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Report To The Congress
OF THE UNITED STATES

Federal Supervision Of Bank Holding

Companies Needs Better,
More Formalized Coordination

The three Federal banking regulatory agencies
must better coordinate their efforts to super-
vise bank holding companies, which control
almost three-fourths of all banking assets in
the United States. Not supervising the com-
panies as integrated units has led to problems
in dealing with holding company banks in
trouble.

GAO recommends that the Federal Financial
Institutions Examination Council establish
procedures to coordinate the examinations of
holding companies and their bank subsidiaries
and to coordinate any supervisory actions that
must be taken to help solve problems that
may exist.
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COMPTROLLER GENKRAL OF THE UNITED STATKS
WASHINGTON, D.C. 20848

B-195515

To the President of the Senate and the
Speaker of the House of Representatives

This report describes how the Federal bank regulatory
agencies are not adequately coordinating the supervision
of bank holding companies and the problems that are caused
by this situation. We recommend that the Federal Financial
Institutions Examination Council develop procedures to im-
orove coordination.

We undertook this review of bank holding company
supervision because holding companies control banks with
three-fourths of the Nation's banking assets, and because
in the past holding company affiliations have contributed
to some bank failures.

Conies of this report are being sent to the Chairman,
Roard of Governors of the Federal Reserve System; the
Fxecutive Secretary of the Federal Financial Institutions
Examination Council; the Chairman, Board of Directors of
the Federal Devosit Insurance Corporation; the Comptroller
of the Currency; and the Secretary of the Treasury.

Comptroller General
of the United States






COMPTROLLER GENERAL'S FEDERAL SUPERVISION OF BANK
REPORT TO THE CONGRESS HOLDING COMPANIES NEEDS BETTER,
MORE FORMALIZED COORDINATION

DIGEST

Current Federal laws divide the authority

for supervising bank holding companies and

their subsidiary banks among three Federal
agencies. This fragmented authority hinders

the agencies' abilities to effectively super-
vise these financial institutions. More
effective supervision of bank holding com-

panies can be achieved through better coor-
dination among the Federal agencies involved.

The Federal Financial Institutions Examina- &>
tion Council, therefore, should formalize 54
coordination procedures.

CURRENT STRUCTURE A PP
CURRENT ! 2%%
FRAGMENTS SUPERVISION Pee

The Comptroller of the Currency, the Federal’ /9s
Deposit Insurance Corporation, and the Fed- o

eral Reserve supervise different types of CL?QQ
banks. About 4,600 national banks are

supervised by the Comptroller. About 1,000

State banks which are members of the Federal

Reserve System are supervised by the Federal
Reserve. Other State banks with Federal

insurance, over 8,700, are supervised by the

Federal Deposit Insurance Corporation. Bank

holding companies are supervised by the

Federal Reserve under authority of the Bank

Holding Company Act of 1956, as amended.

But the Federal Deposit Insurance Corpora-

tion supervises 53 percent of all-holding

company bank subsidiaries, the Comptroller

39 percent, and the Federal Reserve only

8 percent. This means the supervision of

most holding company organizations--that

is, the authority to examine and initiate
enforcement actions--is divided between

at least two of the Federal bank regulatory
agencies.

Banking experts agree that a holding company and
its subsidiaries ought to be supervised as a
single integrated entity (see p. 6.) because
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--Holding companies are managed as a
single entity.

--Within a given holding company,
operations in one subsidiary affect
the company's affiliated organiza-
tions.

--To spot potential problems, bank super-
visors need complete and current in-
formation on the entire holding com-
pany and its operations.

The current legal structure for supervising
bank holding companies inhibits the Federal
banking agencies' attempts to treat holding
companies as single entities. The very com-
plexity of this structure requires a rigorous
coordination effort which has not success-
fully operated on an informal basis. Accord-
ing to bank regulators, coordination is not
good enouah even in routine cases. Coordin-
ation is all the more crucial when Federal
regulatory agencies have to deal with holding
companies having problems.

COORDINATION OF HOLDING
COMPANY SUPERVISION INADEQUATE

Evidence shows the need for better coordi-
nation among the Federal bank supervisors.
Voluntary efforts at cooperation have been,
in some cases, ineffective. GAO found that
the agencies took uncoordinated actions
against holding companies and their sub-
sidiary banks that did not solve their
problems. (See p. 8.)

For example, in one case GAO reviewed, the
Federal Reserve required a holding company
to increase its capital; the company chose
a method for doing so that could have en-
dangered a bank subsidiary supervised by
the Federal Deposit Insurance Corporation.
The latter agency, acting independently of
the Federal Reserve, then issued an order
protecting the bank that, in effect, pro-
hibited the holding company from carrying
out its plan to comply with the Federal
Reserve's requirement. (See p. 11l.)

ii

S S

i



Tear Sheet

The Comptroller of the Currency, the Federal
Deposit Insurance Corporation, and the Con-_ 2¥9¢
ference of State Bank Supervisors have
suggested that the supervisor of a holding
company's lead bank be given responsibility
to supervise the parent company and its
nonbank subsidiaries. This suggestion

has merit, and, in the long run, may be

the best solution. However, such a solution
would require significant changes in super-
visory authority and agency relationships.
(See p. 17.)

The Congress established the Federal Finan-
cial Institutions Examination Council in
1978 to promote better coordination

among the Federal bank regulators. Formal
procedures established under the auspices
of the Council could improve bank holding
company supervision without having to make
more dramatic changes in the Federal super-
visory structure,

CONCLUSIONS AND RECOMMENDATIONS

The current structure for supervising bank
holding companies inhibits effective super-
vision, especially in cases requiring co-
ordinated actions by regulators to solve

a company's problems. Better coordina-

tion is needed in gathering information and
in dealing with holding companies in trouble,

The Federal Financial Institutions Examina-
tion Council should develop procedures

to improve the coordination of bank holding
company supervision. The Congress estab-
lished the Council to provide for better
coordination among the Federal bank super-
visory agencies. The Council should be
given a chance to succeed in its mission
before the Congress considers other legis-
lative changes in the way holding companies
are supervised.

Accordingly, GAO recommends that the Federal
Financial Institutions Examination Council
develop procedures to improve holding com-
pany supervision by coordinating examinations
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and by structuring the process used to o
decide on appropriate supervisory actions /%(
to be taken when necessary. (See p. 21. )L~

AGENCY COMMENTS // -,

\\‘

The Comptroller of the Currency and the -

Federal Deposit Insurance Corporation

disagreed with GAO's conclusion that the
problems GAO found could be solved
through better, more formalized coor-
dination. They believe that a legisla-
tive change is needed-—designating the
holding company's lead bank supervisor

as the holding company's supervisor.
(See app. I and III.)

The evidence reviewed by GAO does not
support the need for a major legisla-
tive change. Rather, it indicates
the need for closer cooperation among
the agencies--cooperation that GAO
believes should be effected through
the Federal Financial Institutions
Examination Council.

Both the Federal Reserve and the
Council implicitly agreed with the
thrust of GAO's recommendations, and
the Council informed GAO that it has
adopted policies similar to those
which GAO recommends. (See app. IV.)
GAO reviewed those policies and
believes they could, if properly
applied, significantly improve bank
holding company supervision.
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CHAPTER 1

INTRODUCTION

Throughout the history of commercial banking, bank
owners have used several ways to expand their markets,
both geographically and in the types of services they
offered. Group banking--the formation of a bank holding
company--is one of those ways, and the Congress has been
creating and amending legislation to allow the Federal
bank regulatory agencies to deal with it.

WHAT 15 A BANK HOLDING COMPANY?

A bank holding company is a form of bank ownership in
wihich individuals own a company which, in turn, owns stock
in a bank. A bank holding company can be a corporation,
partnership, trust, or similar organization that has control
ot a bank or another bank holding company. People may
choose the holding company form rather than direct owner-
ship of bank stock because holding companies:

--Enjoy certain tax advantages.

~--Can often own more than one bank in States that
prohibit branch banking.

--Can own nonbanking subsidiaries as well as banks
and can extend these activities across State lines.

--Enjoy a wider market for obtaining capital than do
individual banks.

As of December 1978, 2,113 bank holding companies
(excluding multitiered companies) controlled 4,101 of the
14,602 commercial banks in the United States. " But holding
company banks held more than 73 percent of all banking
assets. The vast majority of the holding companies~-1,799--
control only one bank. The rest control two or more banks.
A few holding companies have dozens, even hundreds of non-
bank subsidiaries including, but not limited to, such
activities as insurance, mortgage lending, leasing, and
personal finance companies. Some companies have no nonbank
subsidiaries.

EVOLUTION OF BANK HOLDING COMPANY
LEGISLATION AND SUPERVISION

Historically, both the Congress and the bank regula-
tors have been concerned with maintaining competition in

1
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The early 1970s saw a great increase in the number
of bank failures from 3 in 1972 to 16 in 1976. At least
three of the banks that failed in 1976 had holding com-
pany atfiliations that contributed to their problems.

As a result, the Congress became more concerned about
the supervision of individual companies. In November
1978, it passed the Financial Institutions Regulatory
and Interest Rate Control Act (Public Law 95-630) which,
among other things, gave the Federal Reserve more super-
visory tools to use in dealing with recalcitrant holding
company managements.

The Federal Reserve had not been very active in
examining holding companies until the mid-1970s. 1In a
1977 report to the Congress, 1/ we pointed out that many
Federal Reserve banks did not begin formal holding company
inspection programs until 1974. 1In fact, in all of 1975,
only 13 percent of the bank holding companies were
inspected, and most of the inspections were made by only
3 of the 12 Federal Reserve banks.

In the last 2 years, the Federal Reserve has taken
steps to improve its supervision of bank holding companies.
In 1978, it began using a systemwide standard inspection
report. In 1979, it completed a bank holding company in-
spection manual and it developed a more comprehensive
computerized surveillance operation. Finally, it designed
special training courses for individuals who actually
inspect the holding companies.

Thus, the emphasis in bank holding company regu-
lation has evolved from one of preserving industry competi-
tion to an added one of preserving the soundness of indivi-
dual holding company banks.

FEDERAL LEGAL STRUCTURE DIVIDES

HOLDING COMPANY SUPERVISION

Although the emphasis in bank holding company regula-
tion evolved over the years, the regulatory structure
tor supervising the companies has not changed since 1956.
Three Federal banking agencies share supervision of U.S.
banks. The Federal Reserve supervises bank holding com-
panies, but those companies' subsidiary banks may be super-
vised by any of the Federal bank regulatory agencies, de-
pending on the category of the bank.

l/"Federal Supervision of State and National Banks"
(0CG-77-1, Jan. 31, 1977).



Banks can be classified into four broad categories:

--National banks, which are chartered by the Comp-
troller of the Currency, belong to the Federal
Reserve System, and are insured by the Federal
Deposit Insurance Corporation (FDIC).

--State banks, which are chartered by a State bank
regulator, belong to the Federal Reserve System,
and are insured by FDIC.

--State-chartered banks insured by FDIC but not
members of the Federal Reserve System.

--State~chartered banks not associated with any
Federal bank regulatory agency.

Although a bank's charter, Federal Reserve membership,
and FDIC insurance could entail overlapping Federal regula-
tory authority, in practice the Federal bank regulators di-
vide supervisory responsibilities. The Comptroller of the
Currency directly supervises national banks, the Federal
Reserve supervises its member State banks, and FDIC super-
vises federally insured State banks that are not members
of the Federal Reserve.

A bank holding company can own one or more banks that
fall in the first three categories listed above. There-
fore, even though the Federal Reserve supervises the hold-
ing company, the subsidiary bank(s) may be supervised by
the other Federal agencies. The latest figures available
(June 1978) show that the FDIC supervises about 53 percent
of all holding company bank subsidiaries, the Comptroller
supervises 39 percent, and the Federal Reserve 8 percent. 1/
Normally the Comptroller and FDIC do not examine the parent
companies of banks they supervise. However, both Federal
agencies have the authority to examine the affiliates of
banks they supervise. ’

1/By comparison, of all insured banks, FDIC supervised about
61 percent (over 8,700), the Comptroller supervised 37 per-
cent (about 4,600), and the Federal Reserve 7 percent
(about 1,000).



CHAPTER 2

FEDERAL BANK REGULATORS MUST COORDINATE THEIR EFFORTS

T~ SUPERVISE BANK HOLDING COMPANIES

Effective supervision of bank holding companies has been
inhibited by a lack of coordination among Federal regulatory
agencies. Without formalized coordination procedures, the
agencies cannot ensure that their supervisory actions will be
complementary. To prevent the problems of one member in a
holding company from adversely affecting the soundness of its
affiliates, bank regulators should treat a holding company
and its subsidiaries as an integrated entity.

Such treatment, however, requires a level of interagency
coordination that does not exist among the three Federal agen-
cies whose responsibility is divided for supervising bank
holding companies and their subsidiary banks. Because agen-
cies have not sufficiently cooperated in their supervision
of bank holding companies, they have taken different actions
which could ultimately undermine the effectiveness of those
actions.

Researchers' limited studies conclude that most holding
companies try to manage their organizations as integrated
entities. Holding company management may not always get
involved in all operational areas, but they often set
management philosophies and operating policies.

For example, a Federal Reserve staff study concluded
that, "While the evidence is limited, it nevertheless
suggests that most BHCs [bank holding companies] are trying
to manage their organizations as integrated entities, at
least to some degree." 1/

Sometimes a holding company's attempt to maximize
its operations as a whole works to the detriment of specific
subgsidiaries. 1In extreme cases, holding companies have
used subsidiary banks' funds to cover problems in the
operations of other subsidiaries in the same companies.
Por example, in one instance often cited by bank regulators,
the management of Hamilton Bancshares, Inc., a large holding

1/"The Bank Holding Company Movement to 1978: A Compendium,"
study by the staff of the Board of Governors of the Federal
Reserve System, Septewber 1978, p. 89.



company, required a subsidiary bank to purchase poor loans
made by a mortgage company subsidiary. Ultimately, the bad
loans placed such a drain on the bank's funds that the bank

failed,

Such cases have convinced both bank examiners and hold-
ing company inspectors that they need as much data as pos-
sible on the operations of an entire holding company in order
to carry out their supervisory activities effectively. The
condition of the subsidiary banks, especially lead banks,
is the key to the condition of the holding companies. There-
fore, the holding company inspectors need as much information
as possible on the banks, and the bank examiners need to
know the current condition of the holding company and the
nonbank subsidiaries in order to determine what effect they
might have on the banks. As a former FDIC chairman pointed
out, "It is simply a form of self-deception to think that
the lead bank in a holding company, or any other holding
company banking affiliate for that matter, is in a safe
and sound condition just because its last examination was
satisfactory, unless other bank holding activities have

undergone rigorous scrutiny." 1/

Other banking experts also agree that holding companies
must be supervised as integrated entities. The current FDIC
Chairman testified before Senate committees in February 1979
that, "We have now had the benefit of experience since the
1970 amendments to the Bank Holding Company Act, and this
experience has clearly demonstrated that each holding company
system must be regarded as an integrated unit." 2/ Testify-
ing before the same committees, the Deputy Secretary of the
Treasury stated, "Most regulators agree that holding com-
panies and their bank and nonbank affiliates should be
examined in a process that recognizes that they are a single
entity and that transgressions in one part of a system will
inevitably affect other portions.” 3/

1/Former Chairman George A. LeMaistre, in an address before
the Association of Bank Holding Companies, Boca Raton,
Florida (Nov. 3, 1977).

2/Statement on S. 332, Consolidated Banking Regulation Act of
1979, presented to the Senate Committees on Governmental
Affairs and on Banking, Housing and Urban Affairs, by Irvine
H. Sprague, on February 28, 1979, p. 6.

3/Statement by the Honorable Robert Carswell on S. 332 on
February 28, 1979, p. 1.
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HOLDING COMPANIES ARE NOT
SUPERVIbLU AS SINGLE ENTITILS

Although bank holding companies should be supervised as
integrated entities, fragmented supervisory authority in-
hibits the various agencies from closely coordinating their
actions with regard to holding companies and bank subsidiaries.
The inhibition is manifested in two ways. First, the agencies
have not coordinated their holding company inspections and
bank examinations on a regular basis. Second, they do not
have an orderly process by which to coordinate complementary
supervisory actions taken against holding companies and
their bank subsidiaries.

The Federal Reserve's approach to supervising holding
companies involves the periodic onsite examination (inspec-
tion) of a holding company by Federal Reserve inspectors,
supplemented by monitoring data gathered from reports filed
by the companies and reports of subsidiary bank examinations.
The Federal Reserve inspectors also review records of non-
bank ing subsidiaries. The inspectors normally do not, howw
ever, examine the bank subsidiaries of a holding company.
Rather, they review reports of examination prepared by
Comptroller, FPIC, and Federal Reserve bank examiners.

Limited statistics show that supervisors can best spot
problems in holding companies when they put together data
from the primary bank examiner and the holding company super-
visor. 1In 1978 one Federal Reserve district we reviewed
carried 36 bank holding companies on its so-called "problem
list.” JPederal Reserve examiners ascertained that the prob-
lems existed in 17 of those companies from a combination of
holding company inspection reports, bank examination reports,
and holding company annual reports. They detected problems
in 14 companies from the Comptroller's and FDIC's bank exam-
ination reports. In only five cases were problems uncovered
just from the Federal Reserve's holding company inspections.

Although the Federal bank regulators have agreed to
exchange bank examination and holding company inspection
reports, the information being exchanged can be outdated
since examinations and inspections are not coordinated. In
the Atlanta District, Federal Reserve officials said that
too often the bank examination reports they receive to eval-
uate holding company soundness are not current. 1In the
Kansas City District, last year an average of about 3 months
elapsed between the time the Comptroller and FDIC completed
their bank examinations and the time the Federal Reserve
received them. This could delay the perception of a problem
in a subsidiary bank by the Federal Reserve.



Bank regulatory officials believe that the best way to
get a complete picture of the condition of a holding company
and its subsidiaries is to coordinate their examinations.

To this end, the Comptroller's office used to make its own
holding company examinations in some regions in the days
before the Federal Reserve had increased its own holding
company inspection efforts. Both FDIC and the Comptroller
have, on occasion, examined simultaneously all the subsidiary
banks of a holding company. All three Federal agencies have
tried on occasion to conduct joint or coordinated examina-
tions of the holding company and its subsidiaries, especially
in companies having supervisory problems.

Examinations are not regularly coordinated. Although
agency officials in the New York Federal Reserve District
felt their arrangements work well, Atlanta district Federal
Reserve officials told us that because of frequent mutual
scheduling problems, they cannot always conduct regular
coordinated lead bank examinations and holding company in-
spections in spite of attempts to do so with the Comptroller's
regional office. They did not coordinate examinations at all
with FDIC. 1In the Kansas City district, the Federal Reserve
bank had conducted only four joint holding company/bank exami-
nations in 1977 and 1978, and those were in special problem
cases. The Federal banking agencies in that district told
us their present coordination procedures could be improved.
According to a Deputy Comptroller of the Currency, scheduling
problems among the three Federal agencies inherently limit
their ability to conduct coordinated examinations.

Although Comptroller and FDIC field staff are pleased
at the higher gquality of the Federal Reserve's new holding
company inspections, the current regulatory structure requires
more interagency coordination than now occurs. As our next
section discusses, coordination is all the more crucial when
agencies take actions to deal with banks having problems.

UNCOORDINATED SUPERVISION DELAYS OR HAMPERS
SOLUTION OF HOLDING COMPANY PROBLEMS

Because holding company affiliates are supervised as
discrete entities, Federal regulators have sometimes been
unable to detect holding company-related problems in time
to effect solutions. Even when regulators detect problems,
however, their lack of coordinated efforts has led to
incompatible supervisory actions that do not solve the
problems.

Each Federal bank regulatory agency is empowered to
take specific formal actions to influence banks and holding



companies to solve problems. 1/ In general, the Comptroller
can take action against national banks, the Federal Reserve
against State-chartered banks that are members of the Federal
Reserve System, and the FDIC against State nonmember insured
hanks. The Frderal Reserve is the only Federal bank regula-
tor that can take formal actions against a bank holding
company.

Federal agencies sometimes take different supervisory
actions against affiliates within a holding company having
problems. While taking different actions is not always in-
appropriate, it can undermine the effectiveness of the actions,
thus perpetuating the problems.

In studying this problem we had to determine

--if a lack of coordination has occurred in a
significant number of cases and

--whether the uncoordinated effort actually harmed
financial institutions.

To do this we reviewed cases 1in which one or more of the
Federal bank regulators took a formal action against a bank
holding company or one of its bank subsidiaries for unsafe,
unsound practices. The cases we reviewed--48 that occurred
in the last 4 years--included those in which Washington Fed-
eral bank reqgulators told us they had trouble coordinating
supervisory actions.

From these 48 cases we found 16 that showed a signifi-
cant lack of coordination. Four of them are summarized
below to illustrate the problems we found.

Case 1

This first case illustrates the best example of coordin-
ated examinations and inspections by the three Federal bank
supervisors. Still, they took different supervisory actions
because the cooperation was not the result of a formal or-
derly process. In the end, the agencies simply went in dif-
ferent directions.

The case involves a multibank holding company with
bank subsidiaries supervised by all three Federal bank
regulators. The company also had some small nonbank
gsubsidiaries, one of which was a mortgage loan company.

1/These actions are specified in 12 U.S.C. 1818 and
12 U.S.C. 1844.



In mid-1975, the three bank regulators held joint
examinations of the holding company and the banking and
nonbanking subsidiaries. The examinations disclosed
serious problems in some of the banks caused by the
holding company. According to the Federal Reserve,
principals of the holding company used the banks as a
captive source of funds by forcing them to make improper
loans to insiders. The holding company also arranged
credit through its banks and charged the banks excessive

fees for this service.

The Federal Reserve issued a cease and desist order
against the holding company and the bank subsidiaries
1t supervised in February 1976. Although it informed
the Comptroller and FDIC of the action, it could only
suggest that these agencies take similar action against
the banks they supervised in order to protect them.
The Comptroller agreed with the suggestion and took
action against the national bank he supervised. FDIC
took no action against the banks it supervised.

puring 1977, earnings from bank operations were
still well below what the Federal Reserve felt they
should have been. According to the Federal Reserve,
four of the subsidiary banks continued to have some
difficulties, and two were FDIC-supervised banks.
Finally, in June 1978, the holding company sold its
lowest rated FDIC subsidiary bank to generate cash.
As a result, the condition of the remaining banks
improved, and the cease and desist orders were
terminated.

The fact that the Federal agencies chose different
supervisory actions is not detrimental, per se. However, the
differences were not the result of an orderly, coordinated
decisionmaking process. No matter how good the informal
coordination was, the agencies appeared in the end to go
their own separate ways.

Case I1I

The next case illustrates that each Federal bank regu-
latory agency, following its statutory responsibilities,
must concern itself primarily with the segment of a holding
company under its jurisdiction. This traditional parochial
concern leads to uncoordinated and perhaps noncomplementary
supervisory actions.

In this case the bank holding company had two
commercial bank subsidiaries and a mortgage banking

10



subsidiary. One of the commercial banks was a national
bank supervised by the Comptroller, and the other
a State member bank supervised by the Federal Reserve.

Loa: losses in the mortgage bank placed a heavy
drain on the holding company, and the subsidiary
commercial banks were used to cover those losses.
After several years of declining earnings, the holding
company posted a sizable consolidated loss.

The Comptroller found in his examinations that
the national bank was in such unsatisfactory condition
that his staff requested the bank's board of directors
to restrict dividends paid to the holding company. This
agreement, in effect, shifted a greater funding burden
to the Federal Reserve's bank subsidiary. While the
national bank's dividends to the holding company de-
clined to zero, the Federal Reserve bank subsidiary
near ly doubled its payments.

The condition of the Federal Reserve's bank and the
holding company began to improve, but the Comptroller
was not satisfied with the condition of the national
bank. He entered into a written understanding with its
board to take steps to improve it. After making an
examination in November 1978, the Comptroller felt
that the holding company would have to inject capital
into the national bank and pressed it to do so.

The Federal Reserve, however, believed that the
holding company was in no position to inject the capi-
tal needed by the national bank and so did not encourage
it.

This case illustrates the anomaly of the Federal super-
visory structure. Although the holding company was defin-
itely functioning as an integrated entity, the supervisors
were not treating it as one. The nonbank subsidiary was
a drain on the parent company and consequently on the subsid-
iary banks, but the requlators could address only the condi-
tions of organizations within their own jurisdictions.

In extreme situations, when the Federal agencies do not
take coordinated supervisory actions, holding-company-related
problems may become more serious. Some bank regulators have
stated that this possibility justifies reorganizing super-
visory responsibilities. The next two cases illustrate.

Case II1I

In the following case the bank supervisor, who is sup-
posed to determine the bank's safety and soundness, felt

11



that the Federal Reserve's approach with the holding company
would have been detrimental to the bank. The Federal Reserve,
however, disagreed and felt it could deal adequately with

the holding company. Consequently, uncoordinated approaches
led to different supervisory actions. The bank supervisor
felt that the holding company's reaction to the Federal
Reserve's supervisory efforts could have endangered the bank.

The holding company owned one bank and three non-
bank subsidiaries. The bank was an insured State non-
member bank supervised by FDIC. The parent company was
dominated by its board chairman, who was also its presi-
dent and owned over half of the holding company's out-
standing stock. The Federal Reserve had criticized the
holding company management for failing to correct a
variety of serious problems.

During an inspection of the holding company, the
Federal Reserve found that it was in unsatisfactory
condition. Because the holding company used a lot of
debt financing, the Federal Reserve entered into a
memorandum of understanding with the company's manage-
ment to have them increase the company's capital.

The holding company tried to accomplish this by
forming a trust plan, with the subsidiary bank as trus-
tee. The trust borrowed from the holding company so
that the trust could buy the holding company's stock.
The plan called for the holding company and its sub-
sidiaries to service the trust's debt.

In its review of the trust plan, FDIC decided that
if the plan were permitted to continue as originally de-
signed, the result would be an additional drain on the
bank. FDIC issued an emergency cease and desist order
against the bank, prohibiting it from disbursing any
funds to the holding company and/or to any other party
that would be for the benefit of the holding company.
Later, the plan was allowed to continue under stricter
supervision by FDIC.

Although the appropriateness of each agency's actions
is not at issue here, this case clearly demonstrates the lack
of a coordinated approach to solving this company's problems.
Each agency addressed its own constituent institution's prob-
lems. Had the bank regulator and the holding company regu-
lator coordinated more closely between themselves and with
the holding company management, FDIC emergency action might
not have been necessary.
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Case IV

This case illustrates several points. First, the chief
executive of this multibank holding company exercised a great
deal of control over the subsidiary banks and caused problems
for them. Sec~nd, bank examiners had to make their own exam-
ination of the holding company to get a unified view of it.
Third, even though the three banking agencies tried to coop-
erate in their treatment of the holding company as a unit,
the results were not satisfactory to all parties. Fourth,
the bank supervisor was limited in his ability to deal with
the problem because of the split supervisory authority.
Finally, corrective actions by the agencies were delayed
because of divided supervisory responsibilities.

This holding company owned a State-wide network of
commercial banks, made up of national banks, State mem-
ber banks and State nonmember banks. Regulators had
cited most of the subsidiary banks for different prob-
lems at various times. All three Federal regulatory
agencies had criticized the holding company's president
for self-serving practices which he imposed on the
subsidiary banks. These practices included placing
insider loans at subsidiary banks, forcing the banks
to purchase low quality loans from affiliated banks,
and forcing them to provide an excessive amount of
funds to the holding company.

The Comptroller's office noted deteriorating con-
ditions in the national banks as early as June 1976.
After examining one national bank, the Comptroller's
examiners requested and received assurances from the
bank's board of directors that holding-company-mandated
actions would be reviewed more closely in the future.
Subsequent examinations convinced the Comptroller that
the holding company was still taking actions detrimen-
tal to the bank and that the bank's condition was
deteriorating. ’

The Comptroller exercised his authority to examine
the holding company in April 1977 in order to get more
in-depth information about the relationship between the
parent company and its subsidiary banks. From this ex-
amination, the Comptroller found that the holding com-
pany was deeply in debt and noted problems in the
method by which the company assessed fees against
subsidiary banks.

The Comptroller's examination of the national banks

in June 1978 noted still further increases in previously
criticized payments to the holding company. In July
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1978, the Comptroller, Federal Reserve, and FDIC re-
gional officials met to coordinate Federal enforcement
actions against the holding company and to discuss re-~
sults of the Federal Reserve's recent inspection of the
company. The Federal Reserve examiners had also found
that the company was deeply in debt and involved in
various insider transactions. This confirmed the find-
ings of the earlier holding company examination by the
Comptroller,

Some officials of the Comptroller's office con-
sidered taking formal action against the national bank
subsidiaries in mid-1978. They delayed action pending
the Federal Reserve's review of the situation. The
Federal Reserve decided to require the holding company
to submit a written plan designed to prevent further
abuses of the bank subsidiaries and to limit the level
of funds upstreamed to the parent.

The Comptroller went along with the Federal Re-
serve's less formal action for several reasons. PFirst,
the Comptroller's staff felt that, on the basis of the
holding company's past history, even if they had taken
formal action against the bank subsidiary the parent
holding company probably would have devised some means
to circumvent it. 1In addition, the Federal Reserve had
supervisory authority over the holding company and
therefore had more control over transactions initiated
by it. For these reasons, and to cooperate with the
Federal Reserve, the Comptroller took no formal action
against the national banks, even though it was con-
sidered.

In June 1979 the Federal Reserve again inspected
the holding company. The requlatorgs found that the
company had failed to follow the agreed upon plan. 1In
fact, the Federal Reserve found that the bank subsid-
iaries were not even familiar with the plan. The com-
pany was in such bad condition that the Federal Reserve
Bank's director of inspections recommended that formal
action be taken, a year after the Comptroller's staff
had considered it.

It i8 not our purpose to conclude which agency was

right. What concerns us in this case is that no formal proc-
ess existed that might have resulted in more timely action
being taken,

Banking experts often cite other cases in which holding

companies caused serious problems for their banks, but in
which the Federal agencies could not adequately perceive
those problems due to their individual points of view.
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Testifying in 1976 before the Senate Committee on Bank-
ing, Housing and Urban Affairs, the then Commissioner of
Banks for the Commonwealth of Massachusetts gave the follow-
ing example from her State:

"With divided responsibilities, problems
do slip by regqulators. An example from a recent
experience in Massachusetts provides a case in
point. This case involved a small state-chartered
bank (regulated by the FDIC since it was not a
Federal Reserve member) which was a subsidiary
of a one-bank holding company. The parent com-
pany was subject to Federal Reserve supervision,
but not state regulation since the Massachusetts
bank holding company law generally covers only
multi-bank concerns. Thus, the Federal Reserve
had jurisdiction over the holding company but
not the bank, and the state banking department
and the FDIC had jurisdiction over the bank but
not the holding company.

"The holding company raised over $600,000 in
funds by selling notes locally, mostly to indivi-
duals in relatively small denominations. Most of
the proceeds from the note issue were used to buy
from the bank a large loan that had been classified
by our examiners and the FDIC, thereby removing a
problem from the books of the bank. Subsequently,
the Federal Reserve actually conducted a special
examination of the holding company, but for lack
of communication with us or the FDIC, or investiga-
tion of the large loan, there was no followup or
criticism of the holding company's financial
position.

"When the notes became due, the holding
company had no way of paying them off and an
emergency acguisition of the bank had to be
arranged in order to prevent failure of the
holding company from leading to a run on the
bank.

"At the federal level, the problem was
precipitated by the separation of responsibility
for the one-bank holding company from responsi-
bility Ffor the bank subsidiary.”

In the February 1979 testimony mentioned on page 6, both
the Comptroller of the Currency and the Chairman of the FDIC
cited the case of the Hamilton National Bank in Chattanooga,
Tennessee, as another example of a situation that eluded the
Federal regulators until it was too late to take effective
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action. 1In this case, bad loans from the holding company's
mortgage subsidiary were transferred to the lead bank, ulti-
mately causing the bank to fail.

Our own review of the Hamilton case confirmed that the
Comptroller and the Federal Reserve had not organized their
efforts to treat the holding company as an entity. The
Federal Reserve made a special investigation of the holding
company only after it noticed a large increase in the holding
company's short term borrowing. This investigation disclosed
the fact that problems existed in the mortgage subsidiary
that would affect the bank. After that disclosure, the Comp-
troller reexamined the bank. (A previous examination, which
was independent of the Federal Reserve, had been made 8 months
earlier.) Until that time, neither agency had obtained the
complete picture of the holding company as an entity.

While it would be speculative to say a different super-
visory approach could have saved the bank, banking experts
point to this case to illustrate the supervisory structure
problem. Had the agencies taken a more comprehensive view
of what was happening, severe bank problems might have been
averted by more timely action by the Federal regulators.

CONCLUSION

The divided legal structure for supervising bank holding
companies and their subsidiaries requires that the Federal
regulators carefully coordinate their actions. While there
is not an overwhelming number of cases in which poor coor-
dination has harmed banks, evidence clearly indicates the
potential for serious problems to develop because the Federal
agencies have not treated bank holding companies as integra-
ted business entities. Since their past efforts to coordin-
ate were ad hoc and voluntary, a more formalized procedure
is needed.
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CHAPTER 3

ALTERNATIVE SOLUTIONS: RESTRUCTURE QR COORDINATE

Several alternatives exist that could improve the effec-
tiveness of bank holding company supervision. They can be
grouped into three categories: restructure the way the Fed-
eral Government supervises banks, restructure the way it su-
pervises bank holding companies, or improve coordination
among the Federal agencies. Although suggestions for re-
structuring have merit, the Federal Financial Institutions
Examination Council, recently created by Congress to improve
interagency coordination, should be given a chance to solve
the problems before the more drastic step is considered.

HOLDING COMPANY SUPERVISION IS PART

OF TOTAL CONSOLIDATION QQESTION

Problems resulting from the fragmented supervision of
bank holding companies have been cited as one reason for con-
solidating the Federal bank regulatory agencies. Consolida-
ting the Federal bank regulatory agencies would be one way
to solve the problems we cited in chapter 2.

The question of whether to consolidate the Federal bank
regulatory agencies, however, involves many more issues than
just holding company supervision. We cannot justify recom-
mending a total restructuring of Federal supervision solely
on the basis of problems in holding company supervision found
in this review. Furthermore, we pointed out in our 1977
issue paper entitled "The Debate on the Structure of Federal
Regulation of Banks," 1/ that from our limited work, "This
is a situation that demands close interagency cooperation
and coordination. If the three agencies cannot jointly and
meaningfully supervise holding companies, then a major ele-
ment of the banking industry will elude them."

LEAD BANK SUPERVISOR COULD ALSO

SUPERVISE _HOLDING COMPANIES

As an alternative to total consolidation, bank requla-
tors have suggested that the supervisor of a holding com-
pany's lead bank should also supervise the parent company
and its nonbank subsidiaries. This suggestion has merit for
several reasons, but still involves a considerable restruc-
turing of legislative authority.
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In early 1979, representatives of Federal and State bank
supervisory agencies testified before the Senate Committee on
Banking, Housing and Urban Affairs on the question of consol-
idating the Federal banking agencies. The Comptroller of the
Currency, the Chairman of the FDIC, and a spokesman for the
Conference of State Bank Supervisors all acknowleaged that
the fragmented supervision of holding companies was a prob-
lem. They recommended that instead of total consolidation,
the Federal agency supervising a holding company's lead bank,
typically the company's largest bank, also supervise the
holding company itself. More specifically, in testimony and
in interviews with us, the regulators recommended that the
lead bank's supervisor:

--Have the authority to examine the parent holding com-
pany and its nonbank subsidiaries.

--Have the authority to take legal action directly
against a holding company and its management.

--Coordinate the examinations of the other bank subsidi-
aries by their respective supervisors.

The suggestion to give the lead bank supervisors respon-
sibility to supervise holding companies has great merit. The
reasons for making this suggestion, discussed below, are
persuasive.

The lead bank's supervisor is in the best position to
supervise the holding company because:

--The condition of the lead bank is usually the key to
the condition of the holding company.

~--Most holding companies have only one bank, and in the
majority of those, the bank holds most of the com-
pany's assets. .

-~-Senior officials at a lead bank may serve in manage-
ment positions in its holding company.

Even this limited restructuring of supervisory responsi-
bilities, though, would require major legislative changes.
The Federal agencies would have to reapportion their re-
sources, and the Comptroller and FDIC probably would need
more staff. The most significant change would be in the re-
lationships among the agencies. With regard to each holding
company, this alternative amounts to a consolidation of au-
thority, because the lead bank supervisor would have to be
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given the power to make the final decision on examination
scheduling and on any necessary legal supervisory action
taken. This, in effect, subordinates the other Federal
agencies to the lead bank supervisor.

Furthermore, since three different Federal agencies
would be supervising holding companies, the need for coor-
dination would still exist because of the requirement to
enforce uniform regulations relating to bank holding com-
panies. To treat holding companies consistently, the Feder-
al agencies would have to develop standards for their super-
vision, much as is required now for bank supervision.

FORMALIZED COORDINATION COULD IMPROVE
HOLDING COMPANY _SUPERVISION

By formalizing coordination procedures, Federal bank
regulatory agencies could improve the supervision of bank
holding companies. The Federal Financial Institutions
Examination Council should become more actively involved
in the regulators' coordination efforts.

The case studies in chapter 2 evidence a lack of coor-
dination among the Federal bank regulatory agencies in two
areas: in the gathering of information about holding compan-
ies and their subsidiaries and in the actions taken to influ-
ence bank and holding company managers to solve problems.
Coordination was weak in these cases because cooperative
efforts were ad hoc and totally voluntary. No formal agree-
ments existed on coordinating examination schedules or de-
ciding on legal actions. As a result, each agency concerned
itself primarily with its own constituent institution.

FEDERAL EXAMINATION COUNCIL HAS NOT

TAKEN STRONG ENOUGH ACTION TO

SOLVE THE BASIC PROBLEMS

The Federal Financial Institutions Examination Council
was created by Title X of Public Law 95-630, dated Novem-
ber 10, 1978. 1Its purpose was to prescribe uniform prin-
ciples and standards for the Federal examination of finan-
cial institutions. Section 1006 (b) (1) provides that the
Council "shall make recommendations regarding the adequacy
of supervisory tools for determining the impact of holding
company operations on the financial institutions within

the holding company..."

The Council has addressed the problem of divided Fed-
eral authority for holding company supervision. It estab-
lished a subcommittee on "integrating bank holding company

19



supervision." The subcommittee discussed and recommended
policies to improve the coordination of holding company
examinations and to improve interagency "communication and
participation in preparing formal corrective supervisory
actions."

The actions originally envisioned by the Council sub-
committee, however, were not strong enough. They still re-
lied on the voluntary cooperation of the Federal agencies.
Furthermore, they had no mechanism to resolve disagreements
on supervisory actions needed to correct financial institu-
tions' problems. As we concluded in chapter 2, voluntary
efforts to cooperate have not been able to overcome the
basic division of supervisory authority in the cases we
reviewed.

On December 7, 1979, after our review had been comple-
ted, the Council informed us of the coordination procedures
it had just adopted. (See app. IV.) Influenced in part by
our draft report, the Council's final procedures are stronger
and more specific than the subcommittee's original recommen-
dation.

In fact, the Council's final policies are identical to
those we recommend, with one exception. The Council pro-
poses to coordinate lead bank and holding company examina-
tions and inspections if either the company or the lead bank
is rated composite 4 or 5 on the Bank Holding Company Rating
System or the Uniform Rating System for banks. 1/ We believe
that if any bank in a holding company is rated that low, the
agencies should consider coordinating the bank's examination
with the holding company inspection. In some of the cases we
reviewed, the lead banks were in better condition than other
subsidiary banks, and the other subsidiary banks' problems
were caused by the holding companies.

CONCLUSION

The potential exists for serious holding company and
bank problems to remain unsolved because of inadequate inter-
agency coordination. The likelihood for persistent problems
requires that changes be made in bank holding company super-
vision. There are two possible approaches: changing the
supervisory authority for holding companies or increasing

1/Both rating systems are designed as a "shorthand" to
describe the condition of a bank or holding company. In
both systems, institutions are rated on a scale from "1" to
"g", "1" being the best rating and "5" the worst.
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interagency coordination through formal procedures under
the auspices of the Federal Financial Institutions Examina-
tion Council. Either action should solve the coordination
problems we found, but establishing procedures through the
Council is the less drastic of the two.

While a good logical case can be made supporting the
lead bank supervisor approach discussed on page 17, the
empirical evidence is not strong enough to support the
significant legislative changes required.

In addressing the question of whether to consolidate
the Pederal banking agencies, the Congress decided instead
to try formalizing interagency coordination by creating the
Federal Financial Institutions Examination Council. Since
the Council is relatively new, it should be given a chance
to succeed before more drastic changes are made. Since the
Council's purpose is to promote interagency cooperation,
the formal cooperative procedures necessary to improve
bank holding company supervision ought to be established
through the Council. The cases we reviewed revealed the
need for coordination in two areas: gathering information
(inspections/examinations) and taking supervisory actions
to solve problems. Obtaining complete information is most
crucial for institutions that are large or have recognized
supervisory problems,

There is some concern that even if the Council estab-
lishes formal procedures, compromises made during delibera-
tions among the Federal bank regulators could result in
accommodations that reduce the effectiveness of supervisory
actions. This possibility makes it necessary to closely
assess the results of actions taken by the Council. If
these actions are not effective, then the restructuring
alternatives must be reconsidered.

RECOMMENDATIONS TO THE FEDERAL
FINANCIAL INSTITUTIONS EXAMINATION COUNCIL

We recommend that the Federal Financial Institutions
Examination Council develop procedures that require coordi-
nated holding company inspections and bank examinations:

--Between a holding company and any subsidiary bank

rated a composite 4 or 5 on the uniform holding
company or bank rating systems.
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--Where a holding company or its lead bank is rated
a composite 3, but either the company's or the bank's
financial condition is known to be deteriorating.

--For large holding companies. (The Council has sug-
gested ones with consolidated assets of at least
$10 billion. This appears reasonable.)

The inspections and examinations need not be simultan-
eous but should be coordinated to provide optimum timing.
At a minimum, the lead bank examination must be coordinated
with the holding company inspection. Other bank subsidiaries
should be similarly coordinated as necessary (for example,
if they are rated 4 or 5).

We recommend that the Council establish procedures to
coordinate and document supervisory actions, if the agencies
find it necessary to take such actions to influence a holding

company or bank subsidiary to solve problems.

We recommend that the Council establish a committee of
senior bank agency officials to ensure that coordinated super-
visory actions are taken in a timely basis, since disagree-
ments could occur that could delay needed actions. The com-
mittee need not participate in every case but should monitor
pending actions to resolve disagreements that may arise.

AGENCY COMMENTS

Both the Comptroller of the Currency and the FDIC dis-
agreed with our conclusion that the problems we found can
be solved through better, more formal coordination. Without
citing further evidence or cases, they call for a legisla-
tive change in supervisory structure--designating the lead
bank supervisor as the holding company supervisor. (See
apps. I and III.)

As we discuss on pages 17 to 19, the lead bank supervi-
sor approach has merit. However, the evidence we found does
not support the need for a significant change in legislative
authority. Such a change would have to be justified by dem-
onstrating some significant harm to banks caused by the cur-
rent structure. While we found problems requiring better
interagency coordination, we did not find any current cases
of banks which failed or which were threatened with failure
because of poor coordination.

Although the Federal Reserve and the Council implicitly
agreed with the thrust of our recommendations (see apps.
IT and 1V), the Council and the bank regulators made some
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suygestions for modifying the recommendations. In our
original draft, we recommended that all banks in a holding
company be examined concurrently and that all holding com-
panies and their nonbank subsidiaries be examined concur-
rently with their lead banks. The Council and the three
banking agencies pointed out that this would be impractical
because of resource limitations and suggested instead that
coordinated examinations should be required only if holding
companies or their lead bank subsidiaries are rated 4 or 5
on the uniform rating system or if the companies are very
large. Ve agree that resource limitations must be considered,
and we have modified our recommendations.

However, whereas the Council and the regulators want to
consider only the ratings of the company and lead bank, we
believe that if any bank in the holding company is rated 4 or
5, its examination should be coordinated with those of the
lead bank and the company. This is because our review dis-
closed cases in which bank subsidiaries other than lead
banks had been jeopardized by holding company practices.
Therefore, we have changed our recommendation to coordinate
examinations/inspections for large companies and for those
in which any bank is rated 4 or 5, not just lead banks.

Both the Federal Reserve and the Comptroller emphasized
that the committee of senior officials we recommend to coor-
dinate complementary supervisory actions become involved only
in cases in which lower level staff can not agree on such
actions. We also believe that the senior officials need not
become actively involved unless disagreements arise.

The Council informed us of new procedures that it has
adopted to coordinate supervisory actions. (See app. IV.)
These procedures include establishing the committee of senior
officials as well as requiring

--written notification of formal actions proposed by
any agency as a first step,

--referral to the Council of matters not resolved by the
committee members, and

--notification of State supervisory authorities when
appropriate,.

The procedures as outlined should provide adequate coor-
dination. However, whatever actions are taken must be timely.
We therefore recommended on page 22 that the committee of
senior officials monitor actions to ensure their timeliness.

o
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Also, the process used to reach agreements, or any disagree-
ments that result in noncomplementary actions, should be ade-
quately documented.

The Comptroller noted that he is developing » "concep-
tual approach" to examine a holding company with the Federal
Reserve as a step in gathering data to use to evaluate the
need to visit national bank subsidiaries. Because this
concept was only in its earliest development stage when we
did our review, we were not able to evaluate it. A Federal
Reserve official told us that the Comptroller has not yet
officially presented this concept to the Federal Reserve for
its concurrence.
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CHAPTER 4

SCOPE_OF REVIEW

We conducted our review at the Washington, D.C., head-
quarters offices and at selected field offices of the Fed-
eral Reserve, FDIC, and Office of the Comptroller of the
Currency. We selected the New York, Atlanta, Kansas City,
and Richmond Federal Reserve Districts for our field work
because collectively they enabled us to study the supervi-
sion of various kinds of bank holding companies: that
is, large companies with one money-center bank and many
nonbank subsidiaries, multibank companies, and small
one-bank holding companies.

At both the headquarters and field locations, we studied
the policies and procedures for bank holding company inspec-
tions, both agencywide and local. At each field office ex-
cept Richmond, we attended, either in part or in entirety,

a bank holding company inspection. We also reviewed other
procedures used to monitor the condition of holding compan-
ies, including agencywide and local computerized surveil-
lance systems. We interviewed both management and operating
personnel, including holding company inspectors, review
examiners, analysts, and organizational managers and
administrators.

In studying the cases in which legal actions were taken
against holding companies (see p. 9), we used a multitiered
approach. We began by reading synopses of legal actions
taken in 1976, 1977, 1978, and 1979, focusing on those that
involved bank holding companies or their subsidiary banks.
From this preliminary review, and from cases the agencies
told us were examples involving inconsistent supervisory
actions, we selected examples for further review. For those
cases we reviewed pertinent bank examination reports, holding
company inspection reports, and correspondente files. We
also interviewed personnel at the Federal Reserve Board's
Division of Banking Supervision and Regqulation, the FDIC
Problem Bank Section, and the Comptroller's Special Studies
Division.

In our study of the Federal Financial Institutions Exam-
ination Council, we interviewed the chairman of its Task
Force on Bank Supervision and the chairman of that group's
Subcommittee on Integrating Bank Holding Company Supervision.
We also reviewed minutes of the Subcommittee's meetings.
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APPENDIX I APPENDIX I

Comptrolier of the Currency
Admunistrator of National Banks

Washington. D C 20219

November 23, 1979

Mr. Allan R. Voss

Director

General Government Division

United States General Accounting Office
Washington, DC 20548

Dear Mr. Voss:

We have reviewed your October 26, 1979, draft of a proposed GAO
report entitled "Federal Supervision of Bank Holding Companies
Needs Better, More Formalized Coordination". We wish to compli-
ment the GAO staff who participated in this significant review
which we believe will result ultimately in changing the struc-
ture of financial institution supervision.

It should be noted that the bank regulatory agencies have great-
ly increased their coordinated efforts in supervising bank hold-
ing companies (BHC), despite the existing statutes which tend to
inhibit such efforts.

On February 28, 1979, in a statement before the Committee on
Banking Housing and Urban Affairs of the United States Senate,
I testified on this office's position regarding the issue of
bank holding company supervision. I stated:

"In the past, special attention has been paid to fric-
tions and inefficiencies involving the supervision of
bank holding companies. Coordination and communica-
tion has improved significantly in this area. I am
hopeful that the Federal Financial Institutions Exam-
ination Council will be an effective vehicle for fur-
ther improvement until Congress can get to remedy

what I consider to be a serious flaw in the present
regulatory structure . . . . First and foremost, we
should move quickly to address the problem resulting
from regulation of various parts of a bank holding
company by different agencies. It has been pointed

out time and again that this facet of the regulatory
structure significantly interferes with our effective-~
ness in supervising either these systems or the banks
within them . . . . Both the FDIC and the OCC are on
record as favoring resolution of this problem by trans-
ferring primary authority over the entire system to one

26




APPENDIX I APPENDIX I

agency. I would hope . . . that Congress will sece fit
to act upon this proposal expeditiously."

We strongly believe that while coordination is desirable and
achievable, to some deqree, the issue will not be rescolved until
structural issues are modified legislatively. Noted as a conclu-
sion by GAO in the proposed report, we feel the following para-
graph also closely reflects this office's position:

"Changing the holding company supervisory structure
by giving holding company supervisory authority to
the lead bank supervisor, may, in the long run, be
the best solution. This approach would eliminate
the need for interagency coordination for one bank
and some multi-bank holding companies. 1In other
multi-bank holding companies, the Federal agency
most familiar with the key segment of the holding
company would supervise the entire organization."

This conclusion represents our position. We believe the GAO re-
port substantiates this position, even though it failed to recom-
mend it as the most effective and efficient way of dealing with
this longstanding bank requlatory structure issue.

Regarding GAO's recommendations to the Federal Financial Institu-
tions Examination Council (FFIEC), we offer the following comments
in the context of our previously stated position. First, although
coordination to the extent recommended by the GAO to the FFIEC

is virtually impossible from an administrative, logistical, budget-
ary and supervisory perspective, the OCC believes that interagency
agreements should be developed where possible and within each
agency's available resource allocations. We believe realistic co-
ordinated effort should be compatible with the supervisory and
examination priorities of the respective agencies. This is the
direction being pursued by the FFIEC's task force on supervision.
In this regard, we are prepared to support a policy which requires:

® a coordinated bank holding company inspections/bank
examinations for BHCs or lead banks with composite
ratings of 4 or 5

® a coordinated inspection/examination of all BHCs
with consolidated assets in excess of $10 billion

e a coordinated inspection/examination of any BHC
or BHC subsidiary lead bank with a composite rat-
ing of 3 whose financial condition had worsened
significantly since the last inspection/examination.

Second, the GAO recommended that all bank subsidiaries and bank
holding companies be examined concurrently with the lead bank and

the holding company. Although this office believes that this
objective appears desirable on the surface, it may represent a mis-
allocation of resources because, in many multibank holding systems,
small subsidiary banks may not require an examination. Therefore, as
an alternative, the OCC is developing a conceptual approach for the
examination of bank subsidiaries and a coordinated simultaneous
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examination of bank holding companies. We view this as a major
evolution of our regulatory/supervisory philosophy. Our goal is

to examine the parent holding company (with the Federal Reserve)

and the subsidiary banks from the holding company/lead bank level
using the holding companies' plans, policies and internal monitor-
ing mechanisms, including management information systems as source
material. We believe that in sophisticated centrally planned multi-
bank holding companies we may eliminate the need to visit, or sig-
nificantly reduce the time spent at individual national bank
subsidiaries. Our approach is substantiated by the trend toward
centralization in multibank holding companies; (e.g. objectives,
strateqy, budgets, plans, policies, procedures, internal controls,
accounting and reporting systems are formulated and implemented from
the BHC/lead bank level). We are hopeful that the Federal Reserve
will join us in this endeavor since we feel it would be mutually
beneficial in terms of quality supervision and effective allocation

of resources.

Third, the GAO has also recommended the establishment of a committee
of highly placed banking agency officials to decide on coordination
of formal corrective administrative supervisory actions and that

time parameters be set for decision-making and implementation to
prevent delays. While we agree with the overall objective, we
disagree with the recommendations because early notification (by

one agency to another) of the intent to take a formal action is

the key to assessing the need for a complimentary action and ultimate
coordination. We are prepared to support written interagency
notification of the intent to take formal and informal corrective
administrative actions. In those cases where a complimentary action
is appropriate by two or more Federal bank regulatory agencies, we
are prepared to coordinate preparation, implementation and follow-up
action required. Should differences arise between the Federal agency
staffs about an individual agency's proposed action, then and only
then should the case be reviewed on a timely basis by a committee
consisting of the directors of supervision for each of the federal
agencies., We expect the FFIEC's task force on supervision to reach
agreement along these lines in the near future.

In conclusion, we are concerned that the GAO apparently was not
convinced of the need to definitely solve the issue raised in the
report through appropriate legislative change. Regardless of the
degrec of coordination and our commitment to it internally and
through the FFIEC, instances can and will occur that may be analogous
to the report's cases, absent legislative change along the lines

that we have suggested now and in the past., Therefore, we strongly
suggest that the GAO reassess its conclusion and recommendations.

Very truly yours,

John G, Heimann
Comptroller of the Currency
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON, D. C. 2055

ADDRERS OrFrFICIAL CORRESPONOENCE
THO THE BOARD

November 23, 1979

Mr. Allen R. Voss, Director
General Government Division
U.S. General Accounting Office
Washington, D.C, 20548

Dear Mr. Voss:

We appreciate the opportunity to review and respond to the draft of the
General Accounting Office's recent report on the Federal supervision of bank holding
companies. It is our understanding that the intent of the study was to focus on the
structure of holding company supervision and that a follow-up report will describe the
important steps taken by the Federal Reserve within the last several years to
strengthen its program for supervising and inspecting bank holding companies. These
steps include the development of a uniform report format for holding company
inspections, the completion of a comprehensive holding company supervision and
inspection manual, the implementation of a supervisory rating system for assessing
financial condition, the design of an automated holding company profile report of key
financial ratios and peer group comparisons, the development of formal monitoring and
screening techniques and the adoption of a comprehensive body of supervisory policies
and inspection procedures. The combined effect of these steps has been to extend
significantly the on-site inspection coverage of bank holding companies and their
nonbanking affiliates, and to ensure that the Federal Reserve has appropriate policies
and supervisory tools in place to respond to any holding company action that could
have a potentially adverse impact on a bank subsidiary. We are quite pleased that, as
a result of these steps, in 1978 the Federal Reserve conducted on-site inspections of
holding companies comprising 72 per cent of the aggregate of all domestic bank
holding company assets. We expect that the Systern's program for supervising holding
companies will show even greater progress in the near future.

In general, the Federal Reserve agrees that coordination and consistency in
the supervision of banking institutions are clearly desirable and contribute much to the
safety and soundness of the nation's banking system. Indeed, a number of actions have
already been taken by the Federal Reserve and the other banking agencies to enhance
communication and coordination in the supervision of the various components of bank
holding companies. The following represent some of the more notable areas in which
steps to strengthen coordination have been implemented:

. The Federal Reserve solicited and incorporated
specific comments and suggestions of the FDIC and
OCC into its standardized holding company
inspection report.
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As a matter of policy, Federal Reserve examiners
review the most recent examination of the lead
bank and other significant bank subsidiaries before
commencing an on-site holding company inspection
and integrate important information on the banking
subsidiaries into the analysis set forth in the holding
company inspection report.

Coordinated bank-holding company examinations are
successfully scheduled in a large number of
instances throughout the System in the case of
problem banks or bank holding companies and for
virtually all large money center institutions located
in the New York Federal Reserve District.

The Federal Reserve provides both the regional and
head offices of the FDIC and OCC with inspection
reports of holding companies controlling banks under
the latter agencies' respective  supervisory
jurisdictions.

The Federal Reserve provides the head offices of
both the FDIC and OCC with the analytical
memoranda prepared by its Washington staff on
problem holding companies controlling banks under
the other agencies' supervisory jurisdictions.

The Federal banking agencies periodically exchange
lists and memoranda conceming banks and holding
companies subject to special supervisory attention.

Bank holding company profile reports covering
important financial and operating ratios, peer group
comparisons and historical trend information will be
provided to the FDIC and OCC.

Financial information and data from the annual
report of bank holding companies and the quarterly
report of intercompany transactions are available to
all Federal banking agencies.

Under current Federal Reserve policy, all formal
holding company enforcement actions are discussed
with the relevant banking agency (or agencies) to
explain proposed corrective provisions, coordinate
joint corrective measures, if necessary, and resolve
potential inconsistencies in agency actions. The
Federal Reserve also forwards to the relevant
banking agency for comment drafts of all proposed
enforcement actions against holding companies
owning banks supervised by that agency.

30

APPENDIX II



APPENDIX II APPENDIX II
Vir. Allen R. Voss

Notwithstanding these significant steps, a number of other important
initiatives are currently being pursued under the auspices of the Examination Council
to address the general concerns expressed by the GAO with respect to the interagency
coordination of examinations and formal corrective actions. Specifically, efforts are
presently under way to formalize interagency procedures for requiring concurrent lead
bank-holding company examinations in the case of all holding companies and/or lead
Sanks requiring special supervisory attention and for certain other large money center
o regional bank holding companies. In addition, procedures are also being explored on
4n interagency basis to improve coordination and the exchange of views concerning the
use of formal enforcement actions. In particular, the Federal Reserve would support
the establishment of a group consisting of a senior official from each banking agency
that would enhance the interagency coordination and review of enforcement actions
and provide a forum for the discussion of any differences in supervisory approach that
could not be resolved at the staff level. If adopted by the Examination Council, both
of these initiatives will enhance the coordination of holding company supervision and
ensure consistent and equitable supervisory treatment of parent holding companies and
their commercial bank and nonbank subsidiaries.

On behalf of the Federal Reserve, [ want to thank you for the opportunity
to comment on the GAO report and for the professional manner in which your entire
staff conducted itself during the study.

Sincerely,

- /!

- : (.’ .
. A.?éw L. ¢ v L»u«.«_-\_\

e

Theodore E. Allison
Secretary of the Board
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&  FEDERAL DEPOSIT INSURANCE CORPORATION, Washmgton 0 20429
QFFICE OF DIRFCTOR-THVISION OF BANK SUPERVISION

November 30, 1979

Mr. Allen R. Voss, Director
General Government Division

U. 8. General Accounting Office
Washington, D.C., 20548

Dear Mr. Voss:

On November 26, 1979 members of our respective staffs met and discussed the
recent draft of a GAO report entitled: '"Federal Supervision of Bank Holding
Companies Needs Better, More Formalized Coordination." OQur respective staff
members discussed in detail our differences with portions of the draft report
and agreed to certain changes. We trust that all of our suggested changes
agreed upon will be incorporated in the final report and, for that reason,
will not detail them here. However, we do wish to comment on the recommen-
dations.

The stated objective of the recommendations is to "insure the most effective
supervision of holding companies and their banks." The recommended method of
accomplishing this objective is that the Federal Financial Institutions
Examination Council ("FFIEC") develop interagency agreements and procedures to
coordinate examinations and to structure "the process used to decide on
appropriate supervisory actions to be taken when necessary." As we read the
draft report, your position is that amending legislation designed to
restructure the supervision of bank holding companies is not needed at this
time. We agree that increased coordination and agreement among the Federal
bank regulatory agencies is desirable. However, we believe that, in addition
to increased coordination and agreement among the Federal bank regulatory
agencies, restructuring of the supervision of bank holding companies through
appropriate amending legislation is both warranted and necessary. We note in
passing that the recommendation to "require that all bank subsidiaries in a
holding company be examined concurrently with the lead bank in holding company
examinations' seems to mandate concurrent examinations of the entire bank
holding company structure each time the lead bank is examined. If so, while
the recommendation may be theoretically and conceptually valid, it is, in our
judgment, impractical. Manpower and other resource constraints impose limit-
ations on the number of concurrent examinations of an entire bank holding
company structure that can as a practical matter be conducted within an
appropriate time frame. Given those constraints, we would prefer a procedure
for conducting concurrent examinations of an entire bank holding company
structure based upon a framework of defined priorities which are centered on
concepts of financial risk and supervisory concern.
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Support for Federal legislation to restructure the supervision of bank holding
companies is premised on the argument that, from a supervisory standpoint,
bank holding companies should be treated as a single, integrated unit, because
the activity of one of its parts can impact significantly on the whole or
other parts. All three Federal bank regulatory agencies support that concept,
in whole or part. The present fragmented or multiple Federal structure, in
which supervision of a multi-bank holding company may be divided among three
separate Federal bank regulatory agencies, does not at times lend itself to a
single, integrated unit approach to bank holding company supervision. Clearly,
the Federal bank regulatory agencies have in recent years improved their
coordination, communication and exchange of information and the FFIEC, with
its statutory guide regarding bank holding company supervision, is an available
and appropriate vehicle for increased efforts in that regard. Indeed, under
the guidance of the FFIEC's Task Force on Supervision, efforts are going
forward to develop guidelines for increased cooperation and coordination in
conducting examinations of and in taking enforcement action against bank
holding companies and their subsidiary banks. Nevertheless, largely pecause
we are not confident that the major infirmities that currently exist lend
themselves to correction with reasonable speed by voluntary agreement among
the Federal bank regulators, we believe that there is a critical need for
legislation to change the present fragmented structure of Federal supervision
of bank holding companies.

In our view the most reasonable and practical legislative proposal is that
which gives to the supervisor of the lead bank the statutory authority to
supervise the holding company and its nonbank affiliates as well as to
coordinate the examination of non-lead bank affiliates by their respective
supervisors. By such an arrangement the entire system could be examined and
monitored as a single, integrated unit, while at the same time each bank
within the holding company family would be examined and monitored by its
primary Federal regulator. Thus, it would have the least disruptive impact on
the dual banking system.

Even with the enactment of legislation, there will continue to be need for
coordination and cooperation among the agencies of the kind now being fostered
by the FFIEC. These efforts would concern such aspects as uniformity in the
approach to and coordination of formal enforcement actions, especially where
there may be disagreement among two or more of the Federal bank regulators.

To this extent, we agree with your recommendation that the FFIEC represents an
ideal vehicle for such coordination and agreement. Through the medium of the
FFIEC, it should be possible for the Federal bank regulatory agencies to
develop and agree upon, among other things, basic guidelines as to when and
how formal enforcement action against bank holding companies and their related
entities should be undertaken. This process, as previously mentioned, has
already begun through the Task Force on Supervision of the FFIEC.

We appreciate the opportunity to review and discuss the draft report with
members of your staff and to provide written comments.

Sincerely,

John J. Early
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Federal Financial Institutions Examination Council. Washington, D.C. 20210

December 7, 1979

Mr.o otlen R. Voss

Director

General Government Division

United States General Accounting Office
Washington, DC 20548

Dear Mr. Voss:

The Examination Council has reviewed the GAO draft report of October 26,
1979, entitled "Federal Supervision of Bank Holding Companies Needs
Better, More Formalized Coordination.' Because each of the Federal bank
regulatorv agencies is responding to the draft report, the Council will
comment only on those recommendations that have been addressed to the
Council,

The Examination Council has established several interagency staff groups
to undertake projects in the various examination and supervisory areas
of concern to the Council. At the outset, the importance of ensuring
effective bank holding companv supervision was recognized, and the
Council's Staff Task Force on Supervision was asked to review current
practices at the three Federal bank regulatory agencies and make
recommendations to the Council for improved coordination on bank

holding company supervision.

The work of the Task Force has been completed, and the Examination
Council at its meeting on December 6, 1979, approved inspection,
examination, supervision, and corrective-action procedures that are
designed to ensure effective coordination among the agencies with
respect to their bank holding company and subsidiary bank oversight
activities. The two policy statements that the Council has approved
as recommendations to the three Federal bank regulatory agencies are
enclosed.

In the area of bank holding company inspections and subsidiary bank
examinations the policy requires coordinated inspections and examina-
tions for:

(1) any bank holding company with consolidated assets in excess of
$10 billion;

Board ot Covernors of the Federal Reserve System  Federal Deposit Insurance Corporation, Federal Home Loan Bank Board.
National Credit Union Admuinistration Oftice of the Comptroller of the Currency
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(2) any bank holding company or bank holding company subsidiary lead
bank rated composite & or 5 under the Bank Holding Company Rating
System or the Uniform Rating System for banks; and

(%) any bank holding company or bank holding company subsidiary lead
bank rated composite 3 whose financial condition appears to have
worsened significantly since the last inspection/examination.

In addition, the agencies will, to the extent permitted by resource
availability, coordinate examinations and inspections for all other
bank holding companies with priority given to those holding companies
and/or subsidiary banks where circumstances indicate that such coordina-
tion 1s particularly desirable.

or corrective actions, the princi
elow.

0“”0

(1) Any Federal bank regulatory agency initiating a formal enforcement
action against a bank holding company or a commercial bank will
notify the other two agencies,

(2) A committee composed of the directors of bank supervision of the
three agencles will review on a timely basis any differences of
view among the agencies on actions to be taken. If the committee
1s unable to resolve the differences, the matter will be referred
to the Council Members from the agencies involved.

(3) Notification by the Federal Reserve and Federal Deposit Insurance
Corporation to the appropriate State supervisory authority of
intent to institute a formal corrective action against a bank
holding company or State-chartered bank.

In the GAO draft report, several specific recommendations are made
regarding supervision of bank holding companies and their banks. These
recommendations and the Council's views are set forth below.

(1) designate the lead bank supervisor for each holding company as
having the predominate role for scheduling coordinated examinations
and inspections.

The Council believes that scheduling and coordination problems would

not be lessened by placin$ scheduling responsibility in the lead bank
supervisor. The agenciles' coordination efforts will be focused primarily
cn large holding companies and holding companies and lead banks that are
problem or near-problem institutions. Scheduling of examinations
involving these institutions will be accomplished at the periodic
planning sessions called for in the Policy Statement.
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(2) require that the Federal Reserve System schedule its inspections
of the holding company and its nonbank subsidiaries to coincide
with the examination of the lead bank.

The Council believes that the agencies do not have the resources to
accomplish coordinated inspections and examinations of all holding
company systems. For this reason, the Council believes the emphasis
should be on the larger and problem institutions. Moreover, coincident
examinations of the holding company and its lead bank may not neces-
sarily be desirable. Rather, staggered starting dates may be desirable
if the bank examination is likely to take much longer than the holding
company inspection. The Council believes that such scheduling decisions
can be made most effectively on a case by case basis.

{3) require that all bank subsidiaries in a holding company be examined
concurrently with the lead bank and holding company examination.

While it would be desirable to examine all subsidiarv banks concurrently
with holding company inspections, the resource constraints of the
agencies preclude achieving such an objective. The Council belicves
that emphasis should be placed on the holding company and its lead

bank. Generally, if these institutions' problems are dealt with effec-
tively, difficulties in the smaller subsidiary banks will remain
manageable.

(4) Other recommendations:

-- establish a committee of highly placed banking agency officials
to decide on supervisory actions to be taken.

-- set time parameters for decision-making and implementation to
prevent delays.

The Council has essentially adopted these recommendations with respect
to formal corrective actions by providing for timely review by senior
officials of the agencies of any differences of ooinion on actions to be
taken. Joint discussions of examination findings with bank management
will also take place as needed as part of the overall programs to
coordinate bank holding company inspections and bank examinations.

The Council compliments the GAO staff for the thorough job it has done

in re-iewing the issues and problems associated with bank holding company
supervision. The Report was very helpful to the Council and the agency
staffs in the development of the Council's policies.

Sin ely

( ]
Joh . Heima
Chairman
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INTERAGENCY COORDINATION OF FORMAL CORRECTIVE
ACTION BY THE FEDERAL BANK REGULATORY AGENCIESL/

Any federal banking regulatory agency that initiates formal enforce-
ment action against a bank holding company or a commercial bank shall
notify the other two federal banking regulatory agencies that such
action is being taken. All such notifications shall be in writing
and shall take place at both the regional and head offices of the
banking agencies. In the event '"complementary' action (e.g., action
involving a bank(s) and the parent holding company) is considered
appropriate by two or more federal agencies, the preparation, pro-
cessing, and follow-up of the corrective action shall be coordinated
by the agencies directly involved. 1In the event differences of
opinion arise between the federal agencies' staffs concerning such
matters as the appropriateness of a specific actior, the need for
complementary action, or the severity or content of such actions,
the circumstances shall be reviewed on a timely basis by a committee
consisting of the directors of bank supervision,K and legal counsel

as appropriate, for each of the federal agencies. If the committee
is unable to resolve the differences, the matter will be refer-ed

to the Council Members from the agencies involved.

With respect to Federal-State agency coordination, the Federal Reserve
provides the appropriate State supervisory authority with notice of

its intent to institute a formal corrective action against a bank
holding company. Pursuant to 12 U.S.C. 1818(m), the federal regulatory
agencies are required to provide the appropriate State supervisory
authority with notice of their intent to institute a formal corrective
action against a State chartered bank. This requirement is made
applicable to bank holding companies by 12 U.S.C. 1818(b)(3).

These procedures are not intended to preclude nr forestall anv federal
agency from initiating a formal corrective action alone an' on a
tinely basis against an institution for which it has primary super-
visory jurisdiction.

1/ This policy pertains to formal administrative actions taken by
the Federal banking agencies pursuant to the Financial
Institutions Supervisory Act of 1966 as amended.
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INTERAGENCY COORDINATION OF BANK HOLDING COMPANY
INSPECTIONS AND SUBSIDIARY BANK EXAMINATIONS

Bank supervisory officials at each of the federal agencies' Regions
or Districts shall hold periodic planning sessions in order to
prioritize and schedule the coordination of bank holding company
inspections and subsidiary bank examinations. These planning
sessions shall be held at least semiannually or more frequently

as necessary in order to provide for a coordinated schedule that
will maximize the efficient use of examination resources and
enhance the integration of bank and holding company examinations.

Coordination of inspections and examinations should focus on the
use of common financial statement dates where possible and allow
for joint discussions of examination findings with management.
It need not always involve absolute concurrency, common "as of"
dates or simultaneous starting dates. Staggered starting dates
may be called for in cases where the bank examination is likely
to take significantly longer than the bank heolding company
inspections, and for other reasons.

The agencies shall be required to conduct coordinated bank holding
company inspections/bank examinations for:

(1) any bank holding company with consolidated assets in excess
of $10 billion;

(2) any bank holding company or bank holding company subisidary
lead bank rated composite 4 or 5 under the Bank Holding
Company Rating System or the Uniform Rating System for
banks; and

(3) any bank holding company or bank holding company subsidiary
lead bank rated composite 3 whose financial condition appears
to have worsened significantly since the last inspection/
examination.

The agencies will attempt, to the extent possible and where resources
permit, to coordinate examinations and inspections for all other

bank holding companies with priority given to those holding companies
and/or subsidiary banks where circumstances indicate that such
coordination is particularly desirable.

Bank examinations for additional subsidiary banks within a multibank
holding company covered above should be coordinated with the parent
inspection to the extent practicable and where resources will permit.
In those multibank companies without a designated lead bank, the
largest bank based on total assets shall be considered the lead

bank for purposes of this policy statement.
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In order to keep the State bank regulators aware of coordinated
efforts by the federal banking agencies and to encourage partic-
ipation by the State regulators, the Federal Reserve or FDIC,
respectively, should inform the appropriate State bank regulator
of coordinated federal efforts affecting either a bank holding
company or State bank under the jurisdiction of the State bank

regulator.

Although this statement of policy is intended to enhance inter-
agency efforts at coordinating supervision of bank holding
companies, including their bank and nonbank subsidiaries, it is
not intended to preclude or prohibit any federal agency from
using its authority to examine organizations "affiliated" with
financial institutions for which it has primary federal super-
visory responsibility. .

(232010)
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