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BANK SUPERVISION

Federal Reserve and FDIC Should Address Weaknesses in Their Process for
Escalating Supervisory Concerns

Why GAO Did This Study

Signature Bank and Silicon Valley Bank were closed in March 2023, and FDIC was named as receiver. The failures
raised questions about bank supervision, including whether the banking regulators are adequately escalating
supervisory concerns to ensure that banks take prompt action.

As part of a series of reports related to these bank failures, GAO was asked to examine the regulators’ supervisory
practices. Among other objectives, this report examines the processes and policies for escalating supervisory
concerns at the Federal Reserve, FDIC, and OCC.

GAO analyzed data on the regulators’ supervisory concerns opened from 2018 through 2022 and examination
documents for a nongeneralizable sample of 60 institutions representing different asset levels and regions. GAO
compared regulators’ communications of supervisory concerns against their policies and procedures. GAO also
reviewed regulators’ guidance and interviewed 109 federal bank examiners and seven subject-matter experts.

What GAO Recommends

GAO is making two recommendations to the Federal Reserve and three to FDIC to strengthen their processes for
escalating supervisory concerns. Federal Reserve neither agreed nor disagreed with the recommendations. FDIC
generally agreed with two of the recommendations but disagreed with a recommendation that it require rotations for
large bank case managers. GAO maintains that the recommendation is valid, as discussed in this report.

What GAO Found

GAO identified weaknesses at the Board of Governors of the Federal Reserve System related to escalation of supervisory
concerns.

e Corporate governance and risk management. The Federal Reserve’s lack of a regulation or enforceable guidelines under
section 39 of the Federal Deposit Insurance Act on corporate governance and risk management issues may have
contributed to delays in taking more forceful action against Silicon Valley Bank, which failed in March 2023. Such authority
may assist the Federal Reserve in taking early regulatory actions against unsafe banking practices before they compromise
a bank’s capital.

o Early remediation. The Federal Reserve has not finalized a rule required by the Dodd-Frank Wall Street Reform and
Consumer Protection Act (with an effective date of January 2012). The rule was intended to promote earlier remediation of
issues at financial institutions. Federal Reserve officials stated that other rules accomplish much of what the act intended
but acknowledged that substantive items from the act remain unimplemented. By implementing the act’s requirements, the
Federal Reserve could align its supervisory tools with congressional intent that it take early action before an institution’s
financial condition deteriorates.
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GAO also found weaknesses in the Federal Deposit Insurance Corporation’s (FDIC) escalation procedures.

¢ Centralized tracking. The absence of a centralized system for tracking supervisory recommendations—that is,
communications informing an institution of changes needed in operations or financial condition—limits FDIC’s ability to
identify emerging risks across the banks it supervises.

o “Vetting” meetings. Unlike other regulators, FDIC does not have a formalized process to ensure that large bank
examination teams and relevant stakeholders are consulted before making changes or decisions, such as escalation
decisions. Examiners from two selected banks cited concerns about managers altering conclusions without consulting the
examiners or being unreceptive to divergent views. Procedures, such as vetting meetings, requiring managers to consult
with large bank examiners and other stakeholders could ensure decisions are grounded in the evidence gathered during
examinations.

¢ Rotation requirements. Unlike the other regulators, FDIC does not require large bank case managers to rotate after a few
years at one institution. Case managers play a key role in the examination process. GAO has previously reported that
agencies can mitigate threats to independence by implementing policies that rotate staff in key decision-making roles,
thereby reducing the impact of any one employee. Implementing rotation requirements could limit close relationships
between FDIC large bank case managers and bank management, helping ensure large bank case managers maintain their
supervisory independence.

The Office of the Comptroller of the Currency (OCC) has procedures for escalating supervisory concerns to enforcement
actions, and GAO found that it generally adheres to these procedures. These procedures include collaborative decision-making
processes and documentation of divergent views between examiners and supervisors.
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1 U.S. GOVERNMENT ACCOUNTABILITY OFFICE
441 G St. N.W.
Washington, DC 20548

November 19, 2024
Congressional Requesters

The 2023 failures of Silicon Valley Bank and Signature Bank created an estimated net loss of $3.2 billion to the
Deposit Insurance Fund.' We previously reported that risky business strategies and weak liquidity and risk
management practices contributed to these bank failures.? Officials from the Federal Deposit Insurance
Corporation (FDIC) and the Board of Governors of the Federal Reserve System (Federal Reserve) have stated
publicly that despite identifying vulnerabilities and supervisory concerns before the failures, they did not take
sufficient actions to ensure the institutions promptly addressed these issues. The failures have prompted
questions from some Members of Congress and the public about bank supervision.

In March 2024, we found that the Federal Reserve and FDIC had identified numerous supervisory concerns at
Silicon Valley Bank and Signature Bank as early as 2018 but did not issue any enforcement actions, which
would have required the institutions to address the problems.2 We recommended that the Federal Reserve
revise its escalation procedures to be clearer and more specific and to include measurable criteria.* The
Federal Reserve agreed with the recommendation but has not yet implemented it. We also recommended that
Congress consider requiring the adoption of noncapital triggers that require early and forceful regulatory
actions tied to unsafe banking practices before they impair capital.® For example, Congress could amend the
Federal Deposit Insurance Act to require corrective actions based on indicators other than capital adequacy
(such as interest rate risk, asset concentration, and poor management).

This report follows up on our March 2024 report and examines the supervisory practices of all three federal
banking regulators. Specifically, this report examines communication of supervisory concerns and processes
and policies for escalating supervisory concerns for the three federal banking regulators: (1) the Office of the
Comptroller of the Currency (OCC), (2) the Federal Reserve, and (3) FDIC.

To assess the communications of supervisory concerns, we developed a data collection instrument to
systematically collect information on the supervisory concerns issued by the three regulators from January
2018 through December 2022, the most current data at the time of our review. We collected and analyzed

TFederal Deposit Insurance Corporation, Annual Report 2023 (Washington, D.C.: February 2024). In addition, the estimated cost of the
2023 failure of First Republic Bank to the Deposit Insurance Fund was $16.7 billion. The Deposit Insurance Fund is primarily funded by
assessments levied on insured banks and savings associations and is used to cover all deposit accounts (such as checking and
savings) at insured institutions, up to the insurance limit.

2GAO, Bank Regulation: Preliminary Review of Agency Actions Related to March 2023 Bank Failures, GAO-23-106736 (Washington,
D.C.: Apr. 28, 2023).

3GAO, Bank Supervision: More Timely Escalation of Supervisory Action Is Needed, GAO-24-106974 (Washington, D.C.: Mar. 6, 2024).

4The Federal Reserve System consists of the Board of Governors, 12 Reserve Banks, and the Federal Open Market Committee. The
Board of Governors is an independent federal agency whose responsibilities include promoting the stability of financial markets and
supervising financial institutions. The Board of Governors has delegated the authority to examine financial institutions to the Reserve
Banks.

5GA0-24-106974. As of August 2024, Congress had not passed legislation that would implement this recommendation.
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supervisory documentation from each regulator. We selected a nongeneralizable sample of 20 depository
institutions supervised by each regulator for a total of 60.” We selected the sample of institutions to ensure it
included (1) a range of asset sizes; (2) CAMELS (capital adequacy, asset quality, management, earnings,
liquidity, and sensitivity to market risk) ratings of 2 or 3, as of 2022; (3) geographic diversity in the regional
offices overseeing the financial institutions; and (4) institutions with the highest total number of supervisory
concerns issued by the regulators from January 2018 through May 2023.2

We focused our analysis on the regulators’ communications and on institutions’ remediation of supervisory
concerns related to safety and soundness risks, such as credit, corporate governance, and management and
liquidity. We reviewed the regulators’ internal examination policies and procedures to identify their
requirements for communicating and escalating supervisory concerns in both annual and target examinations
and for escalating concerns to informal and formal enforcement actions. We reviewed the regulators’
escalation guidance against applicable federal standards for internal control.

To assess the regulators’ supervisory concerns issued from January 2018 to May 2023, we collected
administrative data from OCC, the Federal Reserve, and FDIC to produce descriptive statistics on the
regulators’ supervisory concerns. We assessed the completeness and reliability of the data by performing
electronic data testing to identify missing values, logical inconsistencies, outliers, or duplicates and found the
data were sufficiently reliable for the purposes of this report.

We also interviewed a nongeneralizable sample of examiners in charge and examination team members who
conducted examinations from January 2018 through May 2023. We interviewed 109 examiners across the
three regulators. To select these examiners in charge and examiners, we selected three depository institutions
for each regulator from our sample of 60, for a total of nine institutions. We selected these institutions to
include (1) one institution from each of three asset groups (large, regional, and community); (2) at least one
failed or liquidated institution; (3) institutions with supervisory concerns that had been open for a longer period
relative to similar institutions; and (4) institutions from different geographic regions. We also interviewed seven
experts in the fields of banking, finance, and economics. In selecting the experts, we sought a range of
perspectives from academia, industry associations, and think tanks. See appendix | for more detail on our
scope and methodology.

We conducted this performance audit from April 2023 to November 2024 in accordance with generally
accepted government auditing standards. Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our findings and conclusions based on our

6The supervisory documentation included (1) annual reports of examination, (2) supervisory letters resulting from target examinations,
(3) responses from the institutions addressing the supervisory concerns, and (4) bank regulators’ documentation on remediation and
closure of the concerns.

7Our sample did not include foreign bank institutions, such as branches and agencies; Edge Act corporations; bank holding companies;
financial holding companies; credit card banks; or trust banks. However, the sample may have included savings banks, savings and
loan associations, and industrial loan companies since these depository institutions accept insured deposits.

8|n an examination, a depository institution is rated on each CAMELS component and then given a composite rating, which generally
bears a close relationship to the component ratings. However, the composite is not an average of the component ratings. The
component and composite ratings are scored on a scale of 1 (best) to 5 (worst). Regulatory actions typically correspond to the
composite rating, with regulatory actions generally increasing in severity as ratings become worse. We selected depository institutions
assigned a CAMELS composite rating of either 2 or 3 because these ratings can indicate supervisory issues that the regulators should
communicate to an institution early.
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audit objectives. We believe that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.

Background

Federal Banking Regulators

The purpose of federal banking supervision is to help ensure that depository institutions throughout the
financial system operate in a safe and sound manner and comply with federal laws and regulations for the
provision of banking services. In addition, federal banking supervision looks beyond the safety and soundness
of individual institutions to promote the stability of the financial system as a whole. Each depository institution
in the United States is primarily supervised by one of the following three federal banking regulators:®

e OCC supervises federally chartered national banks and savings associations and federally chartered
branches and agencies of foreign banks.

« The Federal Reserve supervises state-chartered banks that are members of the Federal Reserve System,
bank holding companies and any non-depository-institution subsidiaries of a bank holding company, and
savings and loan holding companies and any subsidiaries (other than depository institutions) of a savings
and loan holding company, Edge Act and agreement corporations, and the U.S. operations of foreign
banks.™0

« FDIC supervises insured state-chartered banks that are not members of the Federal Reserve System,
state-chartered savings associations, and insured state-chartered branches of foreign banks.!!

Bank Supervision Process

The federal banking regulators have broad authority to examine depository institutions subject to their
jurisdiction. Under the Federal Deposit Insurance Act, as amended, FDIC, the Federal Reserve, and OCC are
required to conduct a full-scope, on-site examination of each insured depository institution they supervise at
least once during each 12-month period. The regulators may extend the examination interval to 18 months,
generally for institutions that have less than $3 billion in total assets and meet certain conditions, based on
ratings, capitalization, and status of formal enforcement actions, among other factors.

Regulators assess the strength of depository institutions using the Uniform Financial Institutions Rating
System, also known as CAMELS. The federal banking regulators rate an institution on each CAMELS
component (capital adequacy, asset quality, management, earnings, liquidity, and sensitivity to market risk).
Evaluations of CAMELS components consider an institution’s size and sophistication, the nature and

9For this report, we use “depository institutions” to refer to institutions chartered as commercial banks or savings associations (or
thrifts), but not institutions chartered as credit unions.

10Edge Act corporations are chartered by the Federal Reserve Board to conduct an international banking business. Agreement
corporations are chartered by a state to engage in international banking.

1At institutions where FDIC is not the primary federal regulator, FDIC staff work with other regulatory authorities as a back-up regulator
to identify emerging risks and assess the overall risk profile of large and complex institutions.
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complexity of its activities, and its risk profile. The regulators then give a composite rating (which closely
relates to the component ratings but is not an average of them). Both the composite and component ratings
are based on a scale of 1 (best) to 5 (worst). As an institution’s ratings worsen, corresponding supervisory
actions generally increase in severity.

For large depository institutions, federal banking regulators generally do not conduct an annual point-in-time
examination of the institution. Rather, they generally conduct ongoing on-site supervisory activities that are
intended to evaluate the institution’s operating condition, management practices and policies, and compliance
with applicable laws and regulations. Throughout the examination cycle, target examinations culminate in
supervisory letters that are transmitted to the institution (where applicable).'? At the end of the supervisory
cycle, a report of examination is issued to the institution. The supervisory letters and report of examination may
include supervisory concerns. For smaller depository institutions with less than $10 billion in assets, the
regulators typically conduct single point-in-time, full-scope examinations.

OCC, the Federal Reserve, and FDIC have organized their supervision of financial institutions according to the
asset size and complexity of the institutions they oversee (see table 1).

_______________________________________________________________________________________________________________________|
Table 1: Overview of Federal Banking Regulators’ Supervision of Depository Institutions

Regulator Program Structure Types and asset sizes of  Number of
institutions in each depository
program institutions

in each program
as of Mar. 31, 2024

Office of the Large Bank Core teams are assigned to Large institutions generally 28
Comptroller of the Supervision specific institutions and are with assets between $100
Currency (OCC) housed in OCC offices or billion and $3 trillion
embedded on-site with
institutions.
Office of the Midsize and Trust Core teams are assigned to Midsize institutions, 63
Comptroller of the Bank Supervision specific institutions and are including federal savings
Currency (OCC) housed in OCC offices or associations with assets
embedded on-site with between $15 and $115
institutions. billion?
Office of the Community Bank Supervision is conducted Community institutions, 850
Comptroller of the Supervision through six regions: East, including federal savings
Currency (OCC) Northeast, South, Southeast, associations with assets of
Midwest, and West. less than $15 billion
Board of Governors of Large Institution Supervision focuses on Institutions that pose 4
the Federal Reserve Supervision individual institutions’ safety and elevated risk to U.S.
System Coordinating soundness and U.S. financial financial stability (for
Committee Program  stability. Supervision includes example, Bank of New York
the use of both institution- Mellon and State Street and
specific examinations and Trust)

“horizontal” reviews.?

12Target examinations focus on one or two activities rather than assessing all the safety and soundness components of the CAMELS
rating system.
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Regulator Program Structure Types and asset sizes of  Number of
institutions in each depository
program institutions

in each program
as of Mar. 31, 2024

Board of Governors of Large and Foreign Each Reserve Bank supervises U.S. institutions with total 7
the Federal Reserve Banking Organization the large banking institutions assets of $100 billion or
System Program located in its district, with more and all foreign banking

support and oversight from staff institutions operating in the

at the Board of Governors. U.S. regardless of asset size
Board of Governors of Regional Banking Each Reserve Bank supervises U.S. institutions with total 40
the Federal Reserve Organization Program the institutions located in its assets between $10 billion
System district with support from staff at and $100 billion

the Board of Governors.
Board of Governors of Community Banking  Each Reserve Bank supervises U.S. institutions with less 654
the Federal Reserve Organization Program the institutions located in its than $10 billion in total
System district with support from staff at assets

the Board of Governors.
Federal Deposit Continuous Due to the size and complexity Institutions that are larger, 55¢
Insurance Corporation Examination Process of these institutions, staff are more complex, or present a
(FDIC) dedicated to a specific bank and higher risk profile

use a continuous examination

process.
Federal Deposit Point-in-Time Examination teams located at Institutions that are generally 2,853
Insurance Corporation Examination Process field offices conduct point-in- smaller or less complex
(FDIC) time examinations.

Source: OCC, Federal Reserve, and FDIC. | GAO-24-106771
#The asset levels of Midsize and Trust Bank Supervision overlap with Large Bank Supervision.

PHorizontal reviews involve examining several institutions simultaneously, and they encompass institution-specific supervision and the development of
cross-institution perspectives.

°Five of the institutions have less than $10 billion in assets but are part of the continuous examination process because of their complexity.

Supervisory concerns cover various topics related to safety and soundness and compliance with laws and
regulations. For example, among the supervisory concerns OCC issued from January 2018 through May 2023,
the most common were related to information technology, enterprise governance and operations, and
commercial credit, which includes concerns related to commercial real estate risks.

Communicating and Escalating Supervisory Concerns

All three federal banking regulators have established requirements or guidance on the communication of
supervisory concerns to the depository institutions. The regulators use various supervisory concerns and
enforcement tools to communicate with institution management and to correct unsafe or unsound banking
practices. See table 2 for the types of supervisory concerns issued by each regulator.
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. ___________________________________________________________________________________________________________________________|
Table 2: Types of Supervisory Concerns Issued by Federal Banking Regulators

Level of severity Office of the Comptroller of Board of Governors of the Federal Deposit Insurance
the Currency Federal Reserve System Corporation
Minor concern resolved in Matter requiring attention No category? Supervisory recommendation
normal course of business
Serious concern resolved in Matter requiring attention or Matter requiring attention Supervisory recommendation
normal course of business informal or formal enforcement
action
Serious concern that demands  Matter requiring attention or Matter requiring immediate Matter requiring board attention
immediate board attention informal or formal enforcement  attention
action

Typically, CAMELS composite  Informal or formal enforcement Informal or formal enforcement  Informal or formal enforcement
rating of 3, 4, or 5, or lack of action action action

adequate institution response to

serious concern that demands

immediate response or triggers

certain legal actions

Source: Office of the Comptroller of the Currency, Federal Reserve, and Federal Deposit Insurance Corporation. | GAO-24-106771

#The Federal Reserve may not issue written supervisory concerns for minor concerns resolved in the normal course of business.

FDIC, the Federal Reserve, and OCC employ progressive enforcement regimes to address supervisory
concerns that arise during the examination cycle. If an institution does not respond in a timely manner or
address the issue sufficiently, the regulators may take informal or formal enforcement actions, depending on
the severity of the circumstances. An example of an informal enforcement action would be obtaining an
institution’s commitment to implement corrective measures under a memorandum of understanding. Formal
enforcement actions include, for example, issuance of a cease-and-desist order and assessment of a
monetary penalty.

All three regulators have established procedures to escalate supervisory concerns to informal and formal
actions.

« OCC. OCC policy states that when an institution receives a CAMELS composite rating of 3, the agency will
likely issue a formal enforcement action following the supervisory letter or report of examination. The policy
also states that OCC will likely issue a cease-and-desist order, consent order, or other actions for
institutions with composite ratings of 4 or 5. Additional escalation factors OCC can consider include the
institution’s risk profile; the nature, extent, and severity of the deficiencies; the extent of unsafe or unsound
practices; and the board and management’s ability and willingness to correct deficiencies within an
appropriate time frame.

« Federal Reserve. According to Federal Reserve guidance, informal enforcement actions generally are
used for depository institutions with a composite CAMELS rating of 3. Formal enforcement actions
generally are used for institutions with a composite rating of 4 or 5. The guidance also includes 10 factors
that examiners are to consider in determining whether to escalate a concern. These include the institution’s
supervisory rating and financial condition, the number of open supervisory concerns, the materiality of the
open concerns to the institution’s safety and soundness, and the institution’s history of instituting timely
corrective actions.

« FDIC. FDIC policy states that formal or informal enforcement actions are typically taken against institutions
with a composite CAMELS rating of 3 or worse. The policy further states that FDIC may pursue
enforcement actions regardless of the composite CAMELS rating if the “specific facts and circumstances
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make such an action appropriate.” The policy lists a number of escalation factors that are designed to
assist examination staff in determining whether to seek informal or formal action. On August 29, 2023,
FDIC issued a memorandum that advised examiners to (1) consider elevating a matter requiring board
attention to an enforcement action if the matter was repeated or uncorrected at the end of an examination
cycle and (2) elevate concerns to at least a matter requiring board attention if supervisory
recommendations were repeated or remained uncorrected at the next examination cycle.

OCC Followed Guidance for Communicating and Escalating
Supervisory Concerns for Selected Institutions

OCC Examiners Consistently Followed Guidance for Communicating Supervisory
Concerns to Selected Institutions

We found that OCC examiners consistently followed agency guidance for communicating supervisory concerns
to institutions in our review of a nongeneralizable sample of 101 supervisory concerns to 19 selected
depository institutions from January 2018 through May 2023.'3 According to the OCC Comptroller's Handbook,
communications of supervisory concerns include five elements: description of the concern, cause of the
deficiency, consequences of not remediating the deficiency, corrective actions required, and a request for
commitment to remediation by a specific date.’ All the communications we reviewed included each of these
elements (see app. II).

OCC policy states that examiners are required to issue reports of examination within 90 or 120 days of the
examination’s start, depending on the condition of the institution. Additionally, officials from OCC’s Large Bank
Supervision office told us they expect supervisory communications to be delivered to institutions within 45 days
from the date that examination fieldwork is complete. Our review of 42 selected communications to three OCC-
supervised institutions (from January 2018 through May 2023) found that communications were generally
issued in a timely manner.'s Specifically, 39 of these communications (93 percent) met OCC’s requirements
and expectations for timely communication. The three communications that did not meet timeliness standards
had waivers for communication time frames with documented explanations.

13The selected concerns related to safety and soundness and reflected the three risk categories with the highest numbers of concerns:
(1) Management, (2) Capital Markets, and (3) Commercial Credit Risk. One selected OCC institution did not have safety and
soundness concerns within our scope.

14See Office of the Comptroller of the Currency, Comptroller’s Handbook, Bank Supervision Process, version 1.1 (Washington, D.C.:
September 2019). We previously found that OCC’s guidance on communication of supervisory concerns is adequate. See GAO, Bank
Supervision: Regulators Improved Supervision of Management Activities but Additional Steps Needed, GAO-19-352 (Washington, D.C.:
May 14, 2019).

15For the three institutions we selected for interviewing examination teams, we reviewed data on selected supervisory concerns that
were issued from January 2018 through May 2023. The selected concerns were the same three risk categories noted above.
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OCC Generally Closed Supervisory Concerns within 12 to 18 Months, Though Some
Remained Open Longer

OCC policy requires institutions to submit an initial response with an action plan for remediation within 30 days
of receiving a supervisory concern. We found that institutions consistently responded within this time frame in
the nongeneralizable sample of supervisory communications we reviewed. All the OCC-supervised institutions
in our sample provided a committed remediation date in their response to the concemns. The committed
remediation dates were generally longer for large institutions than for regional and smaller institutions.

OCC officials told us there is no specific time frame requirement for remediating supervisory concerns. Instead,
the institution and supervisory office negotiate a commitment date for remediating each supervisory concern.
These officials and OCC examiners told us the length of time it takes to remediate a concern depends on
several factors. These include the actions required, the severity of the concern, resources required to
implement the actions, and the timing of activities required to verify and validate the effectiveness and
sustainability of the institution’s corrective actions.

OCC requires examiners to assess an institution’s progress in addressing supervisory concerns quarterly until
they validate the sustainability of the institution’s corrective actions. OCC policy favors taking additional
supervisory or enforcement actions when an institution has continuing, recurring, or increasing deficiencies for
a prolonged period (generally defined as more than 3 years), particularly when the institution has made
insufficient progress in correcting the deficiencies.

Our review of administrative data on all 6,775 supervisory concerns that OCC issued to supervised institutions
from January 2018 through May 2023 found that concerns generally closed within 12 to 18 months. An
estimated 72 percent of concerns closed within 2 years, while approximately 12 percent closed between 2 and
3 years. Approximately 4 percent closed between 3 and 4 years.'® The remaining 12 percent of supervisory
concerns were open for more than 4 years and were primarily associated with the examination issue areas of
commercial credit, enterprise governance and operations, and information technology. OCC examiners noted
that concerns involving enterprise-wide issues or technology can take longer to close due to their complexity
and the resources required for remediation.

Approximately 9 percent of concerns issued in 2018 remained open and pending remediation as of May 2023,
when our sample time frame ended. These concerns were associated with 26 institutions, and approximately
half were linked to enforcement actions. See appendix Il for more details.

OCC Has Established Escalation Procedures and Generally Escalated Concerns
According to These Procedures

As previously noted, OCC has established escalation procedures, which include a number of factors that
examiners are to consider in determining whether to escalate a concern. These factors include the institution’s
supervisory rating and financial condition, number of open supervisory concerns, and history of instituting

16The estimated time frames for closing supervisory concerns were developed using the life table method of survival analysis (see app.
| for more detail on our analysis).
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timely corrective actions.’” Examiners that supervised one of the institutions in our sample told us these factors
are clear but can sometimes be difficult to apply. For example, they said that for complex issues involving
many supervisory concerns with a potentially similar root cause, they would want to avoid escalating too many
different concerns into a single enforcement action. They said this kind of situation may require additional
analysis to determine which concerns need to be escalated to the enforcement action.

OCC management and multiple examination teams described escalation procedures including collaborative
decision-making through formal vetting of issues. These vetting sessions provide a forum for discussing key
examination findings and deliberating potential supervisory concerns or enforcement actions. Participants in
these discussions may include the deputy comptroller, assistant deputy comptrollers, examiners in charge,
team leads, subject-matter experts, legal staff, and examiners participating in the examination. OCC
procedures also describe supervision review committees that review or make enforcement decisions and
promote consistent application of policies. Examiners told us they were not aware of an instance where their
supervisory office disagreed with their findings or told them to change their recommendations. They added that
any challenges happen early in the process and are resolved before reaching the draft recommendation stage.

OCC also has procedures for documenting divergent views that emerge during the decision-making process.
Under the updated Large Bank Supervision template used to document examination conclusions, examiners
must document why a proposed matter requiring attention or potential violation was not included in the final
supervisory letter sent to the institution. This documentation must include an explanation for the omission,
which may draw from internal deliberations or other documents. These documentation requirements aim to
increase transparency and accountability for decision-makers.

OCC has established rotation requirements for examiners in charge of large institutions. OCC policy states that
these requirements promote objectivity, cross training, and growth in expertise among examiners. Rotation
requirements are one way to guard against regulatory capture. We have defined regulatory capture as a
condition that exists when a regulator acts in service of private interests, such as the interests of the regulated
industry, at the expense of the public interest.'’® Regulatory capture can hinder timely and appropriate
escalation. Captured regulators may make decisions that inappropriately benefit the institutions they oversee,
such as overlooking risky practices or failing to impose appropriate penalties.

Our review of selected supervisory communications and discussions with examiners suggested that OCC
followed its policy in instances where supervisory concerns were escalated to enforcement actions. OCC policy
states that whenever possible, a proposed enforcement action should be presented to the institution within 180
days of the start of a supervisory activity that results in communication of significant deficiencies. We did not
identify any instances in our sample where OCC’s escalation criteria appeared to be met but the concern was
not escalated. OCC’s response to one community bank in our sample illustrates an example of timely and
appropriate escalation:

« An annual report of examination described the bank’s increasing risk profile and included multiple
supervisory concerns, noting the bank’s inadequate risk assessments and insufficient credit risk
management processes.

17Office of the Comptroller of the Currency, Policies and Procedures Manual, PPM 5310-3 (Washington, D.C: May 25, 2023).

18GAO, Large Bank Supervision: OCC Could Better Address Risk of Regulatory Capture, GAO-19-69 (Washington, D.C.: Jan. 24,
2019).
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« Approximately 3 months later, OCC began a target examination of the bank’s financial technology line of
business, conducted due to the bank’s inadequate planning and management of increasing risks in its
financial technology activities. The examination identified two violations of laws and regulations. It included
new supervisory concerns and escalated prior supervisory concerns to an informal enforcement action.
The bank was required to submit a safety and soundness plan, with a warning that failure to remediate
these issues would result in further escalation.

e The subsequent annual report of examination noted that the bank’s board and management had not
achieved compliance with their submitted plan and continued to aggressively grow the financial technology
line of business. This report identified additional violations of laws and regulations and multiple new
supervisory concerns, prompting OCC to escalate these items to a formal enforcement action.

Federal Reserve Generally Followed Its Communication Guidance for
Selected Institutions, but Its Process for Escalating Concerns Has
Weaknesses

We found that the Federal Reserve generally adhered to its guidance for communicating key details of
supervisory concerns to selected institutions and has procedures for determining when to escalate a
supervisory concern to an enforcement action. However, the Federal Reserve has not issued a regulation or
enforceable guidelines on corporate governance and risk management, even though it has the statutory
authority to do so, and has not finalized a rule related to early remediation standards, which may hinder
escalation of concerns.

Federal Reserve Generally Adhered to Its Guidance for Communicating Selected
Supervisory Concerns

Required Communication Components

Federal Reserve examiners generally followed agency guidance for communicating key details of concerns to
selected institutions. Specifically, our review of a nongeneralizable sample of supervisory concern
communications from January 2018 through May 2023 found that 98 of the 104 concerns we reviewed
included most or all of the required components (see app. Il for detailed analysis).!®

In a 2019 report, we found that some Federal Reserve supervisory communications did not provide information
on the cause or potential effect of a supervisory concern.?® We recommended that the Federal Reserve require

19For the 20 institutions we selected for reviewing communication of supervisory concerns, we reviewed documentation for selected
supervisory concerns that were issued from January 2018 through May 2023. The selected concerns related to safety and soundness
and reflected the three risk categories with the highest numbers of concerns: (1) Management, (2) Capital Markets, and (3) Commercial
Credit Risk. Two selected Federal Reserve institutions did not have safety and soundness concerns within our scope.

20GAO-19-352.
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examiners to provide more complete information about the concerns, such as the likely cause and potential
effect of the deficiency. In 2020, the Federal Reserve updated relevant manuals to require that
communications of supervisory concerns include, if evident, both the root cause and potential effect of the
finding on the institution. We determined that this modified guidance addressed our recommendation.?

Our review of selected communications from January 2021 through May 2023, following the Federal Reserve’s
2020 updates, found general alignment with its new guidance. Specifically, we found that 31 out of 33
communications (94 percent) identified a cause, and 29 out of 33 communications (89 percent) identified a
potential effect. These communications also generally included most of the other elements described in the
guidance, which emphasizes using clear and concise language, prioritizing findings by importance, focusing on
significant matters that require attention, and using standardized language.

Timeliness of Communication

We found that Federal Reserve examiners generally issued communications in a timely manner, on the basis
of our review of timeliness information for 177 communications to three institutions of different asset sizes from
February 2018 through December 2023.22

The Federal Reserve expects examination reports or letters to be issued to institutions within certain time
frames, depending on the category and size of the institution. Examination reports or letters are expected to be
issued

o to community institutions within 60 days of the closing date of the examination and less than 90 days after
the start of the examination;

« to regional institutions within 90 days of the examination start date for noncomplex holding companies and
within 100 calendar days of the start date for state member institutions; and

« to large institutions within 60 days of the examination closing date.

For a majority of the selected supervisory communications we reviewed, the issuance time frames fell within
the expectations for each of the three institutions. For the community and regional institutions, we found that 15
of the 18 communications (83 percent) in the sample met the expectations, and for the large institution, 89 of
the 160 communications (56 percent) in the sample met the expected issuance time frame. However, for the
regional institution in the sample, we found that one communication exceeded the expectation by 56 days. For
the large institution in the sample, we found that communications that did not meet timely issuance
expectations exceeded these expectations by a median value of 28 days.

Federal Reserve officials cited several reasons for delays in issuing examination reports. They said delays can
occur when supervisory findings are being escalated to enforcement actions, requiring discussion with
enforcement, legal, and analyst staff and state regulators to confirm that the letter supports escalation.

21For the Federal Reserve’s guidance for examiners on communication of supervisory concerns, see Board of Governors of the Federal
Reserve System, Commercial Bank Examination Manual (Washington, D.C: May 2021).

22ps we did for OCC, for the three institutions we selected for interviewing examination teams, we reviewed data on selected
supervisory concerns that were issued between 2018 and 2023. The selected concerns related to safety and soundness and reflected
the three risk categories with the highest numbers of concerns: (1) Governance and Controls/Management, Risk Management, Internal
Controls; (2) Credit Risk; and (3) Market Risk.
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Additionally, the emergence of new or material issues during the vetting or report processing phases can
cause delays. Reports may also be delayed if they involve complex or borderline issues that require vetting, or
if they require additional research or legal interpretation of complex or technical matters.

Institutions’ Response to and Remediation of Concerns

Federal Reserve policy requires institutions to respond in writing to communications of supervisory concerns
regarding any completed or planned corrective actions.?® This policy does not specify a required time frame to
provide written responses, but all 104 communications in our nongeneralizable sample included time frames
for institutions to respond, such as 45 days. These response requirements were met for 92 of the 104
communications (88 percent) in our nongeneralizable sample and generally included a committed remediation
date.?*

However, Federal Reserve officials said they have not designated standardized time frames for remediating all
supervisory concerns, as the complexity and severity of issues vary. They said that supervisory concerns are
not all the same and that the time required to remediate a concern depends on the specific issue, its context,
and the institution involved. Therefore, they said, remediation time frames for individual supervisory concerns
are created to ensure the institution correctly remediates the concern. Officials further noted that examiners
may require institutions to implement compensating controls or other temporary measures until issues are fully
remediated. Federal Reserve examiners told us that in some cases, it may take an institution’s management
one or two annual examination cycles to fully understand the root cause of the issue.?

Federal Reserve policies require the supervising Reserve Bank to follow up on matters requiring attention and
matters requiring immediate attention to assess progress and verify satisfactory completion. The Federal
Reserve uses a central tracking system for follow-up on supervisory concemns over time. Reserve Bank staff
monitor the status of concerns, and follow-up actions vary depending on the nature and severity of the matter.
These actions may include subsequent examinations or other supervisory activities deemed suitable for
evaluating the issue.

See appendix Il for additional data on the Federal Reserve’s supervisory concerns issued and closed from
January 2018 through May 2023.

23pccording to Federal Reserve policy, an institution’s response to a matter requiring immediate attention must include a committed
remediation time frame as part of its action plan. An institution’s response to a matter requiring attention must include an action plan but
does not require a committed remediation time frame.

2|nstitutions provided a committed remediation date in 70 of the 100 Federal Reserve supervisory concerns we reviewed for which a
specific remediation date was applicable. For the remaining 30 supervisory concerns, the institutions did not include a specific date.

250ur review of administrative data on all 6,866 supervisory concerns that the Federal Reserve issued to supervised institutions from
January 2018 through May 2023 found that an estimated 72 percent of concerns closed within 2 years, while approximately 15 percent
closed between 2 and 3 years. Approximately 8 percent closed between 3 and 4 years. The estimated time frames for closing
supervisory concerns were developed using the life table method of survival analysis.
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The Federal Reserve Has Escalation Procedures and Is Considering Required Time
Frames for Escalation

The Federal Reserve’s procedures, similar to OCC’s, include several factors examiners are to consider in
determining whether to escalate a concern. These factors include the institution’s supervisory rating and
financial condition, number of open supervisory concerns, and history of implementing timely corrective
actions.?® The Federal Reserve’s escalation process also involves collaborative decision-making through
formal vetting of issues, according to Reserve Bank policy documents and interviews with Federal Reserve
examiners. In addition, each Reserve Bank has a process for documenting and reviewing any divergent views
that may arise during supervisory activities.

The Federal Reserve has a policy of preparing certain routine enforcement actions that involve safety and
soundness concerns within 50 days. However, it does not have required time frames for issuing nonroutine,
complex enforcement actions to institutions. In contrast, OCC’s policy is to present proposed enforcement
actions to banks within 6 months of the start of the supervisory activity that identified the action. Unlike OCC,
the Federal Reserve must coordinate with state banking agencies when considering escalation decisions,
which can affect the timeline. The Federal Reserve said that while it may establish internal expectations for
timeliness, it does not have authority to commit state banking agencies to these expectations.

In our review of a nongeneralizable sample of Federal Reserve examination documents, we found long time
frames between the identification of concerns and the issuance of enforcement actions. In some instances, the
Federal Reserve took more than 6 months from the start of a supervisory activity to issue a nonroutine,
complex enforcement action. For example:

e InJune 2022, the Federal Reserve downgraded a large institution. It issued an informal enforcement action
about 10 months later, in April 2023.

« As we previously reported, Federal Reserve officials told us that although they initiated an informal
enforcement action against Silicon Valley Bank in July 2022, examiners did not finalize the action before
the bank failed in March 2023.27

In March 2024, we recommended that the Federal Reserve revise its escalation procedures to be clearer and
more specific and to include measurable criteria.?® The Federal Reserve agreed with the recommendation, and
its staff told us they are updating their framework for escalating supervisory findings to enforcement actions. As
part of this effort, they said they are considering whether required time frames for more complex enforcement
actions are appropriate, including for those that raise legal or policy issues or that require more extensive
coordination. Because more complex enforcement actions likely have a larger impact, establishing time frames
for such actions would be prudent. We will continue to monitor the Federal Reserve’s progress in implementing
our recommendation.

26For the Federal Reserve’s guidance for examiners on factors to consider for escalation determinations, see the Commercial Bank
Examination Manual (October 2023).

2TGA0-24-106974. Federal Reserve officials told us that although they downgraded the bank's ratings in August 2022, the downgrades
did not precipitate further supervisory action before Silicon Valley Bank’s failure.

28GA0-24-106974.
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Federal Reserve Does Not Have Regulation or Enforceable Guidelines on Corporate
Governance and Risk Management, Potentially Hindering Escalation

The Federal Reserve has established supervisory guidance on corporate governance and risk management
standards, but it has no specific regulations or enforceable guidelines for escalating supervisory concerns on
these issues.?® The Federal Reserve’s Commercial Bank Examination Manual details supervisory expectations
for board directors and management, including general duties and responsibilities and oversight of liquidity
risks, and it provides guidance for assessing risk management practices.® In addition, under section 39 of the
Federal Deposit Insurance Act, the Federal Reserve may prescribe operational and managerial standards by
regulation or guidelines.?' Effective May 2021, the Federal Reserve’s regulation on procedures was amended
to include an appendix that states that the agency “will not issue an enforcement action on the basis of a
‘violation’ of or ‘noncompliance with’ supervisory guidance.”®? The final rule’s preamble states that the Federal
Reserve will continue to robustly use guidance to support safety and soundness and promote compliance.33
However, the final rule clarified that, unlike a law or regulation, supervisory guidance does not have the force
and effect of law. It also noted that the Federal Reserve does not take enforcement actions based on
supervisory guidance.

Federal Reserve officials told us examiners have been able to sufficiently address corporate governance
weaknesses using matters requiring attention. As a result, officials believe it unnecessary to convert the
guidance to regulation. The officials said that, while the Federal Reserve does not have specific regulations or
enforceable guidelines on corporate governance and risk management for large state-member banks, large
bank holding companies are already subject to enhanced prudential standards that include corporate
governance and risk management requirements.3* The officials said that section 8(b) of the Federal Deposit
Insurance Act allows them to take an enforcement action for any violation of law or unsafe or unsound
practice.®

29Both regulations and enforceable guidelines are authorized by Congress and go through the notice and comment process, and both
are enforced as law.

30Board of Governors of the Federal Reserve System, Commercial Bank Examination Manual (Washington, D.C.: October 2023). See
sections 3200.1, 4000.1, 4010.1, 4011.1, and 4012.1.

31Under section 39, the federal bank regulators were authorized to issue safety and soundness standards as regulations or enforceable
guidelines. Based on this authority, the Federal Reserve has developed enforceable guidelines in multiple areas that can affect safety
and soundness, including operations and management; compensation; and asset quality, earnings, and stock valuation. 12 U.S.C. §
1831p-1; 12 C.F.R. Appendix D-1 to Part 208. These standards do not apply to bank holding companies supervised by the Federal
Reserve. If the Federal Reserve determines a bank failed to meet certain standards described in section 39, it may require the
institution to file a safety and soundness plan specifying how it will correct the deficiency. If the institution fails to submit an acceptable
plan or fails to materially implement or adhere to an approved plan, the regulator must order the institution to correct identified
deficiencies. It also may take other enforcement actions pending correction of the deficiency.

3212 C.F.R. part 262 and Appendix A to Part 262.

33Role of Supervisory Guidance, 86 Fed. Reg. 18173, 18177 (April 8, 2021). OCC and FDIC issued similar rules. 86 Fed. Reg. 9253
(February 12, 2021) (OCC) and 86 Fed. Reg. 12,079 (March 2, 2021) (FDIC).

3412 U.S.C. § 5365 and 12 C.F.R. pt. 252.
3512 U.S.C. § 1818(b).
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However, despite identifying numerous corporate governance and risk management concerns at Silicon Valley
Bank, the Federal Reserve did not pursue an enforcement action until the bank was near collapse.3¢ The lack
of regulation on corporate governance and risk management may have contributed to delays in taking more
forceful action against Silicon Valley Bank, exposing a potential gap in the Federal Reserve’s supervisory
toolkit.3”

In contrast to the Federal Reserve, OCC and FDIC have the same authority under section 8(b) of the Federal
Deposit Insurance Act but chose to establish specific regulations with enforceable guidelines on corporate
governance and risk management.

« Since fall 2014, OCC has had “heightened standards” in its regulations codified as enforceable guidelines
under section 39 of the Federal Deposit Insurance Act for insured national banks with assets of $50 billion
or more. These standards include minimum standards for the design and implementation of a bank’s risk
governance framework and board oversight of the framework.3® OCC examiners told us this rule has been
helpful in addressing governance and risk management issues because escalation is based on regulation
rather than agency guidance.

e In October 2023, FDIC issued proposed rules to similarly convert agency guidance on corporate
governance and risk management into regulation proposed to be codified as enforceable guidelines issued
under section 39 of the Federal Deposit Insurance Act.3® FDIC officials told us they recognized that these
issues contributed to Signature Bank’s failure. The supplementary information published with the proposed
guidelines emphasizes the need for larger or more complex institutions to have more sophisticated and
formal board and management structures and practices to ensure appropriate corporate governance. The
supplementary information also states that regulators should have the authority to intervene when these
structures and practices are inadequate or do not match the institution’s risk level.

A report on the spring 2023 bank failures by the Bank for International Settlements highlighted this issue. It
stated that supervisors had warned the distressed banks about governance issues that posed risks to their
safety and soundness, but these warnings did not drive sufficient change to prevent stress.*0 It noted that
without regulatory authority, supervisors may have to rely on less robust tools to incentivize banks to address
risks, which may prove less effective. The report recommended that regulators review their supervisory tools to

36See Board of Governors of the Federal Reserve System, Office of the Inspector General, Material Loss Review of Silicon Valley
Bank, 2023-SR-B-013 (Washington, D.C.: Sept. 25, 2023).

37The Federal Reserve has corporate governance and risk management regulations for bank holding companies with total assets of
$50 billion or more and less than $100 billion, but not state-member banks it supervises. 12 C.F.R. § 252.21-.22.

3812 C.F.R. part 30, Appendix D to Part 30.

39Guidelines Establishing Standards for Corporate Governance and Risk Management for Covered Institutions with Total Consolidated
Assets of $10 Billion or More, 88 Fed. Reg. 70391 (Oct. 11, 2023). In the Spring 2024 Unified Agenda of Regulatory and Deregulatory
Actions, FDIC lists December 2024 as the target date for a final rule. See https://www.reginfo.gov/public/do/eAgendaMain.

40Bank for International Settlements, Basel Committee on Bank Supervision, Report on the 2023 Banking Turmoil (October 2023). The
report states that “it can be very difficult for some authorities to impose actions on banks that meet regulatory requirements (e.g., where
a bank is not in breach of regulatory ratios or other prudential requirements), even though the authority may have identified risks that
could threaten the bank’s safety and soundness. This is because supervision may be deemed to lack a legal basis for intervention, and
therefore be subject to legal challenge and damage to the supervisor’s reputation. In these cases, the authorities may have to rely on
less robust tools to incentivize banks to address risks, which may prove less effective.”

Page 15 GAO-25-106771 Escalating Supervisory Concerns



Letter

ensure they are sufficient to encourage corrective action by banks and consider any regulatory constraints on
their application.

By promulgating a regulation or enforceable guidelines on corporate governance and risk management under
section 39 of the Federal Deposit Insurance Act, as the other regulators have done, the Federal Reserve could
give examiners a specific tool to escalate corporate governance and risk management concerns and could
more easily take early, forceful regulatory actions tied to unsafe banking practices before they impair capital.

Federal Reserve Has Not Finalized a Rule Related to Early Remediation Standards

The Dodd-Frank Wall Street Reform and Consumer Protection Act directed the Federal Reserve to establish
early remediation standards for nonbank financial companies and certain bank holding companies.*' The
standards are to require the Federal Reserve to intervene quickly, rather than waiting until a financial institution
is about to fail. Specifically, section 166 of the act requires the Federal Reserve to establish an early
intervention framework based on forward-looking financial metrics in addition to an institution’s capital levels.
Examples of such metrics could include noncapital triggers based on liquidity metrics, risk management
weaknesses, and other market indicators.4? The statutory deadline for implementing section 166 was January
2012.43

The Federal Reserve proposed a rule in 2012 to implement early remediation standards for large bank holding
companies, but it was never finalized.** Officials acknowledged that section 166 has not been fully
implemented. They said the agency received substantial comments requiring further consideration to avoid
implementing rules that duplicate existing regulations. The officials also noted that many risks intended to be
addressed by the proposed rule under section 166 were being addressed in other rules.

Federal Reserve officials noted that the agency’s existing regulatory framework addresses numerous aspects
of section 166. For example, they stated that existing rules on capital, capital planning, and total loss-absorbing
capacity establish heightened requirements that restrict capital distributions or require capital raising when
firms’ capital levels decline.*> They also stated that existing rules on the liquidity coverage and net stable
funding ratios require firms to notify regulators of liquidity shortfalls and submit remediation plans.*¢ In addition,
officials noted they already can take measures like restricting acquisitions and asset growth and requiring

“1Dodd-Frank Wall Street Reform and Consumer Protection Act, § 166, 124 Stat. 1376, 1432 (2010) (codified at 12 U.S.C. § 5366).

42\We previously identified noncapital triggers, or tripwires, as including (1) problems involving internal or management controls over
banking operations which have not yet resulted in high levels of nonperforming assets or operating losses; (2) problems in assets,
earnings, management, or liquidity that have not yet impacted bank capital; (3) problems in bank operations that have impacted capital
and deterioration have caused the bank to fall below minimum capital standards; and (4) problems that have depleted bank capital. We
proposed that the enforcement process could be altered to (1) develop a series of measures to standardize definitions of unsafe and
unsound practices within a CAMELS component and (2) tie specific enforcement actions to such measures. See GAO, Bank
Supervision: Prompt and Forceful Regulatory Actions Needed, GAO/GGD-91-69 (Washington, D.C.: Apr. 15, 1991).

4312 U.S.C. § 5368 (establishing the deadline for early remediation rules).

44Enhanced Prudential Standards and Early Remediation Requirements for Covered Companies, 77 Fed. Reg. 594 (January 5, 2012).
4512 C.F.R. § 217.11(a)(4) and (c)(1); 12 C.F.R. § 225.8(f); and 12 C.F.R. § 252.63(c)(4).

4612 C.F.R. § 249.40(a)-(c) and 12 C.F.R. § 249.110(a)-(c).
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asset sales.*” Given these existing regulations and powers, officials told us that reintroducing rulemaking for
section 166 has not been a priority.

In addition, Federal Reserve officials expressed concern that the proposed rule could have unintended
consequences. For example, punishing firms for not complying with the minimum requirements for the liquidity
coverage ratio and net stable funding ratio could discourage the firms from using liquidity buffers to maintain
regulatory ratios. A purpose of these requirements—especially the liquidity coverage ratio—is to ensure that
firms hold sufficient liquid assets relative to their risk profile to meet their liquidity needs during stress.
Therefore, it is appropriate and desirable for a firm to use its liquid assets to meet its liquidity needs under
certain circumstances rather than hoard those assets to maintain regulatory ratios. However, a firm may
choose not to use its liquid assets when needed if it will be punished for not complying with the minimum
requirements. Further, they said the proposed rule included market indicators, which present policy and
procedural challenges when tied to automatic and escalating triggers. Specifically, counterparties could be
incentivized to act in a way that impacts market indicators if they know it will trigger a specific consequence.

However, Congress entrusted the Federal Reserve to develop a framework that balances these concerns with
the ability to take early actions to prevent bank failures. Some commentators contend that the Federal
Reserve’s partial measures do not satisfy Congress’s intent.#8 Subject-matter experts we interviewed noted,
and Federal Reserve officials acknowledged, that key aspects of the 2012 proposed rule designed to
implement section 166 remain unimplemented. These include the proposed rule’s restrictions on capital
distributions, market-based triggers, and changes to the liquidity coverage ratio, which are not currently part of
the Federal Reserve’s existing regulatory framework.®

In our March 2024 report, we recommended that Congress consider requiring the adoption of noncapital
triggers that require early and forceful regulatory actions tied to unsafe banking practices before they impair
capital.®® As noted, section 166 already includes such triggers. In addition, since 2023, an interagency working
group on liquidity involving FDIC, the Federal Reserve, and OCC has been meeting weekly. According to
officials, the group is working to address the types of liquidity deficiencies that contributed to losses at a

4712 U.S.C. § 1843(m)(3)-(4); 12 U.S.C. § 5363(a)-(b); and 12 U.S.C. § 1818(b)(6)(B)-(F).

48See Jeremy C. Kress and Matthew C. Turk, “Rethinking Countercyclical Financial Regulation,” Georgia Law Review, vol. 56, no. 2
(2022): 495. See also David Portilla, “The March 2023 Banking Sector Turmoil: Policy Considerations for the Regulation of Large
Banking Organizations,” American Bar Association (August 2023),
https://www.americanbar.org/groups/business_law/resources/business-law-today/2023-august/march-2023-banking-sector-turmoil/.

49n the proposed rule to implement section 166, market-based triggers included equity-based indicators (expected default frequency,
marginal expected shortfall, market equity ratio, and option-implied volatility) and debt-based indicators (credit default swaps and
subordinated debt spreads). 77 Fed. Reg. 594, 640. The liquidity coverage ratio rule was adopted by the federal banking regulators in
2014 and requires a firm subject to the rule to maintain an amount of high-quality liquid assets that is equal to or greater than its total
net cash outflows over a prospective 30-calendar-day stress period. Liquidity Coverage Ratio: Liquidity Risk Measurement Standard, 79
Fed. Reg. 61440 (October 10, 2014). The rule is designed to promote the short-term resilience of the liquidity risk profile of large and
internationally active banking organizations, thereby improving the banking sector’s ability to absorb shocks arising from financial and
economic stress, and to further improve the measurement and management of liquidity risk.

50GA0-24-106974. Section 38 of the Federal Deposit Insurance Act requires regulators to classify banks into one of five capital
categories and take increasingly severe actions, known as prompt corrective action, as a bank’s capital deteriorates. Section 39 of the
act directs regulatory attention to a bank’s operations and activities in multiple areas aside from capital that also can affect safety and
soundness.
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number of banks, including Silicon Valley Bank, Signature Bank, and First Republic Bank.5' Officials did not
provide a time frame for when any proposal by the group would be finalized.

In the meantime, by issuing a regulation to fully implement section 166, the Federal Reserve would help
achieve the statutory goal of minimizing the risk of insolvency among nonbank financial companies and certain
bank holding companies, thereby promoting financial stability.

FDIC Generally Followed Guidance for Selected Concerns, but
Weaknesses in Escalation Processes Risk Inconsistent Action

FDIC generally followed guidance for communicating key details of supervisory concerns to selected
institutions. However, certain limitations in FDIC data and policies—such as a lack of vetting procedures for
large bank examination findings and rotation requirements for case managers—may hinder its escalation of
concerns.

FDIC Generally Adhered to Guidance for Communicating Selected Supervisory
Concerns

Required Communication Components

FDIC generally followed guidance for communicating key details of concerns to institutions in our review of a
nongeneralizable sample of communications of supervisory concerns. Across all communications of
supervisory concerns we reviewed, 323 of 341 (95 percent) included most or all of the components instructed
in FDIC’s guidance.52 See appendix Il for details on FDIC’s adherence to communication requirements.

In 2019, we found that some FDIC supervisory communications from a sample of three institutions did not
provide information on the cause of supervisory concerns.?® We recommended that FDIC update its policies
and procedures on communications of supervisory recommendations to institutions to provide more complete
information, such as the likely cause of the problem or deficient condition, when practicable. In 2019, FDIC
reported that it had formalized its policies and procedures on root cause analysis, which addressed our
recommendation. We found that 130 of the 163 communications in our sample (80 percent) from January 2020
through May 2023 (after the guidance was in place) identified a cause.

51See, for example, Federal Deposit Insurance Corporation, Office of the Inspector General, Material Loss Review of First Republic
Bank, EVAL-24-03 (Nov. 28, 2023).

52For FDIC'’s guidance for examiners on communication of supervisory concerns, see Federal Deposit Insurance Corporation, RMS
Manual of Examination Policies, Section 16.1, Report of Examination Instructions (January 2022), and Section 20.1, Risk-Focused,
Forward-Looking Safety and Soundness Supervision (April 2021).

53GAO-19-352.
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FDIC’s guidance on communicating supervisory concerns also includes additional instructions, such as for
describing the deficiency (including an introductory statement, a description of the concern, and the corrective
action needed); reminding institutions’ management of the importance of addressing issues; listing supervisory
concerns in order of importance; and communicating clearly. FDIC examiners generally followed these
instructions in the nongeneralizable sample of communications we reviewed.

Timeliness of Communication

FDIC has established internal goals for timely sharing of information with institutions.5* One goal is the timely
transmission of safety and soundness reports to financial institutions, such that reports issued within a 12-
month period have an overall median time frame of 75 days from the on-site examination start date to report
transmission. Another goal is completion of report processing—from finishing field work to sending the report to
the institution—within a median time frame of 45 days over a 12-month period. A 2018 memorandum clarifies
that these median timeliness goals are not requirements for individual examinations and that the goals exclude
institutions subject to the continuous examination process.

In 2024, FDIC reported on examination turnaround times and noted that the agency met its internal goals for
timely communications.%® Specifically, FDIC’s analysis showed that over a 12-month period, the time frames for
issuing reports of examination had a median turnaround time of 60 days from the start of the examination and
a median processing time of 25 days after field work was complete.

FDIC’s internal goals for sharing timely examination information with institutions are broad and allow for
variation. Examiners we spoke with explained that delays can occur due to certain circumstances, such as
changes to a bank’s CAMELS ratings, supervisory issues related to trust and information technology, or the
need for significant edits to initial findings made by the regional office or state regulator during joint
examinations.

Institutions’ Response to and Remediation of Concerns

FDIC policy requires examiners to discuss tentative findings and supervisory recommendations with the
financial institution’s management prior to the conclusion of an examination and to provide management an
opportunity to respond. Agency policy also states that in some cases, supervisory communications can request
that the bank provide a written response to the examination, although it does not specify a required time frame
for these responses. In the nongeneralizable sample of 341 supervisory communications we reviewed, 288 (84
percent) specified a required response date. Institutions generally met this requirement and provided a

54Federal Deposit Insurance Corporation, Risk Management Manual of Examination Policies (July 8, 2024). See section 20.1.

55“Transparency & Accountability—Bank Examinations,” Federal Deposit Insurance Corporation, accessed April 25, 2024,
https://www.fdic.gov/transparency/examination.html#.
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committed remediation date.5¢ The expected remediation time frames were generally longer for large and
regional institutions than for small institutions.5”

FDIC requires interim contacts with institutions to monitor progress on matters requiring board attention and
supervisory recommendations. Case managers are to review institution management’s response to
examination reports and follow up on the disposition and resolution of these concerns between examinations.
However, in August 2023, FDIC revised its escalation guidance to require examiners to consider elevating a
supervisory recommendation to a matter requiring board attention, and a matter requiring board attention to an
enforcement action, if the concern is repeated or uncorrected at the next examination cycle. If examiners
choose not to escalate, they must provide written justification to regional office management.

FDIC officials told us that they expect institutions to remediate supervisory recommendations (other than
matters requiring board attention) during the normal course of business, meaning institutions should generally
address supervisory recommendations within months of receiving the report of examination. FDIC expects
institution boards of directors to remediate matters requiring board attention within an examination cycle.
However, not all concerns close within this time frame.?® FDIC examiners from one institution told us
remediation can take longer for larger institutions, especially if the issue involves information technology or
enterprise-wide response across multiple units. In the case of Signature Bank, supervisory concerns related to
liquidity issues were identified in the 5 years before the bank failed.>® See appendix Ill for details on FDIC’s
closure of supervisory concerns.

Certain Limitations in FDIC Data and Policies May Hinder Its Effective Escalation of
Concerns

FDIC Does Not Have a Central Tracking System for Supervisory Recommendations

FDIC’s existing tracking methods do not provide headquarters managers and staff with readily available
information on supervisory recommendations.®® Supervisory recommendations refer to FDIC communications

56|nstitutions provided a committed remediation date in 251 of the 286 FDIC supervisory concerns we reviewed for which a specific
remediation date was applicable. For the remaining 35 supervisory concerns, the institutions did not include a specific date.

57 According to our review of a nongeneralizable sample of 341 supervisory concerns issued and closed between 2018 and May 2023,
the median number of days from the initial date of the concern to the committed remediation date was 202 and 169 days for large and
regional banks, respectively, and 105 days for small banks.

580ur review of administrative data on all 3,793 supervisory recommendations and matters requiring board attention that FDIC issued
to institutions subject to continuous examination from January 2018 through May 2023 found that an estimated 80 percent of concerns
closed within 2 years, while approximately 14 percent closed between 2 and 3 years. Approximately 2 percent closed between 3 and 4
years. Our review of administrative data on all 1,553 matters requiring board attention that FDIC issued to institutions subject to point-
in-time examination from July 2, 2020, through May 2023 found that an estimated 89 percent closed within 2 years, while approximately
6 percent closed between 2 and 3 years. The estimated time frames for closing supervisory concerns were developed using the life
table method of survival analysis.

59Signature Bank failed before FDIC revised its guidance in August 2023 to require examiners to consider escalation of supervisory
concerns that remain uncorrected after one examination cycle.

60As described earlier, FDIC uses four supervisory concern types that depend on the severity of an issue, including enforcement
actions. Supervisory recommendations, used for minor and serious concerns that should be corrected in the normal course of business,
are not centrally tracked. However, matters requiring board attention, used for more serious concerns that require immediate board
attention, are centrally tracked.
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with an institution that are intended to inform the institution of FDIC’s views about changes needed in its
practices, operations, or financial condition. When we requested data on these recommendations, FDIC staff
had to manually compile and process spreadsheets created by examiners to provide the necessary
information. For community banks, officials told us that the request would require extracting supervisory
recommendation data from examination documentation, as it was not otherwise readily available. In contrast,
OCC and the Federal Reserve centrally track all their supervisory concerns and provided readily available
data.

Federal internal control standards state that management should use quality information to achieve
objectives.' Quality information is appropriate, current, complete, accurate, accessible, and provided on a
timely basis. Management uses quality information to make informed decisions and evaluate the entity’s
performance in achieving key objectives and addressing risks.

The absence of centralized tracking of supervisory recommendations prevents FDIC from leveraging these
data to identify emerging risks and target its reviews more effectively. According to an analyst in the Large
Bank Supervision Branch, the absence of centralized tracking has hindered efforts to aggregate related issues
across institutions, limiting opportunities for horizontal examinations (i.e., examining the same issue across
multiple institutions).62 Because supervisory recommendations are common and may detect key issues early,
implementing centralized tracking could help FDIC managers and examiners identify common emerging risks
across all supervised institutions.

In addition, the absence of centralized tracking hinders FDIC’s ability to ensure proper implementation of its
new policy of escalating concerns after one examination cycle. Currently, individual examination teams may be
aware of when supervisory recommendations are opened and escalation is triggered, but recommendations
are not tracked in the aggregate. Without centralized tracking of supervisory recommendations, FDIC
management does not have the comprehensive visibility needed to ensure consistent application of the new
policy across examination teams.

FDIC Lacks Processes to Ensure Managers Formally Consult Large Bank Examiners on Escalation

FDIC uses composite CAMELS ratings to determine whether to escalate a supervisory concern to an
enforcement action. FDIC’s Formal and Informal Enforcement Actions Manual states that formal or informal
enforcement actions are typically taken against an institution with a composite CAMELS rating of 3 or worse. In
addition, FDIC requires examiners to consider elevating a matter requiring board attention to an enforcement
action if the matter is repeated or uncorrected at the end of an examination cycle. If an examiner believes such
a case does not warrant escalation, the examiner must provide written justification to regional office

81GAO, Standards for Internal Control in the Federal Government, GAO-14-704G (Washington, D.C.: Sept. 10, 2014).

62FDIC’s Large Bank Supervision Branch participates in reviews of supervisory plans at institutions reviewed as part of the continuous
examination process, including performing horizontal reviews of a single issue at several institutions, and it assists examination teams
as needed.
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management, which makes a final determination.®3 In addition, the manual includes 11 factors to consider in
determining whether to take informal or formal enforcement actions, regardless of the CAMELS rating.

FDIC officials described their process for making key examination decisions, including decisions about
escalation, as iterative, with ongoing communications during supervisory activities. According to FDIC
procedures, case managers should discuss any significant changes to examination findings with examiners in
charge prior to finalizing the report. In addition, FDIC procedures require case managers to complete a
feedback form for examiners in charge, which provides reasons for substantive report changes. These
procedures apply to both Point-in-Time Examination and Continuous Examination process case managers.

However, unlike OCC and the Federal Reserve, FDIC does not require “vetting” meetings for managers
(including case managers, assistant regional directors, deputy regional directors, and regional directors) to
formally consult with examination teams and other stakeholders before making substantive decisions about
examination findings, including those related to escalation. Although managers generally are required to
consult with examiners in charge before making substantial changes to examination findings, FDIC does not
require managers to also consult with other stakeholders, including the dedicated or designated examination
team reporting to the examiner in charge and specialists in the Large Bank Supervision division. In contrast,
OCC and Federal Reserve large bank vetting meetings include managers, examiners, subject-matter experts,
and other stakeholders. Several OCC and Federal Reserve examiners we spoke with described the benefits of
collaborative work, including the vetting meetings used to reach agreement on examination findings and
escalation decisions.

In our interviews, examiners cited examples of changes made to examination reports without the examiners’
knowledge that may indicate threats to the objectivity and independence of the decision-making process. FDIC
examiners and examiners in charge at two of the four institutions we selected for examiner interviews
described cases where substantial changes or deletions were made to substantive examination findings
without their input. Also, one examiner in charge described an instance when certain findings were removed
from the examination report without consultation. This examiner in charge did not learn about the changes until
seeing the final examination report as it was shared with the institution.

Examiners for another institution noted that managers sometimes but not always consult with them on changes
to findings. For example, the examination team cited an instance where management added a violation to the
examination report without explanation or supporting evidence in the workpapers.

A process for managers to consult with examination teams and other stakeholders is particularly important for
institutions supervised under the Continuous Examination process. These institutions are larger and more
complex, and, as FDIC staff explained, examination findings are more specialized. In contrast, institutions
supervised through the Point-in-Time Examination process are smaller, less complex, and, according to FDIC
staff, examiners-in-charge are typically more involved in all aspects of the examination.

63Federal Deposit Insurance Corporation, “Supervisory Recommendations.” The memorandum also advises examiners to elevate
concerns to at least a matter requiring board attention if supervisory recommendations are repeated or remain uncorrected at the next
examination cycle.
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Federal internal control standards state that management should identify, analyze, and respond to risks related
to achieving the defined objectives.®* Management should also design control activities to achieve objectives
and respond to risks. In addition, in previous work, we identified policies that agencies can use to mitigate
threats to independence.® One policy includes incorporating layers of review that involve individuals with
differing perspectives, incentives, and relationships with industry. Agencies can also promote transparency by
documenting the full decision-making process to include divergent views and the rationale or evidence used to
resolve them.66

OCC and the Federal Reserve have processes for managers to consult with large bank examination teams
and other stakeholders before making substantive changes to examination findings. Without a similar
documented process, FDIC faces increased risk that decisions related to Continuous Examination process
institutions may not be fully independent or grounded in evidence gathered during examinations.

Lack of Rotation Requirements for FDIC Large Bank Case Managers Can Threaten Independence

FDIC officials told us that case managers for Continuous Examination process institutions are not required to
rotate assignments after a certain number of years. In contrast, the Federal Reserve and OCC require
individuals in similar roles to rotate every 5 years.®” Officials told us that FDIC does have a 5-year rotation
requirement for individuals whose job responsibilities meet certain criteria. In prior work, we reported that FDIC
requires examiners in charge to rotate.®® But, FDIC officials said these criteria do not apply to case managers,
who are not subject to this policy.

However, we found that FDIC's criteria for rotations align with the tasks and interactions of case managers for
Continuous Examination process institutions. Specifically, FDIC policy requires rotations for individuals when
(1) the primary portion of their tasks involves continuing, broad, and lead responsibility for examining an
institution and (2) they are required to interact routinely with financial institution officers and staff and to have
on-site presence. According to FDIC procedures, case managers serve as primary points of contact for
Continuous Examination process institutions and are responsible for

e ensuring supervisory strategies are appropriate and revised as needed;

e reviewing and analyze reports of examination, applications, investigations, and other correspondence
involving the institution;

« developing informal and formal programs to correct deficiencies in the operations and condition of the
institution; and

64GA0-14-704G.
65GA0-19-69.
86GAOQ, Bank Supervision: FDIC Could Better Address Regulatory Capture Risks, GAO-20-519 (Washington, D.C.: Sept. 4, 2020).

67The Federal Reserve generally requires central points of contact in the Large and Foreign Banking Organization program to rotate
every 5 years. In prior GAO work, we reported that OCC requires examiners in charge in the Large Bank Supervision program to rotate
every 5 years.

683pecifically, we reported that FDIC prohibits examiners in charge of large institutions’ safety and soundness examinations from
serving in the role for more than a 5-year term for the same institution. The agency also prohibits examiners in charge of small
institutions from staying in the role for more than two consecutive examinations for the same bank. See GAO-20-519.
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« coordinating all communications with the institution.

While case managers may not meet all of FDIC’s criteria for rotation requirements—specifically, they do not
always have an on-site presence—they play a key role in the supervisory process and have important
decision-making authority. When case managers are assigned to the same institution for long periods, they risk
developing close relationships with institution management, which can threaten their independence and
interfere with supervision outcomes.

Additionally, examiners and examiners in charge from two selected institutions described instances of case
managers exhibiting biased behavior, including informal meetings between case managers and institutions that
may not have been appropriate. As previously discussed, several examiners also described instances where
managers overrode examiner assessments of an institution’s condition without consulting with examinations
teams or providing adequate support.

In 2019, FDIC identified regulatory capture as a risk through its risk identification process.®® Federal internal
control standards state that management should identify, analyze, and respond to risks related to achieving the
defined objectives.”® Management should also design control activities to achieve objectives and respond to
risks. In addition, in previous work, we identified policies that agencies can use to mitigate threats to
independence.” In particular, we found that agencies can mitigate threats to independence by implementing
policies that require staff in key decision-making roles to rotate, so as to mitigate the impact of any one
employee.

As noted earlier, FDIC has rotation policies in place for examiners in charge. Rotation requirements for
Continuous Examination process case managers could also help ensure they maintain their supervisory
independence.

Conclusions

The March 2023 bank failures raised questions about the regulators’ ability to escalate safety and soundness
concerns, such as weak corporate governance and risk management practices, before they materially affect a
bank’s financial condition. We identified several issues that could affect the Federal Reserve’s and FDIC’s
ability to escalate concerns effectively:

e The Federal Reserve’s lack of specific regulation or enforceable guidelines to escalate supervisory
concerns about corporate governance and risk management may hinder its ability to take early, forceful
regulatory action against unsafe banking practices before they compromise an institution’s capital.

o Congress recognized the importance of early intervention in financial institution supervision when it
enacted the Dodd-Frank Act’s section 166, which requires the Federal Reserve to develop early
remediation standards for large bank holding companies. However, more than 14 years later, the Federal

69Ve define regulatory capture as a condition that exists when a regulator acts in service of private interests, such as the interests of
the regulated industry, at the expense of the public interest, due to actions taken by the interested parties.

0GAO-14-704G.
"TGAO-19-69.
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Reserve has yet to issue a regulation fully implementing section 166. By doing so, it would help lessen the
risk of insolvency among certain financial institutions, thereby protecting financial stability.

o FDIC does not centrally track supervisory recommendations, which are common and can help the agency
detect key issues early, as it does matters requiring board attention. Central tracking of supervisory
recommendations could help management identify emerging risks earlier across all supervised institutions.

« By implementing procedures for managers—including case managers, assistant regional directors, and
regional directors—to consult with the entire Continuous Examination process examination team and
relevant stakeholders before making substantive changes to examination findings, FDIC could better
ensure its escalation decisions are independent and grounded in the evidence gathered during
examinations.

« Rotation requirements for Continuous Examination process case managers after a certain number of years
could help FDIC prevent regulatory capture and ensure that case managers for Continuous Examination
process institutions maintain their supervisory independence.

Recommendations for Executive Action

We are making the following five recommendations, including two to the Federal Reserve and three to FDIC:

e The Chair of the Federal Reserve should determine whether to promulgate a regulation or enforceable
guidelines on corporate governance and risk management under section 39 of the Federal Deposit
Insurance Act, consistent with those issued by the other regulators, and document steps taken to make this
determination. (Recommendation 1)

e The Chair of the Federal Reserve should issue a regulation to implement remaining open portions of
section 166 of the Dodd-Frank Act, taking into account prior proposals and public comments.
(Recommendation 2)

e The Chair of FDIC should develop a central database for recording and reporting supervisory
recommendations, similar to that used for matters requiring board attention. (Recommendation 3)

« The Chair of FDIC should establish procedures, such as vetting meetings, for the Continuous Examination
process program to ensure that managers formally consult with the examination team and relevant
stakeholders before making substantive changes to examination findings. Such vetting meetings should be
documented and include any divergent views that arise. (Recommendation 4)

e The Chair of FDIC should consider a requirement that case managers for Continuous Examination process
institutions periodically rotate assignments. (Recommendation 5)

Agency Comments and Our Evaluation

We provided a draft of this report to OCC, the Federal Reserve, and FDIC for review and comment. The
Federal Reserve and FDIC provided written comments, which are provided in appendix IV and V, respectively.
OCC, the Federal Reserve, and FDIC provided technical comments, which we incorporated as appropriate.

In its comments, the Federal Reserve neither agreed nor disagreed with our recommendations. The Federal
Reserve said it recognizes the importance of using available supervisory tools to require firms to timely and

Page 25 GAO-25-106771 Escalating Supervisory Concerns



Letter

fully remediate issues identified through the supervisory process that may pose a threat to an institution’s
safety and soundness. The Federal Reserve also said it has been modifying supervisory processes so that
once material issues are identified, they are addressed more quickly by both bankers and supervisors.

Regarding the first recommendation, the Federal Reserve stated that it will evaluate its existing applicable
standards and expectations to determine the appropriateness of promulgating a new regulation or enforceable
guidelines on corporate governance and risk management at state member banks and holding companies.

Regarding the second recommendation, the Federal Reserve stated that it will continue to consider how to
address any residual elements of section 166 of the Dodd-Frank Act in a manner consistent with the statutory
language and without creating unintended consequences.

In its comments, FDIC expressed concern that some findings in the draft report appeared to be based solely
on interviews with individual examiners and did not appear to consider the views of others or supporting
documentation for context. We conducted the interviews to obtain examiner perspectives on escalation of
supervisory concerns. In light of concerns raised in a report commissioned by FDIC’s Board of Directors on
allegations of sexual harassment and interpersonal misconduct at FDIC, as well as concerns about retaliation
expressed by examiners-in-charge and examiners we interviewed, we agreed to provide anonymity to
encourage open and honest discussion on escalation practices.”? Therefore, we did not disclose to FDIC
management the specific details shared during these interviews. However, after the interviews, we met with
FDIC management to ask questions related to what we heard and later sent follow-up written questions
seeking further clarification.

FDIC agreed with our first recommendation to centrally track supervisory recommendations and will explore
interim technology solutions for doing so.

FDIC generally agreed with our second recommendation to formally consult with the entire examination team
and relevant stakeholders before making substantive changes to examination findings. On the basis of FDIC’s
comments, we revised our recommendation to include only the Continuous Examination process. We made
this revision in recognition of the large volume and small size of institutions in the Point-in-Time Examination
process, and we note that institutions under the Continuous Examination process are more comparable to
those institutions supervised by OCC and the Federal Reserve, which also employ such vetting meetings.

FDIC disagreed with our third recommendation for rotation requirements for case managers. FDIC stated that
the report does not recognize that the case manager position is a separate and important part of FDIC lines of
defense both against regulatory capture and for ensuring consistency with examination policies. FDIC stated
the report also does not consider other controls for mitigating the potential risk of regulatory capture of case
managers, including controls that were acknowledged in our 2020 report on regulatory capture.” FDIC stated
that because the Federal Reserve and OCC do not utilize a similar case manager position, it was not clear
what positions at those agencies we used for comparison. FDIC also stated that case managers are not

72Cleary Gottlieb Steen & Hamilton LLP, Report for the Special Review Committee of the Board of Directors of the Federal Deposit
Insurance Corporation (April 2024).

3GAO-20-519.
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required “to have on-site presence,” as they work in regional offices and would only have an on-site presence
at banks in their portfolio for occasional meetings.

We maintain that rotation requirements for case managers should be considered. Our 2020 report on
regulatory capture at FDIC focused on risk of regulatory capture of examination staff, for which case managers
serve as a control for regulatory capture. In this report, our evidence led us to consider the potential risk of
capture to FDIC management, including case managers, assistant regional directors, and regional directors.
We found that the risk of capture exists, particularly regarding FDIC supervision of Continuous Examination
process institutions. We continue to believe that rotation requirements for case managers at these institutions
would be an important protection against capture.

However, we revised the recommendation to apply only to case managers involved in supervision of
Continuous Examination process institutions, which are the largest and most complex FDIC-supervised banks.
We acknowledge that a blanket rotation requirement for all FDIC case managers could be onerous and may
not properly consider the large volume, small size, and less complex nature of the majority of FDIC-supervised
institutions. In addition, we edited the report to acknowledge that case managers are not required to have on-
site presence.

We are sending copies of this report to the appropriate congressional committees, OCC, the Federal Reserve,
FDIC, and other interested parties. In addition, the report will be available at no charge on the GAO website at
http://www.gao.gov.

If you or your staff have any questions about this report, please contact me at (202) 512-8678 or
clementsm@gao.gov. Contact points for our Offices of Congressional Relations and Public Affairs may be
found on the last page of this report. GAO staff who made major contributions to this report are listed in
appendix VI.

Mt Clorrcto

Michael E. Clements Director,
Financial Markets and Community Investment
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Appendix I: Objectives, Scope, and Methodology

This report examines communication of supervisory concerns and the processes and policies for escalating
supervisory concerns for the three federal banking regulators: (1) the Office of the Comptroller of the Currency
(OCC), (2) the Board of Governors of the Federal Reserve System (Federal Reserve), and (3) the Federal
Deposit Insurance Corporation (FDIC).

Review of Supervisory Communications

Selection of Institutions

We reviewed OCC, Federal Reserve, and FDIC supervisory documentation from the 2018 through 2022
supervisory cycles, the most recent annual supervisory cycles at the time of our review, to assess their
communications of supervisory concerns to depository institutions. We selected 20 depository institutions from
each regulator for a nongeneralizable sample of 60 institutions.” We selected institutions with (1) a range of
asset sizes; (2) CAMELS (capital adequacy, asset quality, management, earnings, liquidity, and sensitivity to
market risk) ratings of 2 or 3, as of 2022; (3) geographic diversity in the federal regulators’ regional offices
overseeing the institutions; and (4) the institutions with the highest total number of supervisory concerns issued
by the regulators from January 2018 through May 2023, the most current data available at the time of our
review.2

To select institutions with a range of asset sizes, we defined three asset-size categories: (1) large institutions
had $100 billion or more in assets, (2) regional institutions had $10 billion—$100 billion, and (3) community
institutions had less than $10 billion.® The nongeneralizable sample for each regulator consisted of five large
depository institutions, 10 regional depository institutions, and five community depository institutions. We
selected a larger number of regional institutions because (1) they have greater complexity in terms of their
business lines and products than community depository institutions, and (2) Silicon Valley Bank and Signature
Bank (each of which failed in 2023) were considered regional depository institutions based on their asset size
in 2018 but rapidly grew to over $100 billion in assets.

We selected depository institutions assigned a CAMELS composite rating of either 2 or 3 as of 2022 because
these ratings can indicate supervisory issues that the regulators should communicate to an institution early.

10ur sample did not include foreign bank institutions, such as branches and agencies; Edge Act corporations; bank holding companies;
financial holding companies; credit card banks; or trust banks. However, the sample may have included savings banks, savings and
loan associations, and industrial loan companies since these depository institutions accept insured deposits.

2|n an examination, a depository institution is rated on each CAMELS component and then given a composite rating, which generally
bears a close relationship to the component ratings. However, the composite is not an average of the component ratings. The
component and composite ratings are scored on a scale of 1 (best) to 5 (worst). Regulatory actions typically correspond to the
composite rating, with regulatory actions generally increasing in severity as ratings become worse.

30CC, the Federal Reserve, and FDIC organize supervised depository institutions into specific supervision programs depending on size
and complexity. The asset-size breakdown differs across the three regulators. For both the Federal Reserve and OCC, institutions are
considered large at the $100 billion threshold, whereas FDIC's large bank threshold is $10 billion. However, all three regulators have
designated community or small banks as institutions with assets of $10 billion or less.
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We selected depository institutions from the different locations of FDIC regional offices, Federal Reserve Bank
districts, and OCC regional offices to ensure some geographical diversity in the sample.

We selected depository institutions that had the highest numbers of supervisory concerns among depository
institutions supervised by FDIC, the Federal Reserve, and OCC from 2018 through 2022.

Selection of Supervisory Concerns

Because our review focused on safety and soundness concerns, we selected supervisory concerns related to
these issues. Specifically, for depository institutions supervised by OCC and the Federal Reserve, we focused
our review on safety and soundness concerns (excluding concerns related to consumer compliance, anti—
money laundering, information technology, and trust/wealth management).* We further narrowed the review to
the three risk categories with the highest numbers of supervisory concerns from 2018 through 2022. For OCC,
these categories were (1) Management, (2) Capital Markets, and (3) Commercial Credit Risk.® For the Federal
Reserve, they were (1) Governance and Controls/Management, Risk Management, Internal Controls, (2)
Credit Risk, and (3) Market Risk. Other than matters requiring board attention, FDIC does not centrally track
supervisory recommendations, so we could not determine which categories had the highest numbers of
supervisory concerns. Therefore, we reviewed concerns related to the same categories we selected for the
Federal Reserve.

Data Collection Instrument

For each of the 60 sampled institutions, we collected the following supervisory documentation dated from
January 2018 through May 2023: (1) annual reports of examination, (2) supervisory letters resulting from target
examinations, (3) the institutions’ written responses regarding remediation of supervisory concerns, and (4) the
regulators’ documentation on the remediation and closing of the concerns.

We created data collection instruments to aid our review of these documents and our assessment of whether
the regulators adhered to their communication criteria. For each regulator, the data collection instrument listed
the regulator’'s communication criteria, and as we reviewed the documentation for the selected supervisory
concerns, we marked whether the documentation contained each required element.

We identified each regulator’s requirements for communicating supervisory concerns in its policies and
procedures, the FDIC Division of Risk Management Supervision’s Manual of Examination Policies and
Continuous Examination Process Procedures, the Federal Reserve’s Commercial Bank Examination Manual,
and OCC'’s Bank Supervision Process Handbook.

In completing the data collection instruments, one analyst reviewed a supervisory document, such as an
annual examination report or a supervisory letter where supervisory concerns are described. The analyst
determined whether the communication aligned with the regulator’s guidance and recorded “yes” or “no,”

4We excluded these areas because, with exception of anti-money laundering, they generally are separate examinations from the safety
and soundness examinations.

5The Capital Markets category includes concerns related to investment, liquidity, and trading activities, among others.
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accompanied by explanatory notes. A second analyst reviewed the initial assessment to determine agreement
or disagreement. In cases of disagreement, the two analysts discussed and reconciled their differences.

We also collected from the supervisory documents (1) the time frame set by the regulators for each institution
to respond to the supervisory concerns, (2) the actual time frame within which each institution submitted a
written response to the regulators, and (3) the expected time frame for each institution to implement corrective
actions in response to supervisory concerns, among other items.

In total, we completed data collection instruments for 546 concerns across the 60 sampled institutions: 101
from OCC, 104 from the Federal Reserve, and 341 from FDIC.

Review of Administrative Data

To assess the regulators’ supervisory concern data, we collected administrative data from OCC, the Federal
Reserve, and FDIC to produce descriptive statistics on supervisory concerns issued from January 2018
through May 2023. These descriptive statistics included the number of supervisory concemns, the dates when
the concerns were opened and closed, and the number of concerns for specific supervisory categories, among
other items. We assessed the completeness and reliability of the data by performing electronic data testing to
identify missing values, logical inconsistencies, outliers, or duplicates. We determined the data were sufficiently
reliable for assessing timeliness of the closing of supervisory concerns.

Many supervisory concerns were still open when we received the administrative data from the regulators,
preventing us from calculating the full duration of all concerns. For this reason, we used the life table method of
survival analysis to estimate a concern’s probability of remaining open or closing as a function of time, up to
the end of the observation period (May 31, 2023). In our survival analysis, the dependent variable was
composed of two parts: (1) the time in days from when a concern was issued until it was closed and (2)
whether closure was observed.t

Review of Escalation Policies and Practices

To examine the regulators’ policies for escalating supervisory concerns to enforcement actions, we reviewed
their escalation guidance in OCC’s Policies and Procedures Manual, the Federal Reserve’s Commercial Bank
Examination Manual, and FDIC’s Risk Management Manual of Examination Policies. We compared these
policies against applicable federal standards for internal control, such as the principles that management
should define objectives clearly to enable risk identification and definition of risk tolerances.”

We also analyzed laws and regulations, including the Federal Deposit Insurance Corporation Act, as amended;
section 166 of the Dodd-Frank Wall Street and Reform and Consumer Protection Act, passed in 2010; and the
Economic Growth, Regulatory Relief, and Consumer Protection Act, passed in 2018, to assess their potential

6We used survival analysis to avoid making inaccurate conclusions about actual durations from this type of data, when the analyst can
only measure duration up to a certain time before the event (in our case, closure of a concern). Survival analysis accounts for analysis
units with complete or incomplete duration data. Without accounting for incomplete duration data, ordinary statistical methods, such as
the calculation of medians, would be based on a potentially biased sample of closed concerns.

TGAO, Standards for Internal Control in the Federal Government, GAO-14-704G (Washington, D.C.: Sept. 10, 2014).
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effect on regulators’ ability to escalated concerns. We analyzed OCC'’s “heightened standards” on corporate
governance regulation and FDIC’s proposed guidelines on corporate governance and risk management. In
addition, we reviewed material loss reports on Silicon Valley Bank, First Republic Bank, and Signature Bank
from the Office of the Inspector General of the Federal Reserve Board and FDIC’s Office of Inspector General.

To understand escalation practices, we interviewed examiners in charge and other examination team members
from three institutions per regulator (selected from the original sample of 60 institutions). We discussed their
application of escalation guidance and any impediments to escalating supervisory concerns to enforcement
actions. We interviewed team members from a fourth FDIC institution later in the review. The 16 examination
teams we interviewed were responsible for examining the depository institutions from January 2018 to March
2023. We interviewed 109 examiners across the three regulators. We selected these teams to include, for
each regulator, (1) one institution from each of the asset groups (large, regional, and community); (2) at least
one failed or liquidated institution; (3) institutions with supervisory concerns that had been open for longer
periods relative to similar institutions; and (4) institutions from different geographic regions.

We also interviewed seven experts in the fields of banking, finance, and economics. In selecting the experts,
we sought a range of perspectives from academia, industry associations, and think tanks. We identified the
experts through online research. To select these experts, we considered factors including the individuals’
credentials, experience and standing, previous published work, and whether they had recent publications
related to the March 2023 bank failures and other topics related to our objectives.

We conducted this performance audit from April 2023 to November 2024 in accordance with generally
accepted government auditing standards. Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our findings and conclusions based on our
audit objectives. We believe that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.
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Appendix Il: Analysis of Federal Banking
Regulators’ Compliance with Their Guidance on
Communication of Supervisory Concerns

The federal banking regulators—the Office of the Comptroller of the Currency, the Board of Governors of the
Federal Reserve System, and the Federal Deposit Insurance Corporation—each have their own guidance for
examiners regarding written communications of supervisory concerns. However, we identified five common
elements that are consistently included:

Condition or issue

Cause of the condition or issue

Potential effect or consequence of the condition or issue

Corrective action required to remediate the condition or issue

o k0=

Date by which institution commits to remediate the condition or issue

For our nongeneralizable sample of 60 institutions, we analyzed the extent to which the regulators followed
their guidance in reports of examination and target examination supervisory letters from January 2018 through
May 2023. While all the regulators included the first and fourth elements cited above in their communications,
the extent to which they included the other elements varied (see figs. 1-3).

See appendix | for more information on the methodology we used to collect and analyze the data.
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Figure 1: Federal Banking Regulators’ Communication of the Cause of Supervisory Concerns, January 2018—May 2023
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Source: GAO analysis of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC)

data. | GAO-25-106771
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Accessible Data for Figure 1: Federal Banking Regulators’ Communication of the Cause of Supervisory Concerns, January

2018-May 2023

Type of institution

Cause Communicated

Cases not communicated

Large 56
Regional 32
Small 13

Type of institution

Cause Communicated

Causes not communicated

Large 12
Regional 68 3
Small 20

Type of institution

Cause Communicated

Causes not communicated

Large 54 20
Regional 142 43
Small 60 22

Source: GAO analysis of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC) data. | GAO-25-106771

Note: This figure reflects the extent to which the cause of supervisory concerns was included in reports of examination and target examination
supervisory letters for our nongeneralizable sample of 60 institutions from January 2018 through May 2023.
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Figure 2: Federal Banking Regulators’ Communication of the Potential Effect of Supervisory Concerns, January 2018-May

2023
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Source: GAO analysis of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC)
data. | GAO-25-106771

Accessible Data for Figure 2: Federal Banking Regulators’ Communication of the Potential Effect of Supervisory Concerns,
January 2018—-May 2023

Type of institution  Potential effect Potential effect not
Communicated communicated

Large 56

Regional 32

Small 13

Type of institution  Potential effect Potential effect not
communicated communicated

Large 9 3

Regional 58 13

Small 14 7

Type of institution  Potential effect Potential effect not
communicated communicated

Large 69 5

Regional 151 34
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Type of institution  Potential effect Potential effect not
communicated communicated
Small 64 18

Source: GAO analysis of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC) data. | GAO-25-106771

Note: This figure reflects the extent to which the potential effect of supervisory concerns was included in reports of examination and target examination
supervisory letters for our nongeneralizable sample of 60 institutions from January 2018 through May 2023.

___________________________________________________________________________________________________________________________|
Figure 3: Financial Institutions’ Commitment to Remediate Supervisory Concerns, January 2018-May 2023
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Source: GAO analysis of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC)
data. | GAO-25-106771

Accessible Data for Figure 3: Financial Institutions’ Commitment to Remediate Supervisory Concerns, January 2018-May
2023

Type of institution =~ Unknown Institution provided Institution did not|provide
committeed|remediation date committed remediation|date

Large 4 52

Regional 9 23

Small 13
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Type of institution Unknown

Institution provided
committeed|remediation date

Institution did not|provide
committed remediation|date

Large 1 8 2
Regional 45 25
Small 1 17 3

Type of institution Unknown

Institution provided
committeed|remediation date

Institution did not|provide
committed remediation|date

Large 11 60 1
Regional 25 145 13
Small 9 46 21

Source: GAO analysis of Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation (FDIC), and Office of the Comptroller of the Currency (OCC) data. | GAO-25-106771

Note: This figure reflects the extent to which financial institutions committed to remediate supervisory concerns by a certain date in their responses to
reports of examination and target examination supervisory letters for our nongeneralizable sample of 60 institutions from January 2018 through May
2023. “Unknown” values represent instances when we could not definitely determine whether a specific date was provided by which the institution

committed to remediate the supervisory concern.
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Appendix Ill: Analysis of Federal Banking
Regulators’ Supervisory Concerns Issued from
January 2018 through May 2023

The following figures present analysis of administrative data from the federal banking regulators on supervisory
concerns from January 2018 through May 2023. The regulators are the Office of the Comptroller of the
Currency, Board of Governors of the Federal Reserve System, and Federal Deposit Insurance Corporation.

Number of Supervisory Concerns and Enforcement Actions by Type

Figure 4: Office of the Comptroller of the Currency, Number of Supervisory Concerns and Enforcement Actions, by Type,
January 2018-May 2023

Number opened
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5,000 4,744
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concerns enforcement enforcement
actions actions

Total opened

- Total closed

Source: GAO analysis of Office of the Comptroller of the Currency data. | GAO-25-106771

Accessible Data for Figure 4: Office of the Comptroller of the Currency, Number of Supervisory Concerns and Enforcement
Actions, by Type, January 2018—May 2023

Category Open Closed
Supervisory|concerns 6763 4744
Informal|enforcement|actions 161 0
Formallenforcement|actions 394 0

Source: GAO analysis of Office of the Comptroller of the Currency data. | GAO-25-106771
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Note: “Total closed” refers to closed concerns among those that were opened from January 2018 through May 2023. For informal and formal
enforcement actions, we did not calculate the total number closed.

Figure 5: Board of Governors of the Federal Reserve System, Number of Supervisory Concerns and Enforcement Actions, by
Type, January 2018—May 2023

Number opened
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3,000
2,000
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Source: GAO analysis of Board of Governors of the Federal Reserve System data. | GAO-25-106771

Accessible Data for Figure 5: Board of Governors of the Federal Reserve System, Number of Supervisory Concerns and
Enforcement Actions, by Type, January 2018-May 2023

Category Open Closed
Matters requiring attention 5701 4744
Matters requiring immediate attention 1167 787
Informal enforcement actions 272 0
Formal enforcement actions 322 0

Source: GAO analysis of Board of Governors of the Federal Reserve System data. | GAO-25-106771

Note: Totals for matters requiring attention and matters requiring immediate attention include state member banks, domestic bank holding companies,
domestic financial holding companies, domestic intermediate holding companies, savings and loan institutions, and savings and loan holding companies.
“Total closed” refers to closed concerns among those that were opened from January 2018 through May 2023.
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Figure 6: Federal Deposit Insurance Corporation, Number of Supervisory Concerns and Enforcement Actions, by Type,
January 2018—-May 2023
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Source: GAO analysis of Federal Deposit Insurance Corporation (FDIC) data. | GAO-25-106771

Accessible Data for Figure 6: Federal Deposit Insurance Corporation, Number of Supervisory Concerns and Enforcement
Actions, by Type, January 2018—May 2023

Category Open Closed
Supervisory recommendations 3532 2556
Matters requiring board attention 261 180
Informal enforcement actions 28

Matters requiring board attention (ungrouped) 1571 1042
Matters requiring board attention (grouped) 1269 1258
Formal enforcement actions 885

Source: GAO analysis of Federal Deposit Insurance Corporation (FDIC) data. | GAO-25-106771

Note: For institutions in the Point-in-Time Examination program, supervisory recommendations and informal enforcement actions are omitted because
FDIC did not have readily available data. For institutions in the Point-in-Time Examination program from January 2018 through June 2020, FDIC tracked
matters requiring board attention in “groups,” which may represent multiple matters. Starting in July 2020, FDIC tracked these matters individually.
Therefore, the total number of matters requiring board attention for institutions in the Point-in-Time Examination program is reported in both “ungrouped”
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and “grouped” categories, which may lead to a significant undercount of the actual totals. “Total closed” refers to closed concerns among those that were

opened from January 2018 through May 2023.

Number of Supervisory Concerns by Issue Area

Figure 7: Office of the Comptroller of the Currency, Number of Supervisory Concerns, Total Opened by Concern Examination

Area, January 2018—May 2023

Number of concerns opened
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Source: GAO analysis of Office of the Comptroller of the Currency data. | GAO-25-106771

Accessible Data for Figure 7: Office of the Comptroller of the Currency, Number of Supervisory Concerns, Total Opened by
Concern Examination Area, January 2018—May 2023

Concern examination area

Number of concerns opened

Source: GAO analysis of Office of the Comptroller of the

Asset management

408

Currency data. | GAO-25-106771
Note: The “BSA/AML” category includes

matters related to the Bank Secrecy Act or

anti-money laundering, and the “commercial
credit” category includes matters related to

commercial real estate risks.

BSA/AML 714
Bank information technology 1582
Capital 88
Capital markets 545
Commercial credit 1392
Consumer compliance 529
Earnings 38
Enterprise Governance and Operations 1138
Retail credit 329
Page 41

GAO-25-106771 Escalating Supervisory Concerns



Appendix lll: Analysis of Federal Banking Regulators’ Supervisory Concerns Issued from
January 2018 through May 2023

Figure 8: Board of Governors of the Federal Reserve System, Number of Matters Requiring Attention and Matters Requiring
Immediate Attention, Total Opened by Selected Issue Category, January 2018-May 2023
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Source: GAO analysis of Board of Governors of the Federal Reserve System data. | GAO-25-106771

Accessible Data for Figure 8: Board of Governors of the Federal Reserve System, Number of Matters Requiring Attention and
Matters Requiring Immediate Attention, Total Opened by Selected Issue Category, January 2018-May 2023

Category Number of concerns opened
Capital planning and positions 300

Governance and controls 1151

Liquidity risk management and positions 312

Asset and wealth management 264

BSA/AML issues 265

Credit risk 946

IT and operational risk 1387

Management, risk management, internal controls 1122

Market/liquidity 513

Source: GAO analysis of Board of Governors of the Federal Reserve System data. | GAO-25-106771

Note: Totals include state member banks, domestic bank holding companies, domestic financial holding companies, domestic intermediate holding
companies, savings and loan institutions, and savings and loan holding companies. The issue categories include only those with the highest totals of
matters requiring attention and matters requiring immediate attention, so the totals in this figure do not represent the complete numbers of matters

issued during the period. “Capital planning and positions” and “credit risk” include matters related to commercial real estate risks. The “BSA/AML issues”
category includes matters related to the Bank Secrecy Act or anti-money laundering.
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|
Figure 9: Federal Deposit Insurance Corporation, Number of Matters Requiring Board Attention, Total Opened by Supervisory
Category, Continuous Examination Program Institutions, January 2018-May 2023
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Source: GAO analysis of Federal Deposit Insurance Corporation (FDIC) data. | GAO-25-106771

|
Accessible Data for Figure 9: Federal Deposit Insurance Corporation, Number of Matters Requiring Board Attention, Total
Opened by Supervisory Category, Continuous Examination Program Institutions, January 2018-May 2023

Supervisory category Number of concerns opened
Bank Secrecy Act 170
Board/|management 343
Capital 70
Earnings 107
IRR/STMR 87
IT 262
Investment 16
Lending 238
Liquidity 101
Risk management 147
Trust 12

Source: GAO analysis of Federal Deposit Insurance Corporation (FDIC) data. | GA0-25-106771

Note: The supervisory categories listed include only categories with matters requiring board attention that match the categories for institutions in the
Point-in-Time Examination program. As a result, the totals in this figure do not reflect the total number of matters requiring board attention issued during
the period. The “IRR/STMR” category includes matters related to interest rate risk or sensitivity to market risk, and the “lending” category includes
matters related to commercial real estate risks.
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|
Figure 10: Federal Deposit Insurance Corporation, Number of Matters Requiring Board Attention, Total Opened by
Supervisory Category, Point-in-Time Examination Program Institutions, July 2020—May 2023
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Source: GAO analysis of Federal Deposit Insurance Corporation (FDIC) data. | GAO-25-106771

|
Accessible Data for Figure 10: Federal Deposit Insurance Corporation, Number of Matters Requiring Board Attention, Total
Opened by Supervisory Category, Point-in-Time Examination Program Institutions, July 2020-May 2023

Supervisory category Number of concerns opened
Bank Secrecy Act 48

Board/management 14

IRR/STMR 2

IT 43

Lending 7

Liquidity 9

Risk management 34

Source: GAO analysis of Federal Deposit Insurance Corporation (FDIC) data. | GAO-25-106771

Note: For institutions in the Point-in-Time Examination program from January 2018 through June 2020, FDIC tracked matters requiring board attention in
“groups,” which may represent multiple matters. Starting July 2020, FDIC tracked these matters individually. This figure includes the total number of
“ungrouped” matters requiring board attention for institutions in the Point-in-Time Examination program because “grouped” matters requiring board
attention were not tracked by supervision category. The “IRR/STMR” category includes matters related to interest rate risk or sensitivity to market risk,
and the “lending” category includes matters related to commercial real estate risks.
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Appendix IV: Comments from the Board of
Governors of the Federal Reserve System

BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM

WASHINGTON, D.C. 20551

DIVISION OF SUPERVISION
AND REGULATION

October 3, 2024

Michael E. Clements, Director

Financial Markets and Community Investment Team
United States Government Accountability Office
441 G Street, NW

Washington, DC 20548

Dear Mr. Clements:

Thank you for providing the Board of Governors of the Federal Reserve System
(“Federal Reserve”) with an opportunity to review the final draft of the Government
Accountability Office (“GAQO”) report titled: Bank Supervision: Federal Reserve and FDIC
Should Address Weaknesses in Their Process for Escalating Supervisory Concerns (GAO-25-
106771). The GAO’s report reviews the federal banking regulators’ processes and policies for
escalating supervisory concerns.

The GAO’s report makes two recommendations to the Federal Reserve:

The Chair of the Federal Reserve should determine whether to promulgate a regulation
or enforceable guidelines on corporate governance and risk management under section
39 of the Federal Deposit Insurance Act, consistent with those issued by the other

regulators, and document steps taken to make this determination. (Recommendation 1)

portions of Section 166 of the Dodd-I'rank Act, taking into account prior proposals and
public comments. (Recommendation 2)

The Federal Reserve recognizes the importance of using available supervisory tools to
may pose a threat to an institution’s safety and soundness.

Risks can materialize quickly and come from various sources, and supervisors should
take timely action as risks build up; deploy supervisory tools and escalation effectively; account
for changes in market, economic, and financial conditions in their examination priorities and
supervisory conclusions; and identify new and different patterns of risks. The Federal Reserve
has been making progress on these goals.

The Federal Reserve has been modifying supervisory processes so that once material
issues are identified, they are addressed more quickly by both bankers and supervisors. For
example, examiners have been conducting additional supervisory activities for supervised
institutions with large unrealized losses on securities, high CRE exposures, or other material
vulnerabilities. Where weaknesses in risk management have been identified, examiners are

The Chair of the Federal Reserve should issue a regulation to implement remaining open

require firms to timely and fully remediate issues identified through the supervisory process that
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requiring supervised institutions to address these weaknesses promptly and encouraging them to
bolster their capital and liquidity positions, as appropriate. To reaffirm the proper procedures for
raising supervisory concerns, this year we conducted mandatory training for all examiners on
providing proper support for supervisory findings and communicating those findings clearly to
bankers.

The Federal Reserve is also implementing practices to better incorporate forward-looking
analysis into supervision. A forward-looking view supports the goal of identifying and
addressing material risks before they become serious issues. Forward-looking risk analysis also
may help to challenge supervisory assessments and foster meaningful action where risks are
underappreciated.

With respect to the report’s first recommendation, the Federal Reserve will evaluate its
existing applicable standards and expectations to determine the appropriateness of promulgating
a new regulation or enforceable guidelines on corporate governance and risk management at
state member banks and holding companies.

In regard to the report’s second recommendation, the Federal Reserve appreciates the
benefits of early intervention in bank supervision in lessening the risk of failure among certain
financial institutions and improving the resilience of the U.S. banking system. The Federal
Reserve has implemented a number of regulations that substantially address the early
remediation measures contemplated by Section 166 of the Dodd-Frank Act, including through
the Board’s capital framework,! liquidity framework,? and guidance on acquisition
approvals.® In response to the recommendation, the Federal Reserve will continue to consider
how to address any residual elements of Section 166 of the Dodd-Frank Act in a manner
consistent with the statutory language and without creating unintended consequences.

We appreciate the GAO’s review of the Federal Reserve’s communication and escalation
of bank supervisory concerns and for the opportunity to comment.

Sincerely,
7]"/2 W/ { /V( 74 l\

Michael Gibson
Director

1 See 12 CFR 217.11(a)(4), (c)(1): 225.8(e)(4), (D). (8). G)(1), ()#)(iv); 252.63(c)(4).

2 See 12 CFR 249.40(a)-(c); 249.110(a)~(c).

3 See SR Letter 14-2: Enhancing Transparency in the Iiederal Reserve’s Applications Process (Feb. 24, 2014),
https://www federalreserve. gov/supetvisionreg/stletters/sr1402.htm; see also 12 U.S.C. §§ 1843(c)(8), (m)(3)-(4);
5363(a)-(b); 12 CFR 225.23-24.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

DIVISION OF SUPERVISION AND REGULATION
October 3, 2024

Michael E. Clements, Director

Financial Markets and Community Investment Team
United States Government Accountability Office

441 G Street, NW

Washington, DC 20548

Dear Mr. Clements:

Thank you for providing the Board of Governors of the Federal Reserve System (“Federal Reserve”) with an
opportunity to review the final draft of the Government Accountability Office (“GAQ”) report titled: Bank
Supervision: Federal Reserve and FDIC Should Address Weaknesses in Their Process for Escalating
Supervisory Concerns (GAO-25- 106771). The GAO’s report reviews the federal banking regulators’ processes
and policies for escalating supervisory concerns.

The GAO'’s report makes two recommendations to the Federal Reserve:

The Chair of the Federal Reserve should determine whether to promulgate a regulation or enforceable
guidelines on corporate governance and risk management under section 39 of the Federal Deposit Insurance
Act, consistent with those issued by the other regulators, and document steps taken to make this
determination. (Recommendation 1)

The Chair of the Federal Reserve should issue a regulation to implement remaining open portions of Section
166 of the Dodd-Frank Act, taking info account prior proposals and public comments. (Recommendation 2)

The Federal Reserve recognizes the importance of using available supervisory tools to require firms to timely
and fully remediate issues identified through the supervisory process that may pose a threat to an institution’s
safety and soundness.

Risks can materialize quickly and come from various sources, and supervisors should take timely action as
risks build up; deploy supervisory tools and escalation effectively; account for changes in market, economic,
and financial conditions in their examination priorities and supervisory conclusions; and identify new and
different patterns of risks. The Federal Reserve has been making progress on these goals.

Page 47 GAO-25-106771 Escalating Supervisory Concerns



Accessible Text for Appendix IV: Comments from the Board of Governors of the Federal
Reserve System

The Federal Reserve has been modifying supervisory processes so that once material issues are identified,
they are addressed more quickly by both bankers and supervisors. For example, examiners have been
conducting additional supervisory activities for supervised institutions with large unrealized losses on
securities, high CRE exposures, or other material vulnerabilities. Where weaknesses in risk management have
been identified, examiners are requiring supervised institutions to address these weaknesses promptly and
encouraging them to bolster their capital and liquidity positions, as appropriate. To reaffirm the proper
procedures for raising supervisory concerns, this year we conducted mandatory training for all examiners on
providing proper support for supervisory findings and communicating those findings clearly to bankers.

The Federal Reserve is also implementing practices to better incorporate forward-looking analysis into
supervision. A forward-looking view supports the goal of identifying and addressing material risks before they
become serious issues. Forward-looking risk analysis also may help to challenge supervisory assessments
and foster meaningful action where risks are underappreciated.

With respect to the report’s first recommendation, the Federal Reserve will evaluate its existing applicable
standards and expectations to determine the appropriateness of promulgating a new regulation or enforceable
guidelines on corporate governance and risk management at state member banks and holding companies.

In regard to the report’s second recommendation, the Federal Reserve appreciates the benefits of early
intervention in bank supervision in lessening the risk of failure among certain financial institutions and
improving the resilience of the U.S. banking system. The Federal Reserve has implemented a number of
regulations that substantially address the early remediation measures contemplated by Section 166 of the
Dodd-Frank Act, including through the Board’s capital framework," liquidity framework,? and guidance on
acquisition approvals.? In response to the recommendation, the Federal Reserve will continue to consider how
to address any residual elements of Section 166 of the Dodd-Frank Act in a manner consistent with the
statutory language and without creating unintended consequences.

We appreciate the GAO’s review of the Federal Reserve’s communication and escalation of bank supervisory
concerns and for the opportunity to comment.

Sincerely,

Michael Gibson
Director

1 See 12 CFR 217.11(a)(4), (c)(1); 225.8(e)(4), (f)(3), (9). ()(1). ()(4)(iv); 252.63(c)(4).
2 See 12 CFR 249.40(a)-(c); 249.110(a)-(c).

3 See SR Letter 14-2: Enhancing Transparency in the Federal Reserve’s Applications Process (Feb. 24, 2014),
https://www.federalreserve.gov/supervisionreg/srletters/sr1402.htm; see also 12 U.S.C. §§ 1843(c)(8), (m)(3)-(4); 5363(a)-(b); 12 CFR
225.23-.24.
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Appendix V: Comments from the Federal Deposit
Insurance Corporation

FDIC

Federal Deposit Insurance Corporation
550 17th Street NW, Washington, D.C. 20429-9990 Division of Risk Management Supervision

October 11, 2024

Michael Clements

Director

Financial Markets and Community Investment
U.S. Government Accountability Office

441 G Street, NW

Washington, D.C. 20548

Dear Mr. Clements:

The Federal Deposit Insurance Corporation appreciates the opportunity to review the
Government Accountability Office’s (GAO) draft report entitled BANK SUPERVISION:
Federal Reserve and FDIC Should Address Weaknesses in Their Process for Escalating
Supervisory Concerns (GAO-25-106771) (“Report”). The Report reviews the Federal banking
regulators’ practices in relation to escalating supervisory concerns to ensure that banks take
prompt action.!

GENERAL COMMENTS

We are pleased that GAO found that the FDIC employs a progressive enforcement regime to
address supervisory concerns, has established procedures to escalate supervisory concerns to
formal and informal actions, and has established guidance for the communication of supervisory
concerns to depository institutions. GAO also found that the FDIC generally followed its
guidance for communicating key details of supervisory concerns to institutions and
communicated supervisory information timely and within established agency goals.

However, we expressed concern to the GAO staff that some findings in the draft report appeared
to be based solely on interviews with individual examiners and that GAO did not appear to take
into consideration others’ views or supporting documentation for context. While GAO staff
made several changes based on our comments, the Final GAO report continues to feature certain
statements that lack context and perspective from other RMS officials involved in the specific
examples cited. Examples include the following:

The GAO Highlights Page states: “Examiners from two selected banks cited concerns
about managers altering conclusions without consulting the examiners or being
unreceptive to divergent views, potentially introducing risk of bias.”

Page 32 of the Draft Report states: “Additionally, examiners and examiners in charge
from selected institutions described instances of case managers exhibiting biased

! The Federal Banking agencies are the FDIC, the Board of Governors of the Federal Reserve System (Federal
Reserve, or Fed), and the Office of the Comptroller of the Currency (OCC).
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behavior, including informal meetings between case managers and institutions that may
not have been appropriate.

GAO staff did not interview other managers and participants in these cases; therefore, these
statements lack important context and perspective. Moreover, the report provides no support for
the implications of potential bias risk. FDIC levels of review are in place to ensure policies are
being followed in a consistent manner and to guard against regulatory capture and bias. GAO
acknowledged those policies and controls in its September 2020 Report entitled BANK
SUPERVISION: FDIC Could Better Address Regulatory Capture Risks, but does not do so in
the subject report:

FDIC also has policies that require case managers to review the evidence presented and
to determine whether the examination teams’ proposed CAMELS ratings, supervisory
recommendations, and corrective actions are appropriate to the information discussed in
the draft examination report. If case managers decide that significant changes are needed,
FDIC policy requires that they discuss those differences with examiners-in-charge.
Unresolved differences must be brought to the attention of the regional director or to an
individual designated by the regional director for resolution prior to completion of the
review. Any changes to CAMELS ratings—even if the examiner-in-charge ultimately
agrees with a case manager’s change—are to be documented in a database used to track
examination results. As a result, this policy can help to limit the effect any one
individual can have on an examination by making key decisions available for review,
thereby reducing the risk of capture (emphasis added) (September 2020 GAO Report).?

Changes made to alter examiner findings sometimes turn out to be favorable toward the bank and
sometimes not. In fact, the GAO reported that in one case, certain findings were removed, but in
another case, a violation was added. Changes could also have been made because the
conclusions were not supported by the facts and analysis presented by the examiner. FDIC
policies regarding regional office personnel making substantial changes to a report of
examination are described in the case manager procedures that were provided to the GAO staff
during the audit process. A key purpose of the regional office review process is to ensure that
findings presented by the examiner are well supported, and if not, changes must be made to the
work product.

Within the draft report, the GAO compares FDIC practices and positions to those of the other
federal agencies. While the federal banking agencies have some commonalities, they also have
distinct differences. For instance, FDIC supervises more than three times as many banks as the
OCC and more than four times as many as the Federal Reserve. Further, the average size of
these banks is much smaller than the federal agency counterparts. These differences are
important to recognize when evaluating items such as capture risk. For instance, an FDIC case
manager oversees an average caseload of over 26 banks, and thus would not be as concentrated
in working on any particular institution as much as a dedicated examiner-in-charge or as a
federal regulatory counterpart that may be focused on a fewer number of banks.

2 See GAO-20-519. BANK SUPERVISION: FDIC Could Better Address Regulatory Capture Risks
2
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In addition, when comparing agencies, it is worth noting that the FDIC and Federal Reserve
share supervisory responsibility with the state supervisory authorities, which provides another
check and balance over the supervisory process, while the OCC does not. The Federal Reserve
banks are authorized to conduct examinations through a delegation from the Board of Governors,
while the FDIC and the OCC are government agencies, with the regions and districts reporting to
headquarters.

RECOMMENDATIONS

The Report contains three recommendations. The FDIC agrees with two recommendations and
disagrees with one recommendation.

Recommendation 1 - Develop a central database for recording and reporting supervisory
recommendations, similar to that used for matters requiring board attention.

RMS Response:

Concur. FDIC’s Division of Risk Management Supervision (RMS) maintains the Virtual
Supervisory Information on the Net (ViSION)? system as an internal centralized database for
managing and tracking supervisory records for all FDIC-insured institutions, including Matters
Requiring Board Attention (MRBA) issued to FDIC-Supervised institutions. MRBA are a subset
of supervisory recommendations.* However, ViSION is an older technology, which RMS has
been working toward replacing with modernized technology and business processes under its
longer-term Supervision 360 project. Notwithstanding, RMS will explore interim technology
solutions to track supervisory recommendations for all FDIC-supervised institutions. RMS
expects to implement such a solution to centralize supervisory recommendations by June 30,
2025.

Recommendation 2 - Establish procedures, such as a vetting meeting, to ensure that
managers formally consult with the entire examination team and relevant stakeholders
before making substantive changes to examination findings. Such a process should also
include documentation of any divergent views that arise.

RMS Response:

Generally concur. RMS Examiners work as a cohesive team and collaborate on examination
activities, making it difficult for any single examiner to affect the scope or rigor of an
examination. RMS’ procedures provided to GAO require communication and, for instances in
which significant changes are made to examination findings contained in a Report of
Examination (ROE) or Supervisory Letter (SL), include a requirement for an additional layer of
management review for changes where the examiner-in-charge (EIC) disagrees with the changes.

3 ViSION provides automated support for many aspects of financial institution supervision, including application
tracking, case management, safety and soundness and related specialty examinations, offsite monitoring, large bank
analysis, management reporting, workload management and processing and security.

4 See Statement of I'DIC Board of Directors on the Development and Communication of Supervisory
Recommendations.

Page 51 GAO-25-106771 Escalating Supervisory Concerns



Appendix V: Comments from the Federal Deposit Insurance Corporation

Additional layers of review are also required for institutions with assets greater than $10 billion
or ratings of 3 or worse. RMS has also issued procedures that document examination rating
changes during the ROE and SL review process, including to document whether the EIC
disagrees, within FDIC’s record systems, as well as an annual review of all such changes
conducted by RMS’ Internal Control and Review Section staff.

The EIC is responsible for all the findings of the ROE or SL submitted for review. The
procedures noted above have served RMS well, particularly given RMS’ caseload for
discussions relative to point-in-time examinations where EIC’s are more intimately involved in
all aspects of the examination.

Examination findings at institutions under the continuous examination process (CEP) are
typically more complex and specialized. As such, the supervision of CEP institutions has
additional layers of control in place, including reviews by senior examination analysts within
Large Bank Supervision at FDIC Headquarters. That being said, FDIC staff agree that
discussion of such examination findings with the EIC, relevant members of the examination
team, and other subject matter experts may be beneficial. For CEP examinations, RMS will
enhance procedures for communication between the examination team and relevant stakeholders,
including field office and regional office management, case managers, Washington Office
review staff and management, and State Regulatory Agencies. The expectation is to formalize a
process for the examination team and relevant stakeholders for discussing and documenting
views on supervisory ratings and findings before substantive changes are made to the
examination findings. These procedures will be updated and communicated to staff by June 30,
2025. RMS will also re-emphasize existing instructions to Regional Office reviewers.

Recommendation 3 - Create a requirement that case managers periodically rotate
assignments.

RMS Response:

RMS does not concur. The GAO report does not provide sufficient support for the
recommendation, does not recognize that the case manager position is a separate and important
part of RMS’ lines of defense both against regulatory capture and to ensure consistency with
examination policies, and does not consider other controls for mitigating the potential risk of
regulatory capture of case managers, including controls that were acknowledged in GAO’s 2020
report on regulatory capture.

GAOQO’s report includes the following statement: “FDIC officials told us that case managers are
not required to rotate assignments after a certain number of years, unlike the Federal Reserve
and OCC.” (emphasis added). As the Federal Reserve and OCC do not utilize a similar case
manager position, it is not clear what positions at the other agencies the GAO is using as a
comparison.

3 See Footnote 2.
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GAO staff also asserts that RMS’ criteria for examiner rotations aligns with case manager duties:
“FDIC officials require rotations for individuals when (1) the primary portion of their tasks
involves continuing broad and lead responsibility for examining an institution and (2) they are
required to interact routinely with financial institution officers and staff and to have on-site
presence.” GAO staff then assert that the case manager’s duties as a primary point of contact
aligns with these statements. However, it is not the case that case managers are required “to
have on-site presence.” Case managers work in regional office settings and would only have an
on-site presence at a bank in their portfolio for an occasional meeting. Case managers do not
have a lead responsibility for examining an institution; that responsibility lies with the examiner-
in-charge. Moreover, GAO staff did not recognize that in 2019, RMS already considered case
manager duties in the development of examiner rotation policies, and determined that such
policies should explicitly exclude individuals who: “serve primarily in a supporting or offsite
role, such as LIDI analysts, case managers, or review examiners.”

Also, as described above, GAO includes comments from examiners regarding case managers
“exhibiting biased behavior,” and having “informal meetings...that may have been
inappropriate.” Additionally, GAO states that “case managers overrode examiner assessments
...without consultation or providing adequate support.” These comments are lack important
perspective as there is no evidence that GAO took steps to interview Regional Office personnel,
including case managers or managers, to obtain the Regional Office perspective on these
comments, or otherwise found corroborating evidence to support such comments.

RMS’ case managers serve as an additional line of defense against regulatory capture. They
review ROEs and SLs prepared by examination staff to ensure they are well supported and
prepared in conformance with FDIC’s policies. When substantive changes are made to ROEs
and SLs during the review process, case managers are required to discuss such changes with the
examiner-in-charge (EIC), and if the EIC disagrees, the changes are to be discussed with the
Regional Director (or designee). Additionally, ROEs and SLs that meet certain criteria require
additional levels of review, including any bank with an interagency Uniform Financial
Institutions Rating System rating of composite 3 or worse, any bank that has had a rating change
during the review process, or any bank that exceeds $10 billion in total assets, among other
criteria.® Further, banks over $10 billion are subject to additional review by analysts within
Large Bank Supervision based out of the Washington Office. Lastly, FDIC’s delegations of
authority require additional layers of review for enforcement actions, providing yet another
mitigating control to regulatory capture of a case manager. There is no recognition by GAO of
these controls, contrary to the earlier GAO audit on regulatory capture.

The FDIC shares joint supervisory responsibilities with state authorities for state-chartered
institutions that are not members of the Federal Reserve System. The FDIC either alternates
examinations or, particularly for larger and problematic institutions, conducts examinations on a
joint basis. Case managers coordinate supervisory activities with state counterparts, including
review of joint examinations, further ensuring independence in the review of ROEs and SLs.
Because of the rotation of examiners-in-charge, continuity of the case manager has served to

5 Full set of criteria was provided to the GAO staff during the audit process.
5

Page 53 GAO-25-106771 Escalating Supervisory Concerns



improve coordination and consistency of supervisory communication between the FDIC, the
institution, and state authorities.

Thank you for your efforts and if you have any questions or need additional follow-up
information, please do not hesitate to contact me.

Sincerely,

DOREEN oo ey
EBERLEY Drivssss:
Doreen R. Eberley
Director
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the Federal Deposit Insurance Corporation

Federal Deposit Insurance Corporation
550 17th Street NW, Washington, D.C. 20429-9990

Division of Risk Management Supervision
October 11, 2024

Michael Clements

Director

Financial Markets and Community Investment
U.S. Government Accountability Office

441 G Street, NW

Washington, D.C. 20548

Dear Mr. Clements:

The Federal Deposit Insurance Corporation appreciates the opportunity to review the Government
Accountability Office’s (GAO) draft report entitled BANK SUPERVISION: Federal Reserve and FDIC Should
Address Weaknesses in Their Process for Escalating Supervisory Concerns (GAO-25-106771) (“Report”). The
Report reviews the Federal banking regulators’ practices in relation to escalating supervisory concerns to
ensure that banks take prompt action.!

GENERAL COMMENTS

We are pleased that GAO found that the FDIC employs a progressive enforcement regime to address
supervisory concerns, has established procedures to escalate supervisory concerns to formal and informal
actions, and has established guidance for the communication of supervisory concerns to depository
institutions. GAO also found that the FDIC generally followed its guidance for communicating key details of
supervisory concerns to institutions and communicated supervisory information timely and within established
agency goals.

However, we expressed concern to the GAO staff that some findings in the draft report appeared to be based
solely on interviews with individual examiners and that GAO did not appear to take into consideration others’
views or supporting documentation for context. While GAO staff made several changes based on our
comments, the Final GAO report continues to feature certain statements that lack context and perspective from
other RMS officials involved in the specific examples cited. Examples include the following:

1 The Federal Banking agencies are the FDIC, the Board of Governors of the Federal Reserve System (Federal Reserve, or Fed), and
the Office of the Comptroller of the Currency (OCC).
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The GAO Highlights Page states: “Examiners from two selected banks cited concerns about managers altering
conclusions without consulting the examiners or being unreceptive to divergent views, potentially introducing
risk of bias.”

Page 32 of the Draft Report states: “Additionally, examiners and examiners in charge from selected institutions
described instances of case managers exhibiting biased behavior, including informal meetings between case
managers and institutions that may not have been appropriate.

GAO staff did not interview other managers and participants in these cases; therefore, these statements lack
important context and perspective. Moreover, the report provides no support for the implications of potential
bias risk. FDIC levels of review are in place to ensure policies are being followed in a consistent manner and to
guard against regulatory capture and bias. GAO acknowledged those policies and controls in its September
2020 Report entitled BANK SUPERVISION: FDIC Could Better Address Regulatory Capture Risks, but does
not do so in the subject report:

FDIC also has policies that require case managers to review the evidence presented and to determine whether
the examination teams’ proposed CAMELS ratings, supervisory recommendations, and corrective actions are
appropriate to the information discussed in the draft examination report. If case managers decide that
significant changes are needed, FDIC policy requires that they discuss those differences with examiners-in-
charge. Unresolved differences must be brought to the attention of the regional director or to an individual
designated by the regional director for resolution prior to completion of the review. Any changes to CAMELS
ratings—even if the examiner-in-charge ultimately agrees with a case manager’s change—are to be
documented in a database used to track examination results. As a result, this policy can help to limit the effect
any one individual can have on an examination by making key decisions available for review, thereby reducing
the risk of capture (emphasis added) (September 2020 GAO Report).2

Changes made to alter examiner findings sometimes turn out to be favorable toward the bank and sometimes
not. In fact, the GAO reported that in one case, certain findings were removed, but in another case, a violation
was added. Changes could also have been made because the conclusions were not supported by the facts
and analysis presented by the examiner. FDIC policies regarding regional office personnel making substantial
changes to a report of examination are described in the case manager procedures that were provided to the
GAO staff during the audit process. A key purpose of the regional office review process is to ensure that
findings presented by the examiner are well supported, and if not, changes must be made to the work product.

Within the draft report, the GAO compares FDIC practices and positions to those of the other federal agencies.
While the federal banking agencies have some commonalities, they also have distinct differences. For
instance, FDIC supervises more than three times as many banks as the OCC and more than four times as
many as the Federal Reserve. Further, the average size of these banks is much smaller than the federal
agency counterparts. These differences are important to recognize when evaluating items such as capture risk.
For instance, an FDIC case manager oversees an average caseload of over 26 banks, and thus would not be
as concentrated in working on any particular institution as much as a dedicated examiner-in-charge or as a
federal regulatory counterpart that may be focused on a fewer number of banks.

2 See GAO-20-519, BANK SUPERVISION: FDIC Could Better Address Regulatory Capture Risks
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In addition, when comparing agencies, it is worth noting that the FDIC and Federal Reserve share supervisory
responsibility with the state supervisory authorities, which provides another check and balance over the
supervisory process, while the OCC does not. The Federal Reserve banks are authorized to conduct
examinations through a delegation from the Board of Governors, while the FDIC and the OCC are government
agencies, with the regions and districts reporting to headquarters.

RECOMMENDATIONS

The Report contains three recommendations. The FDIC agrees with two recommendations and disagrees with
one recommendation.

Recommendation 1 - Develop a central database for recording and reporting supervisory recommendations,
similar to that used for matters requiring board attention.

RMS Response:

Concur. FDIC’s Division of Risk Management Supervision (RMS) maintains the Virtual Supervisory Information
on the Net (ViSION)? system as an internal centralized database for managing and tracking supervisory
records for all FDIC-insured institutions, including Matters Requiring Board Attention (MRBA) issued to FDIC-
Supervised institutions. MRBA are a subset of supervisory recommendations.* However, ViSION is an older
technology, which RMS has been working toward replacing with modernized technology and business
processes under its longer-term Supervision 360 project. Notwithstanding, RMS will explore interim technology
solutions to track supervisory recommendations for all FDIC-supervised institutions. RMS expects to
implement such a solution to centralize supervisory recommendations by June 30, 2025.

Recommendation 2 - Establish procedures, such as a vetting meeting, to ensure that managers formally
consult with the entire examination team and relevant stakeholders before making substantive changes to
examination findings. Such a process should also include documentation of any divergent views that arise.

RMS Response:

Generally concur. RMS Examiners work as a cohesive team and collaborate on examination activities, making
it difficult for any single examiner to affect the scope or rigor of an examination. RMS’ procedures provided to
GAO require communication and, for instances in which significant changes are made to examination findings
contained in a Report of Examination (ROE) or Supervisory Letter (SL), include a requirement for an additional
layer of management review for changes where the examiner-in-charge (EIC) disagrees with the changes.

Additional layers of review are also required for institutions with assets greater than $10 billion or ratings of 3 or
worse. RMS has also issued procedures that document examination rating changes during the ROE and SL
review process, including to document whether the EIC disagrees, within FDIC’s record systems, as well as an
annual review of all such changes conducted by RMS’ Internal Control and Review Section staff.

3 ViSION provides automated support for many aspects of financial institution supervision, including application tracking, case
management, safety and soundness and related specialty examinations, offsite monitoring, large bank analysis, management reporting,
workload management and processing and security.

4 See Statement of FDIC Board of Directors on the Development and Communication of Supervisory Recommendations.
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The EIC is responsible for all the findings of the ROE or SL submitted for review. The procedures noted above
have served RMS well, particularly given RMS’ caseload for discussions relative to point-in-time examinations
where EIC’s are more intimately involved in all aspects of the examination.

Examination findings at institutions under the continuous examination process (CEP) are typically more
complex and specialized. As such, the supervision of CEP institutions has additional layers of control in place,
including reviews by senior examination analysts within Large Bank Supervision at FDIC Headquarters. That
being said, FDIC staff agree that discussion of such examination findings with the EIC, relevant members of
the examination team, and other subject matter experts may be beneficial. For CEP examinations, RMS will
enhance procedures for communication between the examination team and relevant stakeholders, including
field office and regional office management, case managers, Washington Office review staff and management,
and State Regulatory Agencies. The expectation is to formalize a process for the examination team and
relevant stakeholders for discussing and documenting views on supervisory ratings and findings before
substantive changes are made to the examination findings. These procedures will be updated and
communicated to staff by June 30, 2025. RMS will also re-emphasize existing instructions to Regional Office
reviewers.

Recommendation 3 - Create a requirement that case managers periodically rotate assignments.

RMS Response:

RMS does not concur. The GAO report does not provide sufficient support for the recommendation, does not
recognize that the case manager position is a separate and important part of RMS’ lines of defense both
against regulatory capture and to ensure consistency with examination policies, and does not consider other
controls for mitigating the potential risk of regulatory capture of case managers, including controls that were
acknowledged in GAO’s 2020 report on regulatory capture.5

GAO'’s report includes the following statement: “FDIC officials told us that case managers are not required to
rotate assignments after a certain number of years, unlike the Federal Reserve and OCC.” (emphasis added).
As the Federal Reserve and OCC do not utilize a similar case manager position, it is not clear what positions at
the other agencies the GAO is using as a comparison.

GAO staff also asserts that RMS’ criteria for examiner rotations aligns with case manager duties: “FDIC
officials require rotations for individuals when (1) the primary portion of their tasks involves continuing broad
and lead responsibility for examining an institution and (2) they are required to interact routinely with financial
institution officers and staff and to have on-site presence.” GAO staff then assert that the case manager’'s
duties as a primary point of contact aligns with these statements. However, it is not the case that case
managers are required “to have on-site presence.” Case managers work in regional office settings and would
only have an on-site presence at a bank in their portfolio for an occasional meeting. Case managers do not
have a lead responsibility for examining an institution; that responsibility lies with the examiner- in-charge.
Moreover, GAO staff did not recognize that in 2019, RMS already considered case manager duties in the
development of examiner rotation policies, and determined that such policies should explicitly exclude
individuals who: “serve primarily in a supporting or offsite role, such as LIDI analysts, case managers, or
review examiners.”

5 See Footnote 2.
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Also, as described above, GAO includes comments from examiners regarding case managers “exhibiting
biased behavior,” and having “informal meetings...that may have been inappropriate.” Additionally, GAO states
that “case managers overrode examiner assessments...without consultation or providing adequate support.”
These comments are lack important perspective as there is no evidence that GAO took steps to interview
Regional Office personnel, including case managers or managers, to obtain the Regional Office perspective on
these comments, or otherwise found corroborating evidence to support such comments.

RMS’ case managers serve as an additional line of defense against regulatory capture. They review ROEs and
SLs prepared by examination staff to ensure they are well supported and prepared in conformance with FDIC’s
policies. When substantive changes are made to ROEs and SLs during the review process, case managers
are required to discuss such changes with the examiner-in-charge (EIC), and if the EIC disagrees, the changes
are to be discussed with the Regional Director (or designee). Additionally, ROEs and SLs that meet certain
criteria require additional levels of review, including any bank with an interagency Uniform Financial Institutions
Rating System rating of composite 3 or worse, any bank that has had a rating change during the review
process, or any bank that exceeds $10 billion in total assets, among other criteria.® Further, banks over $10
billion are subject to additional review by analysts within Large Bank Supervision based out of the Washington
Office. Lastly, FDIC’s delegations of authority require additional layers of review for enforcement actions,
providing yet another mitigating control to regulatory capture of a case manager. There is no recognition by
GAO of these controls, contrary to the earlier GAO audit on regulatory capture.

The FDIC shares joint supervisory responsibilities with state authorities for state-chartered institutions that are
not members of the Federal Reserve System. The FDIC either alternates examinations or, particularly for
larger and problematic institutions, conducts examinations on a joint basis. Case managers coordinate
supervisory activities with state counterparts, including review of joint examinations, further ensuring
independence in the review of ROEs and SLs. Because of the rotation of examiners-in-charge, continuity of the
case manager has served to improve coordination and consistency of supervisory communication between the
FDIC, the institution, and state authorities.

Thank you for your efforts and if you have any questions or need additional follow-up information, please do
not hesitate to contact me.

Sincerely,

DOREEN EBERLEY

Digitally signed by
DOREEN EBERLEY
Date: 2024.10.11
17:49:50 -04'00'

Doreen R. Eberley
Director

6 Full set of criteria was provided to the GAO staff during the audit process.
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