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Chapter 4 

The Federal Reserve Bank Supervision 
Enhancement Program 

In 1985, the Federal Reserve initiated a 
program to improve the effectiveness of 
its supervision and regulation of banking 
organizations. The program had the 
following basic goals: 

• Early identification of banking prob-
lems through more frequent on-site ex-
aminations of state member banks and 
inspections of bank holding companies 
and more intensive off-site surveillance 
of these organizations 

• Expeditious correction of problems 
identified in examinations and inspections 
through clear and succinct oral and 
written communication with the manage-
ment and boards of directors of organiza-
tions and, when necessary, through ap-
propriate enforcement actions 

• More effective prevention of prob-
lems by strengthening prudential stan-
dards that banking organizations must 
meet. 

The program had two other important 
elements: augmenting the size and im-
proving the training of supervisory 
staff and promoting greater coordination 
with other federal and state supervisory 
agencies. 

Intensified Frequency of 
Examinations and Inspections 
and Cooperation 
with State Agencies 
In late 1985, the Board adopted a policy 
specifying a general increase in the 
required frequency of examinations of 
state member banks and inspections of 
bank holding companies. System require-

ments had been that state member banks 
judged to be in sound condition on their 
most recent examination were to be 
examined at least every eighteen months 
and that bank holding companies were to 
be inspected once every three years 
(except for small, trouble-free, shell 
holding companies which were visited 
when time permitted). The new policy 
mandated that state member banks and 
bank holding companies must be exam-
ined or inspected at least once each year; 
and the largest institutions and those with 
significant problems, every six months. 
The policy specified exceptions for the 
smallest companies, which are selected 
for inspection on a sampling basis, and 
for intermediate-sized, noncomplex hold-
ing companies, which are inspected every 
two to three years. 

Coincident with the adoption of the 
new policy regarding examinations and 
inspections, the Board instructed Reserve 
Bank officials to promote greater cooper-
ation with the state banking authorities in 
their Districts. To that end, meetings 
were held with state bank supervisors to 
reaffirm existing cooperative arrange-
ments for examining and otherwise super-
vising state-chartered banks and bank 
holding companies and to establish new 
arrangements where possible. These 
arrangements call for a Reserve Bank 
and a state agency either to alternate 
years in examining institutions and to 
share resulting reports or to conduct 
examinations jointly and to prepare a 
common report. In either case, both 
parties are directly involved in supervis-
ing an organization and are informed 
about its condition. At the same time, the 
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avoidance of duplicated work results in 
economies. 

The Reserve Bank officials also in-
formed the state supervisors of the Fed-
eral Reserve's intention to provide finan-
cial assistance for the training of state 
examiners. Subsequently, the Board gave 
contributions to the Education Founda-
tion of State Bank Supervisors, and the 
Reserve Banks financially assisted state 
examiners to attend training courses 
offered by the Federal Reserve and by the 
Federal Financial Institutions Examina-
tion Council (FFIEC). 

In 1990, the Federal Reserve Banks 
completed, independently or jointly with 
the states, 764 examinations of state 
member banks. The states, under 
alternate-year arrangements, indepen-
dently completed another 301 examina-
tions of state member banks. Reflecting 
the mandate that large and troubled 
organizations are to be examined more 
than once annually, the total examinations 
in 1990 exceeded the number of state 
member banks (1,047). The Federal 
Reserve also completed 2,080 bank hold-
ing company inspections in 1990, some-
what exceeding the number mandated by 
the System's inspection policy. 

In recent years, the Federal Reserve, 
in carrying out its central banking role, 
has on occasion diverted examiner re-
sources to assist in resolving important 
problems in the thrift industry. In 1985, 
the Federal Reserve sent a large team of 
examiners to Ohio to help the state with 
state-insured thrift institutions. Later the 
same year, the Federal Reserve sent 
examiners to help resolve similar prob-
lems that had arisen with state-insured 
savings and loan institutions in Maryland. 
As a result of these experiences, the 
System established, as an element of the 
enhanced supervision program, a Special 
Examination Response team. In 1989, 
this team helped examine troubled thrift 
institutions before they were placed in 

conservatorship first by the Federal 
Savings and Loan Insurance Corporation 
and then by its successor in this activity, 
the Resolution Trust Corporation. It has 
also been used when the System has 
needed to marshal its resources to deal 
with acute problems in a single District. 

Communication with 
Management and 
Boards of Directors 
The Federal Reserve has long had exam-
iners prepare written reports on their 
examinations and inspections for distri-
bution to the institution's management 
and board of directors. As part of the 
supervisory enhancement program, the 
Board strengthened these procedures 
by instructing that the summary section 
of examination reports be written with 
more precision and by requiring that a 
separate "Summary of Findings," which 
spelled out identified problems clearly 
and succinctly, be distributed to each 
member of an organization's board of 
directors. The Board also directed that, 
when problems of large organizations 
were deemed to be relatively serious, 
meetings traditionally held with an insti-
tution's management and board of di-
rectors following an examination or 
inspection be attended not only by exam-
iners but also by senior Reserve Bank 
officials. The purpose of these initiatives 
was to make sure that directors as well 
as senior management were fully in-
formed of problems uncovered in the 
examination or inspection of their insti-
tution and to emphasize their responsi-
bility to take immediate steps to correct 
the problems. 

Examiner Training 
To enhance the ability of examiners to 
communicate, the Federal Reserve intro-
duced an effective writing course in its 
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examiner training. The FFIEC added to 
its training program a course on making 
effective oral presentations to boards of 
directors. The Federal Reserve also 
bolstered the traditional "core" courses in 
its examiner training program by adding 
a range of new topics, including risk-
based capital, derivative products, asset 
and liability management, and lending 
related to real estate; and it introduced a 
seminar for senior examiners on current 
supervisory issues and problems. 

Prudential Supervision Policies 
The Board adopted many policies over 
the latter half of the decade to strengthen 
its supervision program. Of considerable 
importance was the adoption of a policy 
that added emphasis to the System's 
traditional policy that dividend payments 
should be made only from current and 
recently retained earnings, not from 
borrowings or nonrecurring sources of 
income. It was also stressed that, in 
formulating their dividend policy, bank-
ing organizations should carefully con-
sider their overall financial condition, 
particularly the sufficiency of their capital 
base, and that bank holding companies 
should review the adequacy of their sub-
sidiary banks' capital before declaring 
dividends to the parent company. 

The policy in the supervision enhance-
ment program of perhaps the greatest 
importance and with the farthest reaching 
consequences is the International Risk-
based Capital Standard. The Federal 
Reserve cooperated with the Office of the 
Comptroller of the Currency (OCC) and 
the Federal Deposit Insurance Corpora-
tion (FDIC) to develop an early version 
of this standard, and subsequently the 
three agencies worked with members of 
the Basle Supervisors Committee on a 
version that would be acceptable to 
countries in the Group of Ten (G-10). 
The Central Bank Governors in the G-10 

reviewed and endorsed the proposal in 
mid-1988; and, by year-end 1988, all 
G-10 countries plus Luxembourg had 
adopted it. 

This standard offers several advantages 
over the primary capital standard that it 
replaces. It broadly differentiates among 
the relative riskiness of banking assets 
and takes into account off-balance-sheet 
risk exposures of banking organizations. 
Also, because many countries in addition 
to those in the G-10 have adopted the 
standard, it will be applicable to banking 
organizations in all countries with impor-
tant financial centers and will thus help to 
promote a level playing field for U.S. 
organizations as they compete with banks 
in other countries. The first phase of the 
standard was introduced at year-end 
1990, and the standard is scheduled to be 
fully phased in at year-end 1992. 

The risk-based standard has been 
refined and supplemented since its adop-
tion. Of most significance, a leverage 
ratio that compares a bank's capital 
position, as defined under the risk-based 
standard, with its total assets has been 
adopted by the Federal Reserve and 
the OCC and is under final considera-
tion by the FDIC. The leverage ratio 
addresses certain banking risks not 
captured by the risk-based standard. 
Also, the Basle Supervisors Committee 
is studying ways to incorporate a measure 
for interest rate risk into the risk-based 
capital framework. 

The Board has adopted other important 
supervisory policies as part of the super-
vision enhancement program, including 
a policy on defining heavily leveraged 
transaction; a policy on less-developed-
country debt that, among other elements, 
established strict conditions for taking 
such debt out of nonaccrual status; and a 
policy to discourage holding companies 
from inappropriately relying on commer-
cial paper and other short-term debt in 
funding their operations. 
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Resource Allocations 
When approving the supervision enhance-
ment program in 1985, the Board recog-
nized that to implement and carry out the 
expanding supervisory activities would 
require a major augmentation of supervi-
sory resources. Reserve Banks have thus 
been encouraged to increase supervision 
staff, in particular examiner staff. The 
Board also authorized a sizable increase 

in staff in its Division of Banking Super-
vision and Regulation. 

As table 4.1 shows, Federal Reserve 
resources devoted to bank supervision 
and regulation increased materially be-
tween 1985 and 1990. The Federal Re-
serve has budgeted further sizable in-
creases for 1991 because of the heavy 
workload resulting from the continued 
problems in the banking industry. 

Table 4.1 
Expenses and Personnel of the Federal Reserve System, for Supervision, 1985-91 

Entity 1985 
actual 

1990 
actual 

1991 
budget 

Average annual 
percent change 

1985-90 1990-91 

Reserve Banks 
Percent of total 

Board of Governors1 

Percent of total 

Expenses (millions of dollars, except as noted) 

Reserve Banks 
Percent of total 

Board of Governors1 

Percent of total 

152 214 235 7.4 9.8 
13.6 15.2 15.6 
5.9 11.8 13.3 14.0 12.7 
7.2 11.4 12.1 

Reserve Banks 
Percent of total 

Board of Governors1 

Percent of total 

Personnel (number, except as noted) 

Reserve Banks 
Percent of total . 
Examiners 

Board of Governors1 

Percent of total.. 

1,192 2,228 2,304 3.1 3.4 
8.3 9.4 9.7 
835 1,016 1,075 4.0 5.8 
138 174 181 4.6 4.0 
8.6 11.2 11.6 

1. Division of Banking Supervision and Regulation 
only. Excludes supervision-related expenses and personnel 

in the Consumer Affairs, Legal, and Research Divisions. 
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