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Note: The response to this questionnaire is a staff-level draft for discussion purposes only. It does not necessarily reflect official positions of the FDIC.  
1. Regulation and guidance

· Overview

a. What weaknesses have we discovered in our regulations and guidance during the crisis?  
i. The regulatory and supervisory framework taken as a whole did not prevent a systematic breakdown in underwriting standards for wide swaths of the mortgage market; the result was harm to consumers and a massive wave of foreclosures and credit and liquidity losses on mortgages and mortgage-backed securities; 
ii. regulatory gaps between banks and non-banks played an important role in driving the practices that fueled the mortgage crisis, and differential capital rules across different types of financial entities encouraged excessive leverage in important segments of the financial system; at some important large firms, capital and liquidity were insufficient to maintain safe and sound operations, and many IDIs faced losses from exposures to the non-bank mortgage sector; 
iii. Bank holding company capital requirements are less stringent, both qualitatively and quantitatively, than those applicable to insured banks. The non-bank segments of some large holding companies became highly levered and risks in these non-bank segments were transferred to the insured depository institutions (IDIs) during the crisis; 
iv. the U.S. agencies required large banks to adopt the advanced internal ratings based approaches (A-IRB) and advanced measurement approaches (AMA) to calculate their risk-based capital requirements. The experience of the crisis has reinforced our view that these approaches suffer from severe and fundamental deficiencies. These include excessive reliance on banks’ own risk estimates to calculate capital requirements; dependence on data that has proved inconsistent, inaccurate or non-existent; and reliance on models that even with the best of data would appear calibrated to greatly reduce capital requirements to inadequate levels. If fully adopted, these approaches would have greatly reduced capital requirements for large banks and the U.S. financial system would have entered the crisis with greater leverage and less capital to absorb losses; 
v. existing regulations in a number of respects offer preferential treatment of inter-financial exposures; for example trust preferred securities count as tier 1 capital to the holding company issuer, and as a highly rated (at inception) debt security to financial institution buyer. This treatment has encouraged what are in effect cross holdings of bank capital that are unwinding and increasing the fragility of the current banking environment. As another example, overnight federal funds, bank deposits and derivatives are scoped out of the current legal limits, and certain derivatives exposures are excluded from the 23A interaffiliate transaction restrictions; these exceptions have encouraged significant cross-bank exposures that increase the risk of contagion. As another example, regulatory capital rules designed to encourage hedging may have too much of an individual institution focus that fails to account for the possibility that the hedge protection provider may be overwhelmed in a severe system-wide scenario (e.g., AIG), and a misplaced reliance on credit hedging may inappropriately de-emphasize traditional loan underwriting; 
vi. capital rules may not sufficiently discourage inappropriate recognition of subjective “mark-to-model” gains on illiquid and opaque asset categories; capital rules also give too much recognition to debt instruments and this has created market concerns and pressure on IDIs to service holding company dividends. 
vii. Affiliate transactions; the ability to provide exceptions to restrictions on transactions between insured banks and their affiliates may need to be tightened;  
viii. Concentrations to single counterparties were in some cases excessive and may have resulted from exemptions from legal lending limits or insufficient specificity of Regulation F;
ix. Concentrations in specific asset classes such as commercial real estate; some institutions appear to have crossed an admittedly fuzzy line between being a lender and being a real estate speculator. 
x. Concentrations to model risk or specific ratings methodologies; many banks became highly exposed to complex structured securities purchased based on a rating or from investment advisors and were arguably encouraged to do so by ratings-based capital requirements;
xi. Liquidity risk management; some institutions used short term volatile liabilities to fund rapid growth in longer term, less liquid assets; 
xii. Corporate separateness and functional autonomy of IDIs and other significant legal entities; some large banking organizations became so functionally interconnected that it was difficult to package and sell significant legal subsidiaries in a crisis. In some cases it has been difficult to obtain basic risk-related data at the IDI level.
b.  What changes have been made to address these weaknesses? Statutory and regulatory changes have been made that are intended to address some of the more significant concerns related to mortgage lending practices. The agencies are seeking comment on a liquidity policy statement that strengthens supervisory expectations for liquidity risk management (without regulatory requirements); the FDIC earlier published liquidity guidance in August 2008, and guidance on purchases of complex structured securities in April 2009. The FDIC also published guidance on the management of third party risks in June of 2008. The agencies are working on a number of initiatives sponsored by the Basel Committee intended to strengthen the level and quality of capital in the banking system. These include the creation of a supplemental “non-risk based capital requirement’ to supplement the risk-based requirements (thus bringing into the international arena longstanding U.S. regulatory approaches that directly constrain leverage), exploration of approaches to increase buffer capital during good times, strengthening the composition of capital, and implementing changes to the market risk rule and (in the future) exploring more fundamental changes to the market risk paradigm. 
What further changes to regulations or guidance in these areas should be considered? 
i. additional steps to enhance the transparency and integrity of credit ratings and reduce undue reliance on those ratings are warranted 
ii. a systemic risk council with authority to address regulatory gaps posing potential systemic risks should be created; specifics are discussed in more detail in a later section of this response; 
iii. Bank holding company capital requirements should be at least as stringent, both qualitatively and quantitatively, as those applicable to insured banks; 
iv. serious consideration should be given to rescinding the pillar 1 use of the advanced internal ratings based approaches (A-IRB) and advanced measurement approaches (AMA) and moving selected qualitative aspects of these approaches into pillar 2. 
v. cross-financial institution exposures; existing trust preferred securities’ tier 1 capital treatment should be grandfathered with new issues no longer receiving such treatment; legal lending limits should be strengthened to eliminate exclusions and include derivatives exposures; 23A interaffiliate transaction restrictions should include derivatives; regulatory capital rules governing hedging benefits should be reviewed; 
vi. agencies should develop a way to cap the recognition in regulatory capital of certain “mark-to-model” gains on illiquid and opaque asset categories to ensure institutions are not unduly exposed to model risk.  
vii. definition of capital; see discussion above of trust preferred securities. 
viii. Affiliate transactions; a requirement for FDIC concurrence for 23A and 23B exceptions should be considered;   
ix. Concentrations to single counterparties, see above discussion of legal lending limits, and consider enhancing specificity of  FRB Regulation F; 
x. Concentrations in specific asset classes such as commercial real estate; consider ways to identify and constrain speculative real estate lending. 
xi. Concentrations to model risk or specific ratings methodologies; implement Basel Committee’s pillar 1 operational requirements (access to and analysis of underlying credit information) for use of a ratings-based capital charge;  
xii. Liquidity risk management; ratio-based regulatory approaches under discussion in Basel Committee should be reviewed for possible application in U.S.; 
xiii. Corporate separateness and functional autonomy of IDIs and other significant legal entities; requirements for stand-alone capital and liquidity, functional autonomy including legal entity level risk-management data, and directors independent of holding company management (especially in the case of holding companies with significant activities outside the IDI) need to be strengthened.   
c. Do we need to reconsider the balance between guidance and rules? 
Based on past ten years experience, supervisory guidance cannot be expected to effect meaningful changes in bank behavior absent clear regulatory requirements or other strong and consistent approaches to addressing non-compliance. 
d. Any other comments? 
The crisis has illustrated the importance of consistent and strong approaches to ensuring financial institution safety-and–soundness and the protection of consumers across different types of regulated and unregulated entities, including non-bank financial firms. For example, as experience over the past few years has graphically illustrated, consumer protection issues and the safety and soundness of financial institutions go hand-in-hand. A lack of resources for examination and enforcement in the non-bank sector can result in harm to consumers while also reducing the overall safety and soundness of the financial system. Similarly, for regulated banks, there is a direct correlation between effective consumer compliance programs and safe and sound institutions. Examination and supervision for safety and soundness and consumer protection need to be closely coordinated and reflect a comprehensive understanding of institutions' management, operations, policies, and practices, and the bank supervisory process as a whole. Consumer protection and risk supervision both benefit from the synergies created by this holistic approach and the ready and timely access to expertise and critical information. Separating consumer protection examination and supervision from those other supervisory efforts could undermine the effectiveness of both, with the unintended consequence of weakening bank oversight.
There are many examples of why a mechanism needs to be in place so that safety and soundness and compliance examiners have quick and easy access to the other discipline’s findings.  For example, in the FDIC's experience, many banks with consumer protection compliance issues have other management deficiencies.  These deficiencies may include an environment where there is lax commitment to compliance with consumer protection and other laws such as the Bank Secrecy Act.  Management deficiencies may further manifest themselves in other aspects of a bank's performance, such as poor adherence to policies and procedures, lax record-keeping or poor risk management.  

Safety and soundness examinations can reveal, in turn, the presence of high-risk, high-return products requiring compliance examiners to target resources to determine if there are unfair or deceptive aspects of the products.  FDIC safety and soundness examiners have found situations that “didn’t seem right” that resulted in findings of unfairness or deception.  And many lending practices that are unfair or deceptive to consumers are also unsafe or unsound.
2. Execution of supervision 

· Consolidated supervision of large, complex firms

Critics have argued that supervisors failed to identify key risks developing at large, complex financial institutions.  In some cases, they argue, where supervisors did identify key risk areas, they failed to react with timely and appropriate measures.

a.
What processes does your agency have in place to identify and continuously monitor emerging risks at major financial institutions? The FDIC is the primary federal regulator of state-chartered institutions that are not members of the Federal Reserve system.  For complex institutions where the FDIC is the primary federal regulator (PFR), the FDIC has established on-site and offsite monitoring processes that are similar to other federal bank and thrift regulatory agencies.  In its role as insurer and, as necessary, receiver, the FDIC has an interest in assessing the soundness of all insured institutions, particularly those that represent a concentration risk to the Deposit Insurance Fund.  The FDIC has established various on-site and offsite systems and processes to monitor emerging risks at large, complex institutions.  For example, the FDIC has “dedicated examiners” in the top four institutions and has staff at other complex institutions to monitor risk in conjunction with the PFR, and to address FDIC specific information needs. For all insured institutions over $10 billion in total assets, the Large Insured Depository Institution (LIDI) Program provides an on-going, prospective assessment of probability of default and loss given failure.  For each insured institution meeting the size threshold, the LIDI Program requires a comprehensive quarterly report that provides analysis and assessment of major risks (credit, market, liquidity, etc.), the capacity of earnings and capital to absorb potential losses driven by inherent risks, and loss severity in the event of failure (balance sheet structure, franchise value, funding structure, etc.). 


b.
What processes does your agency have in place to make sure that risks and


vulnerabilities at individual firms that have been identified are escalated within 

the supervisory function?  The FDIC has various processes for identifying and elevating risks identified through the supervisory process.    For the largest, systemically important institutions, supervision and monitoring responsibilities have recently been centralized in Washington within the Complex Financial Institutions (CFI) Branch.  The CFI Branch also prepares a weekly report for senior management that provides updates on the risk profile of higher-risk large institutions.  The enhanced LIDI process provides agency executives a watch list that lists institutions already experiencing problems as well as institutions in currently satisfactory condition that are susceptible to significant deterioration over the next 12 months.  In addition to these regular reporting processes, interim ad-hoc reporting escalates specific developing issues of significance up supervisory channels.

c.
What processes does your agency have in place to review examination reports and examiners? Examination reports are reviewed either by regional offices or (for the largest, systemically important institutions) by the CFI Branch of FDIC-DSC.  DSC dedicated examiners at the largest institutions now report directly to headquarters.
d.
What were the strengths and weaknesses in the processes described above in 2a, 2b, and 2c?  Did they identify key risks and result in timely and appropriate actions in the run-up to the current financial crisis – particularly with respect to risks posed by complex structured products, securitization, and nontraditional mortgage lending?  Which important emerging risks were identified early but did not get appropriately addressed?  Are there other examples where these processes worked well or broke down?  What changes has your agency made or is it considering to these processes? As noted above, a number of changes have been made to enhance oversight and analysis of larger institutions.  The former LIDI process was noted to have a number of weaknesses that limited its ability to consistently identify and assess risks in larger institutions.  The LIDI analysis template was significantly enhanced in 2008 and has proven to be a much more effective means for identifying and communicating risks and reflecting these consistently in overall institution risk ratings.  The dedicated examiner program at the largest institutions has been another case where it has been acknowledged that the highly complex and wide ranging operations of these entities require a more significant on-site presence to more effectively assess risks.  The FDIC is dedicating additional staff to fortify monitoring and analysis capabilities in these largest institutions. More generally, however, supervisory processes in all the agencies have focused on specific institutions, and not necessarily the impact of broader trends and practices, including practices in the non-bank sector, that could pose systemic risk. As mentioned elsewhere in this document, these considerations support the establishment of a strong systemic risk council.           

e.
How does your agency identify large, complex firms?  What factors are considered or should be considered in the future? As noted above, a $10 billion asset size test is used to determine if an insured institution will be covered in the quarterly LIDI program.  The LIDI risk assessment template includes a number of quantitative metrics and risk assessments that serve to highlight more complex operations and risk attributes.

f.
What is your agency’s process for setting and implementing supervisory priorities for individual institutions?   What are your lessons learned from the current crisis?  What changes has your agency made or is it considering? Depending on an institution’s size, the supervisory process is either managed at the DSC regional level or in headquarters.  As noted above, for many large institutions, the FDIC is not the PFR so its role stems from its insurance function.  Lessons learned from the current crisis include the need for more robust and forward-looking analysis of large institutions as well as the need for greater FDIC on-site presence at the largest, systemically important institutions.  In cases where on-site presence is not maintained, FDIC personnel responsible for LIDI reporting must establish an active and engaged relationship with PFR and have access to PFR and institution’s internal risk reporting information. Recent and ongoing initiatives noted above to address these issues include the enhanced LIDI analysis platform, expanded large bank analyst staff, and the LIDI Scorecard.
g.
How does your agency conduct supervision of non-depository subsidiaries of banks, bank holding companies, and financial holding companies?  What are your lessons learned?  What changes has your agency made or is it considering?  Are sufficient resources available and allocated to this task? The quarterly LIDI analysis template prompts case managers and dedicated examiners to consider the risks to the insured institution posed by affiliates.  The appropriate on-site and off-site examination approach for these entities (where the FDIC is the PFR) is determined on a case-by-case basis with consideration of the risks posed by affiliates to the insured entity.  The current crisis has highlighted the need for more robust assessments and examination activity for significant nonbank affiliates that pose notable risk.  As noted above, staffing is being expanded at the largest, systemically important institutions.
h.
How does your agency identify and evaluate the risks of new products to individual institutions?  To what extent does your agency rely on examiner evaluations of banks’ internal risk management processes for evaluating new products?  What are your lessons learned, particularly with respect to complex structured products and nontraditional mortgages?  What changes has your agency made or is it considering, to your approach to new products?  For non-FDIC supervised institutions, the FDIC works with the PFR to assess the extent to which new products increase the institution’s overall risk profile.  In addition, larger institutions generally have a more formal product approval process which is typically reviewed within the examination program.  The current crisis has highlighted the need for all supervisors to ensure that new products with higher risk attributes are subject to more rigorous scrutiny, both from an internal bank risk management perspective as well as in the examination process.

i.
To what extent does the supervisory process incorporate an explicit focus on factors such as “tail risks,” inherent limitations of quantitative risk management, and forecasting uncertainties?  What specific “tail risks” are considered (e.g., credit, liquidity, asset prices) and how are co-movements in tail risk incorporated into the analysis?  What recent changes has your agency made or is it considering? The examination process generally considers such issues in the context of the institution’s overall risk management function.  For example, an institution’s enterprise risk management (ERM) program and its state of development is often the subject of a targeted review performed by on-site staff.  Based on the size, complexity, and nature of an institution’s risk exposures, risk management models should capture a full range of potential loss events including stress scenarios.  In addition, these factors should be reflected in the institution’s capital planning methodology.  For institutions where the FDIC is PFR, various internal specialists including capital markets experts are available to supplement the examination staff as necessary.  For the largest, systemically important institutions, additional staff is being hired to enhance the FDIC’s ability to monitor and assess these models from its perspective as insurer. 

j.
How does the supervisory process address the risk of prolonged periods of market illiquidity?  How is such risk measured?  What changes has your agency made or is it considering in its approach to such risk?  Supervisory considerations: Examinations of institutions’ liquidity risk management should consider contingency plans and liquidity stress tests.  The current crisis has highlighted the need for institutions to consider stress scenarios far more severe than may have been previously contemplated.   In August 2008, the FDIC issued a Financial Institution Letter which provides guidance and set liquidity risk management expectations for institutions that have shifted from asset-based liquidity strategies to liability-based or off-balance sheet strategies. Deposit insurance considerations: The FDIC has over time attempted to refine its risk-based deposit insurance premiums to represent an increasingly forward-looking assessment of risk that, for the largest banks, includes supervisory ratings, market data and financial ratios. These considerations are supplemented by expert judgment that can implicitly or explicitly reflect factors such as excessive reliance on potentially volatile liabilities to fund risky or illiquid asset portfolios.  
k.
How much of supervision is currently “audit” related (i.e., checking assertions of the firms themselves) vs. independent analysis?  Is this the right balance?Examinations require judgment is determining the proper balance between reliance on internal controls versus direct testing and analysis.  As a practical matter, larger institutions typically have more resources devoted to the assessment of risk management and audit functions.  If examiners determine they appear to be effective and independent of line functions, examiners may place some reliance on their findings.  For many larger institutions, the FDIC is not the PFR and thus, these examination decisions are made by the PFR.  For the largest, systemically important institutions, the FDIC is increasing on-site staff to provide for a greater ability to conduct independent analysis.
l.
What does your agency do to assure that supervisors continue to enforce strong risk management practices – for example, underwriting standards – during long periods of market stability and limited credit losses?   What lessons has your agency learned? Given competitive pressures faced by supervised institutions, it is challenging for examinations to constrain risk taking during periods of market stability.  Examiners can and should enforce prudent underwriting standards even if industry loss rates for higher risk products are currently low.  When new products are developed, examiners need clear and timely guidance to ensure that institutions are being held to a consistent and appropriate standard. 
m.
Any other comments? Lacking in the current regulatory structure is a process to look across the markets and at different market participants, such as non-bank mortgage originators, hedge funds, and other entities outside the ambit of federal regulation, and at practices that may appear to pose acceptable risks at individual firms but which in the aggregate pose heightened risks to the system, such as the development of securitization, the proliferation of CDS, and other processes that led to inadequate capital to absorb risks in the system.  This argument supports the creation of a strong systemic risk council.
· Supervision of smaller institutions

In many ways, smaller institutions face different challenges from larger institutions.

a. What lessons has your agency learned from the crisis with respect to the supervision of smaller institutions? Retrospective “lessons learned” analysis of failed state non-member banks indicates that during the years leading up to the crisis, our examiners typically identified the key risks that subsequently caused problems, including excessive concentrations, underwriting and credit administration weaknesses, and rapid growth funded by wholesale or volatile liabilities. Pre-crisis, these institutions often received “2” composite ratings along with advice to correct risk-management shortcomings. We believe that this fact pattern was commonplace at banks supervised by other agencies as well. This fact pattern was probably a function of the strong profitability and absence of identified losses in bank portfolios. The agencies’ ratings definitions give supervisors the ability to downgrade to a 3 on the basis of risky practices even in the absence of observed losses. Real-world pressures may make it unlikely that this can be done effectively “one bank at a time” across large swaths of the industry. We believe that examiners and supervisors of individual institutions may need the high-level support of either i) regulations that can be cited for non-compliance; or ii) greater specificity in on how various risk practices will be rated in the examinations.     
b.
What processes does your agency have in place to make sure that concentration risks and vulnerabilities at individual firms are identified and escalated for attention within the supervision function? In addition to on-site examination activities, the FDIC uses a variety of offsite monitoring systems to perform periodic reviews of all insured depository institutions.  Our offsite review program is targeted especially at those institutions that have CAMELS ratings of 1 or 2, but exhibit one or more financial characteristics that portend a vulnerability or adverse trend.   These individual offsite reviews are aggregated and analyzed more globally by our regional offices and our headquarters teams, who then coordinate any targeted on- and off-site reviews to focus on a particular set of risks, such as institutions with heavy CRE concentrations.  Example of our offsite systems include:

Statistical CAMELS Off-site Rating (SCOR) and SCOR-lag – financial condition models that use statistical techniques to estimate the relationship between Call Report data and examination results.  SCOR identifies institutions likely to receive a CAMELS downgrade at the next examination.  SCOR-lag is a derivation of SCOR that attempts to more accurately assess financial condition in rapidly growing banks.

Growth Monitoring System (GMS) –  an offsite rating tool that identifies institutions that have grown rapidly and/or have a funding structure highly dependent on non-core funding sources. 
Real Estate Stress Test (REST) – attempts to simulate what would happen to banks today if they encountered a real estate crisis similar to that of New England in the early 1990’s.  
Internal Control Assessment Rating System (ICARuS) – ICARuS identifies eleven common management and financial characteristics and 3 trend analysis indicators associated with financial institution environments that may be more susceptible to fraud. 
Quarterly Lending Alert - The QLA database was developed to identify institutions whose operations include high risk lending activity, such as sub-prime loans.  
Quarterly Supervisory Risk Profile (QSRP) – Identifies well rated institutions with heightened vulnerability, including characteristics similar to recently downgraded institutions; and assists in targeting/driving appropriate supervisory responses by prioritizing these risks.   

If our offsite systems identify an individual institution as having potential difficulties, our standard practice is to follow up with the institution directly and in some cases accelerate some type of on-site presence.  If we confirm via follow-up that an institution has moderate to severe problems warranting a more adverse CAMELS rating, we have a robust program for reviewing examination findings and implementing formal or informal corrective programs to address the institution’s problems. 
c.
How should the supervision of smaller, simpler firms differ from supervision of larger, more complex firms? Larger firms should be held to prudential standards commensurate with the size and complexity of their operations and the economic costs that would be triggered by the failure of one of these institutions. This should include higher standards for capital and liquidity, stringent expectations for credit administration, risk rating and risk control functions that are independent of business lines and that report directly to Board level committees. Expectations for Boards to be independent of management and possess sufficient expertise to provide meaningful oversight should be strengthened. In holding company structures with significant operations outside the IDI, extent of overlap between IDI Boards of Directors’ and holding company directors should be limited, and expectations for operationally separate and autonomous legal entities should be strengthened. We believe the current framework of small bank supervision through periodic onsite examinations and formal and informal enforcement actions, strengthened as needed through the application of the types of “lessons learned” identified here and elsewhere, is an appropriate framework for ensuring the safety and soundness of depository institutions and the protection of consumers.   
d.
How does your agency allocate resources between large and small banks and other financial firms?  For onsite examinations, indicative benchmark exam hours are geared to size of the institution. For example, does your agency allocate resources based on charter, assets, or some measure of complexity?  If your agency charges examination fees, do assessments on large firms subsidize small firms or vice versa? Not applicable; exam fees for state non-member banks are assessed by the states. 
e.
Any other comments?

· Examination programs

Critics have argued that supervisors in the run-up to the current crisis failed at the basic tasks of a bank examiner:  for instance, testing credits and monitoring liquidity.  

a. What lessons has your agency learned from the crisis with respect to the execution of the basic tasks of the examination function? We do not believe FDIC examiners failed in the basic tasks of the examination function. As indicated in the answer to an earlier question, “lessons learned” exercises typically show that examiners effectively identified the key risks and recommended corrective action, but that unless these banks were rated 3, 4 or 5, supervisors generally did not formally require tangible steps to reduce risk. With regard to the specific execution of the examination function as referenced in this question, we believe the testing of credits has and continues to be a strength of the FDIC examination process. A lesson learned is that “benchmark exam hours” used for planning and budgeting can come to be perceived as maximums, and that sufficient resources need to be available to support recommendations to expand hours at individual banks as circumstances warrant. Further attention to liquidity risk is warranted as noted in a recent FDIC FIL (August 2008) Continued emphasis is warranted on the importance of elevating concerns about risky practices within the Report of Examination and rating accordingly.  

b. Did supervisors rely too heavily on banks’ internal models? We believe that FDIC examiners are trained to, and do, question and test banks’ assertions including the strength of their internal models. However, looking beyond the activities of examiners, more broadly speaking we believe that a regulatory subculture developed in the years since the mid-1990s, when the market risk capital rule was first put into place, that placed increasing reliance on banks’ own models for the measurement of risk. The A-IRB and AMA approaches to capital regulation exemplify this trend; as indicated in the answer to question 1, we believe that these approaches represent too heavy a reliance on banks’ internal models.  Did examiners do enough loan sampling; did they do enough model testing and validation? We believe the extent of loan sampling has been a strength of FDIC examinations; testing and validation processes in some cases could have been strengthened in regard to off balance sheet risks.   
c. Did the risk-focused approach to supervision help or interfere with the identification of emerging issues? Risk-focused supervision if used correctly is a rational and necessary way to prioritize finite examination resources; for example, during the crisis the FDIC has used this approach to prioritize supervisory contact with banks at most immediate risk of failure or problem status. It is important that the concept of risk-focused supervision not devolve into excessive reliance on banks’ own representations, and that even within a risk-focused supervision paradigm, examiners question and test banks’ assertions.   
d. Any other comments? We believe experience shows that the participation of more than one perspective in the examination of large, complex banks can be beneficial. For example, the FDIC’s role as insurer and receiver gives rise to unique perspectives and information needs, and we believe these unique perspectives add value to the overall regulatory risk-assessment.
· Systemic risk and the Financial Services Oversight Council
Supervisors are tasked to protect the safety and soundness of individual financial institutions.  The Treasury recommended in its white paper the creation of a Financial Services Oversight Council to take a broader view, considering risks to the financial stability of the system as a whole.  The Council would have a staff at the Treasury.  Its mandate would be to facilitate information sharing and coordination among agencies, identify emerging risks, advise the Federal Reserve on the identification of firms whose failure could pose a threat to financial stability due to their combination of size, leverage, and interconnectedness, and provide a forum to discuss cross-cutting issues among regulators.  An analogy could be the National Intelligence Council, which reports to the Director of National Intelligence, is staffed by expert National Intelligence Officers, works closely with staff at the intelligence agencies, and reports on emerging issues and broad trends.

a. What are your suggestions for how the Council should implement these responsibilities? The FDIC has advocated a strong Council that would have the responsibility to provide an ‘across the markets’ overview of the developing trends, institutions, and practices that could create systemic risks to the financial system.  In order to implement this responsibility, the Council should have an independent staff headed by a Presidential appointee to provide the necessary evaluation of information, working alongside the primary regulators, to assess systemic risks.  The Council should have the power to write regulations governing financial activities, practices and products that pose systemic risk (particularly in the areas of capital, liquidity, and leverage), if necessary to direct primary supervisors to take action if they are not acting to reduce existing or emerging risks, and to identify institutions that should be regulated under more stringent standards as Tier 1 Financial Holding Companies.  On the key issues of capital, liquidity, and leverage, the Council’s regulations could increase the quantity of capital and liquidity and reduce leverage over that promulgated by individual regulatory agencies.  The Council would not supervise either Tier 1 Financial Holding Companies or other entities, but would ensure that regulatory gaps that could pose systemic risk were addressed, ensure that supervisors were addressing any emerging risks, and make recommendations to the President and Congress on steps and legislation needed to address such existing or emerging risks.   The Council should also appropriately participate in decisions to implement systemic resolutions for non-bank holding companies or non-banks that would not be covered by the existing systemic risk process applicable to banks.
b. How would your agency view its role in helping to implement the Council? We support proposals to include the FDIC on the Council. We would seek to ensure that the goals of containing the cost of the deposit insurance safety net, arranging for non-disruptive and cost-efficient resolutions of troubled financial institutions when needed, and our perspectives as supervisor of state non-member banks, are appropriately considered in Council deliberations.   

c. The intent is that the Council would offer an independent view on emerging systemic risks.  This goal may not be achievable if the work of the Council must represent a consensus of its members.  How can the structure and mandate of the Council be designed so that there is a proper balance between independence and originality, on the one hand, and serving many masters, on the other? We do not agree with what seems to be the premise of this question that any actions of the Council would require unanimous agreement. The Council could function like other representative bodies and take actions based on a vote of its members.   The precise majority that could be required for some actions, such as overriding regulations imposed by the primary supervisors or requiring action by a supervisor, may be more than a simple majority, but should not be so stringent as to limit action.  As an example, the current bank systemic risk process requires action by the Boards of the Federal Reserve and the FDIC, and this has not been an impediment to prompt action.
d. Should the FSOC or another entity issue regular financial stability reports such as those issued by the Bank of England, the Banque de France, and the IMF?  If so, how should such reports be structured, how often should they be issued?  The FSOC should report annually to Congress on issues and trends posing potential systemic risks and possible legislation to address such issues. 
· Shadow banking system
Critics have said that supervisors did not understand or appropriately address the risks posed to supervised institutions and to the system as a whole by their interactions with the shadow banking system.     

a. What lessons did your agency learn about the losses incurred on structured credit products by banks and other financial institutions during the crisis? Many banks bought complex structured credit products, in large percentages of their capital, without adequate pre-purchase or post-purchase analysis and without understanding the risks of the products they were buying, based solely on a rating or on the advice of an investment advisor. These activities can pose concentrated exposures to the reliability of particular ratings methodologies or vendor assertions. A notable issue exists with pooled trust preferred securities. These debt securities count as bank holding company capital to the issuer and as an eligible investment in debt securities for an insured bank buyer. This arrangement avoids longstanding prohibitions against cross ownership of bank stock, and has resulted in a pyramiding of cross-exposure risk within the banking industry (in effect, industry capital from trust-preferred securities is double counted): as banks fail or become troubled their holding companies can no longer pay their trust-preferred dividends, contributing to losses at other banks. As noted elsewhere, a corresponding lesson is that in the future, regulatory incentives should not unduly encourage cross-exposure risk within the financial services industry.        
b. How should supervisors approach activities by non-supervised institutions that have an impact on markets in which supervised institutions participate?  For example, if supervisors at the time had a better appreciation of the systemic risks posed by the lower underwriting standards of mortgage brokers who were following the originate-to-distribute model, what measures could they have taken? The gaps demonstrated by the non-bank originators and mortgage market participants are a critical gap that must be closed by a revised regulatory infrastructure.  For example, all mortgage originators – no matter how chartered – must be required to adhere to certain minimum mortgage origination criteria and standards.  These standards must include consumer protection standards – and for this reason the FDIC supports creation of the proposed Consumer Financial Products Authority – but they must also include some basic prudential and safety and soundness standards that are enforced to ensure the resiliency of key originators and avoid ‘easy come, easy go’ operators that cannot fulfill their obligations to stand behind their originated products.  This is also a key role that the Council should fulfill to ensure that such regulatory gaps will not recur in a fashion that can create systemic risks to the financial system. 
c. How did your agency evaluate asset quality in the area of structured products?  Did examiners rely on credit quality assessments of ratings agencies and the supervised institutions themselves?  Examiners generally did not conduct an independent assessment of credit quality for rated investment securities, but relied on ratings in a way that is permitted in interagency classification guidance. What changes has your agency made or is it considering? In guidance issued April, 2009, the FDIC clarified that examiners do have the ability to classify securities more severely than their rating would indicate. This discretion has been used in some cases where readily identifiable disconnects have been observed between the rating and underlying credit quality and liquidity.  
d. Any other comments on the shadow banking system?
· Peer comparisons and stress tests

Supervisors conduct stress tests and use a number of other tools to encourage examiners and analysts to compare the financial soundness and risk management of peer institutions.  The stress test conducted in the first half of 2009 on 19 large firms took a more comprehensive approach to peer or “horizontal” analysis of individual firms.     

a. What stress testing has your agency conducted on large banks in the past?  Has it been firm- or enterprise-wide or limited to specific products?  What lessons did your agency learn from previous efforts to promote peer comparisons among similar institutions? See the discussion in question 2 about the FDIC’s horizontal analysis conducted as part of the LIDI program.  

b. What lessons did your agency learn from the 2009 stress test?  Should supervisors institutionalize the use of stress tests to complement the supervisory process – if so, how frequent should such tests be, and how specific should the supervisors be in defining parameters and benchmarks?  Did our understanding of the businesses and risks of individual institutions increase? The stress tests were a useful exercise in the specific context in which they occurred, It is worth asking, however, what would have been the result of a horizontal stress test of large banks that was conducted in, say, 2004 or 2005. We view it as unlikely that in the environment of that time, the agencies would have required tangible banking industry actions to reduce risk, for example by forcing a sharp curtailment of mortgage credit, commercial real estate lending or activity of the asset-backed securities market. Stress testing should not be viewed as the cornerstone of future supervision; much greater importance attaches to ensuring an appropriate framework of regulation and market discipline.
c. Do your supervisors conduct their own modeling of credit and other risks facing individual firms and the financial system overall? FDIC examiners conduct, and supervisors support, an independent assessment of the risk our supervised institutions are assuming as well as their current financial condition. This assessment is supported by extensive review of the underwriting characteristics of individual loans and portfolios, the adequacy of the allowance for loan and lease losses (ALLL), and the adequacy of internal controls. Horizontal analysis and consideration of “what if” stress scenarios is a useful adjunct to this activity (see the answer to d) below, but as discussed above, we do not view risk modeling, which is inherently subjective and controlled by the model user, as the  cornerstone of supervision.    

d. Should supervisors strengthen the supervisory process by reinforcing horizontal analysis of firms in other ways? The FDIC makes intensive use of horizontal analysis of all insured institutions’ financial reports, examination data, market data, expert judgment and other information to help identify higher risk institutions for supervisory prioritization with respect to both safety and soundness and compliance, to aid in workload projections and to assist in setting deposit insurance premiums. We believe such horizontal analysis is a useful tool for supervision, both in helping to identify broad trends that may require a policy response, and in assisting with the supervisory risk-scoping of banks or groups of banks.    
e. Should uniform stress tests be mandated and regularly run? See the answer to b) above If so, who should decide which scenarios to evaluate and how should such stress tests be selected and changed over time?  How should such tests measure and evaluate correlations across institutions? 

f. Any other comments?

· Information-gathering

A great deal of information about individual institutions is available to bank supervisors, some through mandatory filing of regulatory reports and public disclosures, and some through the provision of internal reports such as risk reports to company boards of directors.  

a. What lessons did your agency learn from the current crisis with respect to the information supervisors had and should have had about individual institutions? We believe regulators did not have adequate information about significant off-balance sheet entities (SIVs) and large derivatives exposures to specific counterparties. Information about potential impending liquidity problems was inadequate. The FDIC lacked sufficient information to cost-effectively address the disposition of Qualifying Financial Contracts (QFCs) within statutory timeframes in a resolution scenario. Regulators do not always have sufficient risk-related information about insured depositories that were bank holding company subsidiaries. 
b. What additional information should supervisors obtain from regulated firms on a regular basis, particularly large and highly integrated institutions – for example, to facilitate the ability of supervisors and market participants to conduct analysis and stress tests as described in the previous question? Supervisors should have ongoing access to information about large credit and funding concentrations by counterparty and type of exposure and about the adequacy of liquidity in stress scenarios. Institutions should maintain resolution plans that address how regulators can implement an orderly and cost-effective resolutions. Regulators should ensure that IDIs or other entities benefiting from explicit federal support maintain risk-related data on a legal entity basis. 
c. Should the agencies issue guidance on the format and content of information that large institutions should provide to their own boards of directors? It is unclear at first blush whether doing this would improve governance or create an inappropriate safe harbor for directors that would inadvertently reduce the quality of their oversight.  
d. Any other comments?

· Market discipline and transparency

Some observers have argued that the capital markets, through shareholders, creditors, and counterparties, can play a positive role in the governance of bank behavior.    

a. What role should market indicators such as bond and equity prices and credit default swap spreads play in the supervisory process? Favorable trends with regard to equity prices and credit spreads should not provide comfort to prudential supervisors, as these trends may simply be indicative of financial market “bubbles” in the making. Conversely, however, supervisors should be attuned to any adverse change in these indicators in respect to individual institutions as these may provide an early warning of impending problems.  Some observers have suggested that CDS spreads or equity indicators could be tied explicitly to buffer capital requirements that would increase in good times and be drawn down in bad times. We are inclined to be skeptical about these approaches as being model-driven and over-engineered, and would give preference to simpler counter-cyclical buffer capital approaches. 
b. Is the current balance of supervisory information made public appropriate?  Would greater disclosure of supervisory analysis be useful to strengthen the supervisory toolkit and promote market discipline?  How would greater disclosure impact supervisory behavior and the relationship between the bank and its supervisor? We would not wish the need for supervisors to, on occasion, deliver a hard-hitting negative assessment of a bank’s management, practices or financial condition to be compromised by the fear that such a negative assessment would become public and cause a run on the bank. Public disclosure of a supervisory approved resolution plan for all systemically important financial firms, in the normal course, might provide for greater market discipline throughout the cycle and increase the predictability and transparency of the government’s response to a crisis. 
c. Were the disclosures of regulated financial firms and their supervisors sufficiently transparent for investors, customers, and counterparties to comprehend the nature and magnitude of risk taking and the quality of risk management practices? No. Noteworthy examples include the existence of off-balance sheet vehicles such as SIVs, which were unknown not only to the general public, but apparently to most regulators. Another example is the extent to which mortgage loans underwritten during much of the period 2001-2007 were based on limited or no documentation of income.
d. Should supervisors make public information about individual institutions or regarding horizontal stress test results, to strengthen the supervisory toolkit and promote market discipline? Notwithstanding that this was done in the recent stress testing exercise, we would be inclined to the view that such disclosure should not be repeated. There is a possibility that regulatory agencies would become institutionally invested in such results, once publicly disclosed, to the detriment of future candid assessments of risks when new information or better analysis comes to light. Stress test results might also be viewed over time—inappropriately—as a de facto government guarantee against losses in individual institutions exceeding the disclosed levels. 
e. Any other comments? As indicated in an answer to an earlier question, supervisors and the FDIC as insurer need access to data on large exposures, including derivatives exposures, both inter-bank and to non-bank entities to better assess both correlated and idiosyncratic risks that might pose risks to the fiancial system or individual institutions. The migration of derivatives activities to exchanges and Central Counterparties, and the capture of all other derivatives data in trade information warehouses is critically important to help achieve this goal, and the public disclosure of certain aspects of this data will allow for independent analyses of building system-wide risks.    
3. Structure of supervision

· Cooperation and collaboration among supervisors

With more than one federal financial supervisor, it is critical that they share information and collaborate closely, particularly in order to effectively supervise large institutions.  

a.
What lessons did your agency learn from the current crisis with respect to cooperation, coordination, and collaboration among supervisors, for example, between consolidated supervisors and functional and bank supervisors? Existing cooperative arrangements and information sharing protocols facilitated the efficient resolution of several large failing institutions during the current crisis.  While we view recent interagency collaboration as timely and effective, our experience has reinforced that interagency coordination could still be enhanced going forward to help the FDIC fulfill its insurance and resolutions missions. For example, better and timely information about emerging liquidity risks is a critical need for the FDIC as insurer, as it is for all supervisors. 
As deposit insurer and receiver of failing institutions, the FDIC has unique needs for information that necessitate coordination with a banking institution’s chartering authority, primary federal regulator, holding company regulator, non-banking regulators, and foreign supervisors.  Since the recent crisis began, the FDIC has enhanced and expanded its working relationships with U.S. and foreign supervisory agencies.  Going forward, we will seek to broaden information collection and supervisory participation at large institutions to increase our preparedness for dealing with major bank failures.  This will be a collaborative effort with both the banks and our fellow regulators.  Access to internal bank information and supervisory processes is needed to keep the FDIC apprised of emerging risks facing the Deposit Insurance Fund and to prepare for potential failure situations.  Expanded coordination with both federal/state agencies, and to a lesser extent, foreign banking regulators, will be necessary.    

The FDIC has already been collaborating with other agencies to institute processes to improve our capabilities and readiness for handling financial distress at large institutions.  We have stepped up our on-site presence at the largest institutions to provide the FDIC with a more effective information channel on bank financial performance and other risks posed to the Deposit Insurance Fund.  Our on-site presence will enhance our resolutions preparedness by collecting specific information and identifying key aspects of a bank’s organization that are critical to FDIC business needs.  We have also been working more closely with the other federal banking regulators and the Securities and Exchange Commission to obtain information more quickly about an institution’s business lines that may affect risk to the Deposit Insurance Fund.  In cooperation with other federal banking agencies, the FDIC will explore the need to more timely adjust deposit insurance premiums as the risk profiles of large institutions evolve. 

b.
How do functional and bank supervisors interact with consolidated holding company supervisors to ensure strong and thorough consolidated supervision?  What works and what doesn’t work? Functional supervision of insured banks is necessitated by the explicit statutory federal safety-nets provided to these institutions and the special importance of safeguarding bank depositors, the payments system and a sound banking system that can serve as an engine for economic growth. Consolidated supervision can be an effective tool to oversee the broad aspects of risk across an organization to safeguard the insured banks from non-bank risks taken elsewhere in the organization. There also may be a rationale for regulating non-bank activities that is separate from the risks they pose to IDIs—a rationale relating to the potential systemic importance of these activities, the importance of protecting consumers of non-bank products, or both. We believe the checks-and-balances provided by the interplay of functional regulation and consolidated regulation should be maintained; specifically, insured banks subject to explicit statutory mandates and benefiting from explicit federal financial guarantees should continue to be regulated as the distinct corporate entities that they are.
c.
How can supervisory agencies better coordinate their examination and analysis activities and share information?  Is there information that your agency needs but has trouble getting from another supervisor?   Examples of where additional information would be useful, generally pertaining to risks posed by large complex institutions, are discussed elsewhere in this document. We also have special examination authority granted under Section 10 of the Federal Deposit Insurance Act that allows the FDIC to engage in examination activities at any insured institution.  

The FDIC continues to seek ways to improve information channels and on-site supervisory participation at large insured institutions to provide better data for our risk-to-the-fund analyses and resolutions preparedness.

d.
How do federal and state supervisors coordinate with foreign supervisors in the supervision of multi-national financial firms?  What works and what doesn’t work?  Are there specific instances in which it would have been helpful to have more information from the home supervisor to understand a troubled foreign-owned institution during the current crisis? The FDIC and the other federal banking agencies have numerous information sharing arrangements and cooperative agreements with foreign bank regulators.  These arrangements facilitate our supervisory interactions with institutions that have foreign operations or ownership and enhance our information about banks’/affiliates’ foreign operations.  The FDIC is also a member of the Basel Committee on Bank Supervision which provides a forum for international banking policy development and interacting with foreign supervisors. Most institutions with significant foreign operations are supervised by the OCC and/or Federal Reserve.  The FDIC utilizes our information sharing agreements with the other federal agencies to gather necessary supervisory or bank information concerning foreign operations or ownership. Going forward, consideration should be given to FDIC participation in supervisory colleges for large internationally active banks.
e.
How should the incentives and organizational structure of the agencies’ supervision of firms with more than one supervisor be revised to strengthen cooperation and collaboration among supervisors?  For example, what kind of coordination mechanism or legal mechanism might help resolve differences? Differences in opinion between regulators do sometimes occur, and are a component of the checks-and-balances that exist in the U.S. bank regulatory regime.  In many cases, these disagreements (which ultimately get resolved) may be constructive as they lead to further analysis and review by the agencies.
f.
Should consolidated supervisors and functional and bank supervisors be required to collaborate on a single, consolidated supervisory plan for large institutions? The goals and objectives of consolidated and functional supervisors are similar and related, but are not identical.  For example, a functional supervisor reviewing a single broker/dealer operation may have a much different supervisory plan and strategy than the supervisor overseeing an individual bank affiliate or the consolidated supervisor overseeing the entire company. Functional supervisors should maintain their own supervisory plans within their jurisdiction. Overall, we believe appropriate coordination between functional and consolidated supervisors exists and we are concerned that legislation to micromanage these relationships might be counterproductive.  

g.
How can supervisors further encourage the development of a sense of shared mission and increase interagency expertise – for example, would you support staff rotations or secondments among agencies? We work closely with the other federal banking agencies on a variety of supervisory matters, and also through the FFIEC and other interagency efforts related to policy development.  The FDIC has a very close working relationship with the state regulators with regard to bank examination programs.  The FDIC and states utilize joint and alternating examinations to leverage talent/expertise available from the Corporation and state banking authorities to conduct supervisory reviews more efficiently and effectively. We would welcome the opportunity to engage in staff rotations and secondments with other federal financial services agencies.  We believe that the development of a sense of shared mission, as well as the sharing of talent among the agencies would be extremely valuable and foster greater interagency collaboration.
h.
There are many examples of collaboration among agencies that follow different models, such as SNC, FFIEC, supervision of TSPs, and the recent SCAP stress test.  What works and doesn’t work? The FDIC always welcomes opportunities to work with counterparts at state and federal regulatory agencies on issues that affect banking organizations.  We work closely with the other federal banking agencies on a variety of supervisory matters, and also through the FFIEC and other interagency efforts related to policy development.  The FDIC has a very close working relationship with the state regulators with regard to bank examination programs.  We believe the Corporation’s interaction with fellow regulators adds value to the supervisory process, promotes a sense of shared mission, and enhances our own supervisory efforts.  We look forward to expanding our collaborative work with the other agencies on various supervisory initiatives in the future.
i,
Has the Federal Financial Institutions Examination Council satisfactorily fulfilled its role as a forum for discussion of policy-setting among the agencies?  Could your agency provide specific examples where it worked or failed to work well? The FFIEC provides an effective framework for interagency policy development, training, bank financial reporting, and examination harmonization.  It has worked well and could be expanded in the future to improve other aspects of interagency collaboration.
j. Any other comments?
· Regulatory arbitrage

Critics have noted that the existence of competing charters creates the opportunity for regulatory arbitrage or charter-swapping among agencies.  In some cases, financial institutions have been able to avoid serious regulation by finding loopholes in the supervisory structure.  

a. How does your agency define its mission, and how does its mission differ from the other federal agencies? The FDIC has a mission to insure deposits, resolve failing banks, provide strong supervision of state nonmember banks and backup supervision of insured banks, and an overarching goal in all of these activities to contain the potential costs to taxpayers arising from the deposit insurance guarantee.  

b.
Is regulatory arbitrage a problem?  What is your understanding of the scope of the problem and what causes it?  How should regulatory arbitrage be addressed?  We believe that arbitrage across regulated and unregulated sectors, and across regulated sectors such as banking, securities and insurance played an important role in creating the conditions for the crisis and this should be addressed through the creation of a strong systemic risk council. We do not, however, believe that charter competition between federal and state regulators was an important driver of the crisis. We are concerned that “single regulator” approaches to address arbitrage would ultimately result in less effective supervision. See, for example, the U.K., FSA’s “light touch approach” to regulation, which many believe was tied up with a national desire to compete for international financial business. Other important ways to ensure such pressures do not inappropriately affect supervisory outcomes include the establishment of clear regulatory and statutory benchmarks that any agency is expected to enforce (PCA provides a good example), providing uniform and rigorous training for examiners, and ensuring that other aspects of financial risk control, including external auditors, ratings agencies, financial institution boards of directors and other elements function as intended.     
c.
One issue is what activities should be allowed to occur within an insured depository, and when an activity should be undertaken only in a non-depository affiliate of the bank.  Should existing law and regulations on what activities are appropriate within a state or federal insured depository be changed and, if so, how?  Should supervisors have some measure of discretion in making that determination?  What would the guiding principles be? 

d.
What measures could be taken to reduce undesirable outcomes such as, for example, firms seeking to switch charter in the hope of finding a more favorable supervisory regime?  The FFIEC has issued a statement clarifying that charter changes are expected to be undertaken for legitimate business reasons and not to avoid appropriate supervision. Proposed charter conversions involving institutions with current or proposed ratings of 3, 4 or 5 or with adverse CRA ratings or enforcement actions or other supervisory programs will be forwarded to the FDIC and to the FRB as holding company supervisor if applicable.
e.
Does your agency have any data or examples explaining why institutions convert charter? We believe that institutions converting charters typically do so for business reasons including the desire to conduct specific activities or exercise powers available under one charter but not another, the desire to operate under a pre-emption from certain state laws or state enforcement, or the desire to have a regulator that is specialized in the issues and concerns of community banks. Conversions involving supervisory disputes are believed to be less common, although it is acknowledged that converting institutions in such situations might not be completely forthcoming about the reasons for the conversion request. 

f.
To what extent is regulatory competition impacted by how supervisory agencies are funded and structured?  It is conceivable that the desire to avoid “losing” an institution to another charter could influence supervisory decisions in a setting where an agency’s funding is financed by examination fees, especially if the fees paid by an institution represented a large portion of an agency’s budget; it is not known whether such considerations have ever played an important role in real supervisory decisions.  How can that issue be addressed? It is likely that most large institutions with a federal bank or thrift charters would tend to stay with a federal charter; in short, that credible conversion options for the largest firms are probably from federal bank to federal thrift or vice versa. Accordingly, if there were a single federal regulator for federally chartered institutions, the practical importance of the threat of conversion might be less.  
g. Does competition between regulated and unregulated entities undermine the ability of your agency or its regulated entities to maintain safety and soundness? The activities of AIG and of many unregulated mortgage companies provide good examples of activities in unregulated or less regulated sectors that have undermined the safety and soundness of the 
h. financial system. If so, what steps can be taken to mitigate that effect? Harmonizing regulation of potentially systemic activities, for example through the Council proposed in the President’s plan, and strengthening rule-writing and supervision for non-bank entities would be a way to address these concerns. This is important both in consumer protection and in safety and soundness regulation.
i. Critics also have noted that an uneven approach to supervision across types of financial services firms (e.g., commercial banks and thrifts, investment banks, insurance companies, unregulated finance companies, investment companies and others) may complicate the ability of bank regulators to impose prudential requirements that are not readily avoided.  How important is this concern and what should be done about it? See the answer to “f” immediately above.
j.
Any other comments? It should be noted more generally that smaller institutions can be indirectly affected by trends developing in other parts of the market. For example, the underwriting and securitization practices in mortgage origination channels primarily dominated by non-banks and major banks appear to have played an important role in the boom and bust housing cycle—and which in turn is a driver of current adverse trends in commercial real estate and construction and development lending. 
· Oversight of the supervision function

Supervisory agencies, like the institutions they regulate, rely on policies and procedures, internal controls, and management information systems to elevate issues to senior management or Board members, ensure quality of the supervisory product, and assure appropriate checks and balances. 
a.
Describe your agency’s policies and procedures, internal controls, and management information systems – for instance, the role of the internal audit or inspector general function; the review and approval of examination findings and enforcement actions; the oversight of examiners by peers or headquarters. The FDIC has an examination review function that emphasizes consistency and quality control.  Approval authority for examination reports and recommendations for further supervisory action varies by the condition of the institution.  Field managers may approve examination findings of the smallest banks rate 1 or 2, with no 3 CAMELS Components.  Regional office managers must approve examinations with CAMELS ratings of 3 and informal corrective programs.  Only Regional Directors or Deputy Regional directors may approve examination reports of institutions rated 4 or worse and formal actions.  Additionally, all examination reports and supervisory actions for institutions rated 4 or worse, and all institutions rated 3 and over $1 billion in assets, are reviewed by Washington office staff for consistency. The FDIC also has an appeals process for institutions that feel that their ratings or other material supervisory determinations do not correctly reflect the risk profile of their institutions.  

The FDIC’s Division of Supervision and Consumer Protection (DSC) has an internal control and review function that reviews processes and procedures in the regional offices every two years for adherence to established policies and general quality control. This includes review of reports of examination and supervisory approaches for a sample of banks.

The FDIC also has an independent Inspector General. The Office of Inspector General conducts regular audits of DSC policies and processes as well as legally required Material Loss Reviews.   
b.
How does your agency monitor the quality of the conduct of the supervision function, and how can that be improved? The agency continually reviews the effectiveness of the supervision function through the mechanisms described under “a)” above and makes adjustments as needed.
· Regulatory independence
Critics argue that supervisors may get too close to the institutions they supervise, impeding the appropriate skeptical and independent approach.  

a.
Other national supervisors have chosen not to exercise supervision through on-site examiners, preferring instead roving teams of examiners or reliance on outside auditors.  The UK FSA recently considered, and again rejected, the on-site examination model.  Similarly, within the US, other types of government supervisors follow varied models.  What are the costs and benefits of relying on on-site examiners? A highly trained cadre of experienced on-site examiners is at the core of an effective supervision program. The cost of an onsite examination program pales in comparison to the significant government financial commitments and exposures taken on during the crisis (more than $14 trillion in maximum committed amounts through 1st quarter of 2009). Without an onsite examination program the federal banking agencies would be “flying blind” and lacking the means to identify and address building risks and deal with failing and problem banks. Advantages of employing full time on-site bank examiners include: ensuring a systematic multi-year training program that culminates in the commissioning process; insuring staff has experience across a wide spectrum of banks and unique situations; ensuring banks are examined primarily by full-time professionals whose mission first and foremost is to ensure compliance with the laws and regulations of the United States, a function that we do not believe should be delegated to contractors. 
b.
What would be the benefits and risks of enlisting the expertise of outside experts? The FDIC has, during the crisis, utilized the services of loan review specialists under contract to supplement the regular full-time examination staff. We see this as a way to respond flexibly to an increased workload during this crisis, not as the core of a long term staffing strategy for the reasons just described. 
c.
What measures or policies does your agency have to prevent examiners and their program managers from getting too close to supervised institutions – for example, mandatory rotations of examiners and/or their program managers?  What are your processes for exemptions to those processes?  The FDIC is the primary federal regulator for approximately 5,300 state non-member banks.  The vast majority of the examinations we conduct are point-in-time examinations by staff that is not dedicated to any one particular institution.  Although there is no explicit policy dictating the rotation of examiners-in-charge (EICs), it is customary for FDIC to alternate EICs at consecutive examinations.  Also, we alternate examination responsibility with state banking authorities on the vast majority of the banks we directly supervise.  Alternating the agencies which conduct examinations provides a healthy check-and-balance for examination procedures performed and findings reached.  Given the sheer number of institutions for which the FDIC shares responsibility with state banking authorities and the fluidity of the examination schedule, it would be difficult for any particular examiner to be overly influential in the supervision of any particular bank.
With respect to the handful of larger state nonmember institutions ($20 billion+), we have one dedicated examiner for each of these institutions who are selected competitively for 5-year terms.  These individuals are supplemented with other senior examination staff who tend to rotate among larger institutions throughout the year, thus providing a healthy outside perspective and better consistency in addressing large bank issues. 
d.
What are your agency’s lessons learned from the crisis with respect to the incentives and behavior of supervisors relative to the firms they supervise? We are not aware of any inappropriate behaviors of our supervisors relative to the institutions they supervise. Is your agency contemplating any change to your current organizational structure? No.
e.
What incentives are in place to ensure examiners and their program managers will feel unimpeded in their ability to challenge the firm’s management and to take a skeptical and independent approach?   A key component of the FDIC’s corporate culture is the autonomy and accountability of the Examiner-in-Charge (EIC).  As the person who is attesting to the examination report, great deference is granted the EIC by all parties, especially in “borderline” situations.  Our comprehensive and rigorous training program is designed to encourage a healthy skepticism, and to challenge bank management’s assertions in a professional manner.  Case studies where examiners refused to be satisfied with stock answers and eventually found significant problems are often used in our training programs, and examiners who find issues that were not initially evident are held in the highest esteem.  With few exceptions, our program managers responsible for administering the FDIC’s examination program are also commissioned examiners, thus emanating from the same culture where skepticism and independence is highly valued.   

f.
How does your agency monitor the skepticism and independence exhibited by examiners and program managers in the exercise of their supervisory judgments?  What checks and balances does your agency have in place?  What further steps is your agency contemplating? Internal control functions include regular Regional Office reviews in which headquarters supervisory personnel review reports of examination and supervisory activities relative to sampled banks, as well as audits by the independent FDIC Office of Inspector General of both particular failing bank situations and supervisory policies and procedures. 
g.
Any other comments?
· Resources
Insufficient examiner resources and expertise may have been a significant cause of supervisory failure during the financial crisis.  

a. What are your agency’s lessons learned about staffing, resources, and expertise? A steady hiring program for career track examiners and supervisors is important to avoid bulges over time in the age distribution of the workforce and in staffing imbalances relative to workload. The application of supervisory and examiner resources should ideally be fairly steady through the business cycle.
b. How can we ensure that individuals in the examination process have adequate resources, including analytical tools and expertise, to effectively question and challenge the firm’s management regarding key risks and vulnerabilities? Strong and appropriate examiner training programs for the most part exist and have been used effectively.  

c. Are there impediments to acquiring and retaining subject-matter experts or other qualified staff – for example, compensation or non-pecuniary rewards such as opportunities for personal development, training, and rotations?  What changes has your agency made or is it considering? Attracting and retaining qualified subject matter experts and other qualified staff is a challenge given the active competition from financial institutions (in most economic environments) for similarly skilled individuals. The FDIC has confronted this challenge by actively striving to be an employer of choice. Approaches in this regard include competitive compensation; the establishment of a Corporate University to enhance training opportunities; the creation of a Corporate Employee Program targeted at entry level financial institution specialists on a Commissioned Examiner career track; vigorous use of rotational and detail assignments for interested staff who wish to broaden their professional experience; and regular employee surveys to identify areas where senior management could consider process changes to enhance morale. 
d. Any other comments?
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