition and risk profile, as the ratings can
affect risk-based deposit insurance premiums,
statutory and regulatory requirements, including
applications and the prompt corrective action
provisions of the FDI Act, and supervisory

39. See SR-96-38, “Uniform Financial Institutions Rating
System.”

40. See 12 U.S.C. 1818(b)(1).

41. See SR-99-17, “Supervisory Ratings for State Member
Banks, Bank Holding Companies and Foreign Banking Orga-
nizations, and Related Requirem