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SVP Commentary on...

Credit Risk in Today’s Economy

by Michael E. Collins

t recent Bankers' Forums, we have discussed awide range of topics,

including financid modernization, interest raterisk, eectronic banking, and
integrated I T supervision. After lengthy discussionson these emerging i ssues,
an attendee at one Forum questioned whether the Federal Reserve was till
concerned with credit risk, Since credit risk has not been aspecific agendatopic
for anumber of years. | would liketo take thisopportunity to assure bankersin
the Third District that, yes, the Federal Reserveisstill concerned with credit
risk. We at the Federal Reserve still view credit risk to be at the core of a
financid ingtitution’srisk management processes. Here swhy ...

Thelength of the current U.S. economic expansion continuesto set
recordswith the passage of every month. Whilemaost economistsremain opti-
mistic and forecast continued growth, anumber of sectors, such ashedlth care
and manufacturing, appear to bed owing and/or experiencing difficulty. Inaddi-
tion, technology ishaving amuch wider impact on many older industriesthanis
eadly understood, and higher energy pricesare beginning to causeproblems. In
the coming months, significantly higher energy billscould bethe event that trig-
gersasharp drop in consumer confidence. All of thesefactorsmight bean early
indicator of abroader dowing of the economy than many currently believe.

Onanational scale, adverse classifications of syndicated bank loans
(Shared Nationa Credits, or SNC) increased in 2000 for the second consecu-
tiveyear. The SNC program, established in 1977, isdesigned to provide ffi-
cient and cons stent review and classification of any oan or loan commitment of
$20 million or morethat isshared by three or more supervised ingtitutions. In
2000, the SNC Program covered 9,848 creditsto 5,844 borrowerstotaling
nearly $2 trillionin drawn and undrawn|oan commitments. Of thetotal, exam-
inersadversdly classified $63 billion, or 3.3 percent, because of default or other
significant credit concerns. Thiscomparesto classificationlevel sof 2.0 percent
iN 1999 and 1.3 percent in 1998. While classified SNCloansremainlow rela-
tiveto the peak of 10 percent in 1991, thetrend istroubling. Of more concern,

| continued on page 5 |




2 SRCInsights

Fourth Quarter 2000

A Regulatory Perspective
on FHC Consolidated Supervision

by Joanne Branigan, CPA, Assistant Examiner and Glenn Fuir, CPA, CFA, Senior Examiner

ith the passage of the Gramm-L each-Bliley Act

(GLB) inNovember 1999, aqualifying bank hold-
ing company (BHC) can eect to becomeafinancia hold-
ing company (FHC). A financial holding company can
participatein an expanded array of permissibleactivities.
Theseactivities, asfurther enumeratedin 8225.86 of Regu-
laionY, mightinclude:

» Underwriting and dedlingin securities
Serving asan insurance agent and underwriter
Acting asafuturescommission merchant

Engaginginmerchant banking activities

Yy Y VY'Y

Conducting other activities determined by the
Board of Governorsof the Federal Reserve Sys-
tem and the Secretary of the Treasury to befi-
nancia innature

» Conducting other activitiesthat the Board of Gov-
ernorsfindsto be complementary to afinancia
activity and do not poseathreat to the safety and
soundnessof depository ingtitution subsidiaries

Thisexpansion of activitiesaddsadegree of or-
ganizationa complexity tothesefinancia entities. Under
GLB, the Federal Reservehas supervisory responsibility
for BHCs, including BHCs that operate as FHCs. In
August 2000, the Federal Reserve issued SR 00-13
Framework for Holding Company Supervisionthat dis-
cussesthe Federal Reserve System’sapproachto FHC
upervison.*

The Federal Reserve sauthority over FHCsis
defined as* consolidated” supervision, concentratingona

*SR 00-13 isavailable onthe Board of Governors’ web
siteat <www.federalreserve.gov/boarddocs/ SRLETTERS/2000/
SRO013.HTM>.

centralized approach to analyzing the organization. The
goa of consolidated supervisonistoidentify and evalu-
atethemajor risksof thediversified organization to de-
termine how those risks might impact the safety and
soundness of theentity’ sdepository ingtitution subsidiar-
ies. Accordingly, consolidated supervisionisnot intended
to beliketraditional bank supervision or to replacefunc-
tiond regulators. The Federal Reserve Systemintendsto
establish abalanced strategy of protecting the banking
subsidiariesof increasingly complex FHC organizations
without imposing undueregulatory burden.

Infulfillingitsroleasconsolidated, or “umbrella,”
supervisor, the Federal Reservewill focusonthefinancia
strength and stability of the FHC, the organization’scon-
solidated risk management processes, anditsoverall capi-
tal adequacy. Effective, productive relationshipswith pri-
mary regulatorsand functional regulatorswill be estab-
lished to promoteinformation flows, to diminateduplica:
tion of efforts, and to minimize burden. The Federal Re-
servewill continueto rely on reportsissued by primary
bank regulators, and will now also look to reportsissued
by functional regulators of non-bank subsidiaries. In ad-
dition, continued reliance onrisk-focused supervisonand
market disciplinewill benecessary. The Federd Reserve
currently employsmost of these conceptswhen supervis-
ingBHCs.

The Federal Reserve’' sFHC supervisory activi-
tiescan be grouped into three broad categories:

» Information gathering, assessments, and supervi-
SOry cooperation

» Ongoingsupervison

» Promotion of sound practicesand improved dis-
closure.

Aspart of theinfor mation gathering process,
the Federal Reservewill seek to devel op relationships
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with senior management and boards of directorsof FHCs,
aswell aslineof businessleadersand critica interna au-
dit and risk management personnd. The Federd Reserve
will assessrisk management and interna control processes
and performtargeted transaction testing on alimited ba-
sisto ensurethat risk management systemsare effective
andin compliancewith al applicablelawsand regula
tions. Ongoing didoguewith key officidsof theorganiza-
tion and timely accessto informationwill beessentia in
understanding the FHC' srisk profile. Theinformation
gathering processwill aso require continued supervisory
cooperation, whichistheprocessof sharing information
among interested regul atory authorities.

Ongoing super vi-
sion encompasses the re-
porting and examination
process, assessment of
capita adequacy, monitor-
ing of intra-group expo-
sures, and, where war-
ranted, enforcement action.
As part of the reporting
and examination process,

The Federal Reserve will
rely on regulatory reports,
publicly availableinformation,
and specialized reports from
primary bank, thrift, and

subsidiary inquestionisnotin compliancewith afedera
law withinthejurisdiction of the Federd Reserve. Exami-
nationsof functionally regulated subsidiaries, when nec-
essary, will be coordinated with the appropriate super-

visng agency.

Another ongoing supervisory respong bility of the
Federal Reserve as consolidated supervisor isto assess
capital adequacy on aconsolidated basis. Part of this
assessment entailsareview of the FHC' sinternal capital
adequacy assessment, although responsibility for assess-
ing capital adequacy at thesubsidiary level will continue
to rest with the primary banking regulatorsand functional
regulators. Consequently,
the Federa Reserve will
continuetorely ontheseas-
sessmentswhen anayzing
capital adequacy at thecon-
solidated level.

The Federa Re-
servewill also monitor in-
tra-group exposures and
risk concentrationsfor po-

theFederd Resarvewill rely tential adverseeffect onde-
to the greatest extent pos- : pository institution subsid-
sbleonregulatory reports, functional regul aors. laries. Specificaly, the Fed-

publicly availableinforma:

tion, such asaudited finan-

cid statements, and specidized reportsfrom primary bank,
thrift, and functiond regulators.

TheFederd Reservewill useinformation obtained
from unregulated subsidiariesto assessthefinancial con-
dition of the FHC asawhole. If necessary, the Federal
Reservewill examinean unregulated subsidiary to evalu-
ateitsoperationsand financia condition, and to assess
risksthat may poseathreat to any depository institution
subsidiary of the FHC.

However, the Federd Reserveisprecluded from
examining afunctionally regulated subsidiary unlessone
of threeconditionsexigts: (i) thesubsidiary isengagedin
anactivity that posesaperceived risk to an affiliated de-
pository ingtitution, (ii) anexam providesinformation about
the FHC' ssystemsfor monitoring and controlling thefi-
nancia and operationa risksthat threaten the safety and
soundnessof aneffiliated depository ingtitution, or (iii) the

eral Reservewill focuson

the FHC’smonitoring and
control of intra-group exposuressuch asservicing agree-
ments, derivativesand payment systems exposures, and
group-widerisk concentrations.

The Federal Reserve hasthe authority to take
enforcement action against an FHC and itsnonbank sub-
gdiaries, although resolution of issuesinvolving only the
functionally regulated subsidiariesremainswith the ap-
propriatefunctional regulator. Nevertheless, the Federa
Reserve may take enforcement action against afunction-
ally regulated subsidiary to ensure compliance with fed-
erd lawsunder itsspecificjurisdiction.

Thethird category of supervisory activitiesdis-
cussed in SR 00-13ispromotion of sound practices
and improved disclosur es. Thisprocessmight involve
meetingswith FHC management to discussimportant is-
suesand emerging risks, or meetingswith primary bank,

continued on page 8
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|ntroducing the Role
of Consumer Compliance Liaison

by Connie Wallgren, Team Manager

n addition to repealing core provisions of the Glass-

Steagdl | Act and the Bank Holding Company Act, the
Gramm-Leach-Bliley Act dso dramatically impactsthe
CRA examinationfrequency schedulefor inditutionswith
assetsof lessthan $250 million (small banks). TheBoard
of Governorsof the Federa Reserve System determined
that the Federal Reserve would continueto conduct si-
multaneousconsumer complianceand CRA examinations
insmall banks. Accordingly, asmall bank with aGener-
ally Strong or better compliancerating will beexamined
(i) every four yearsif it hasa Satisfactory CRA rating or
(i1) every fiveyearsif it hasan Outstanding CRA rating.
Thischangewasdiscussed morefully in“Reducing the
Burden: New CRA and Compliance Examination Fre-
quency for Smal Banks’ inthe Third Quarter 2000 issue
of SRCInsights.

Whilereducing regulatory burden, thechangein
frequency from threeyearsto either four or fiveyears
posesaninteresting challengefrom asupervisory stand-
point. Specificaly, how canaregulator adheretothisnew
examination schedule, whileat the sametimeensurethat
theoverall compliance posture of state member banks
remainssound?

In“Reducing the Burden,” we described the of f-
stemonitoring proceduresthat the Federal Reserve Sys-
tem hasadopted asaway of assessing abank’scompli-
ance posture between examinationswhilenot increasing
regulatory burden. In addition to these mid-point moni-
toring procedures, the Consumer Compliance/CRA Ex-
aminationsUnit of the Federal Reserve Bank of Philadel-
phia(CC/CRA Unit) hascreated therole of Consumer
ComplianceLiaison (CCL).

The CCL programisdesigned to allow the CC/
CRA Unit toregularly assessasmall bank’scompliance
risk profile, without increasing the burden to theinstitu-
tion. Thisprogramissmilar totheoff-stemonitoring cur-
rently performed in the safety and soundnessarea. Ac-
cordingly, aCCL’srespong bilitieswill include:

» Servingasthe primary communication link be-
tween the compliance officer at the state mem-
ber bank and the CC/CRA Unit

» Preparing aquarterly update of theinstitution’s
compliancerisk profile

» Reviewingthebank’swebsteonaquarterly ba-
gs(if applicable)

»  Conductingthemid-point monitoring review, con-
gstent with Systemguiddines

» Ascataningtheingitution’scompliancestrengths
and weaknesses, and using this knowledge to
refinethefocusof the CC/CRA Unit'soutreach

program

Theoff-stemonitoring activitieswill placeaneg-
ligibleburden, if any, ontheingtitution, and the benefitsof
enhanced communi cation could be significant. Accord-
ingly, although large banks are not subject to the change
in examination frequency, examinerswill a'so serveas
CCLsfor state member bankswith over $250 millionin
assets. However, large banks would not be subject to
theformal mid-point monitoring review that isrequired
for small bankswith extended compliance examination
cycles.

Inthenear future, CC/CRA examinerswill begin
to contact the state member banksto introduce them-
selvesand further explain the CCL program. Oncethe
CCL program is underway, feedback from our state
member bankswill bewelcomed.

If you have any questionsor commentsabout the
new CCL program or any topic related to the consumer
complianceor CRA examination processes, please con-
tact ConnieWallgren, Team Manager at (215) 574-6217
(conniewad lgren@phil.frb.org). |
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SVP Commentary on...

Credit Risk in Today’s Economy

| continued frompagel |

however, isthefact that examinersdowngraded fromin-
ternal risk rating levelsalmost 50% more |oans during
thisyear’sSNC review. Thisdisparity between regula-
tory andinternal risk perceptionsistroubling, particularly
because bankerswere warned that the banking regula
torswere more concerned about credit quality and that
examinerswould betaking amuch tougher stancethis
yedr.

Onalocal level, deteriorationin credit qudity is
generaly not evident in thedelinquenciesor nonaccruas
inThird District community banks. However, the asset
quality rating was downgraded at almost 20 percent of
the Third Digtrict commercid banksexamined duringthe
first three quarters of 2000, while asset quality was
upgraded at only 10 percent of the examined banks.

Both examinersand bankershave observed that
the time over which aloan deteriorates appears to be
shorter, and loan lossreserves and provisions often do
not keep up. In addition, community bankerstend to be
dower inidentifying and accounting for weaker credits,
sincerelationship managers, underwriters, credit admin-
istration specidists, and evenloanworkout or collection
speciaistsal requirevery distinct skills, which may not
beeconomicaly feasbleto maintain a acommunity bank.
Accordingly, sncethey tend to belonger-term holders of
credit risk, community banksneed to be particularly vigi-
lant toidentify early sgnsof individua and portfolio credit
deterioration.

Inarecent presentation at theRMA Annua Con-
ference 2000, David Aloise, of Aloiseand Associates,
LLC discussed “Bad Loans—HaveWeRedly Learned
Lessonsfrom Our Past Mistakes?’ In our experience,
mogt financial ingtitutionslearned somelessonsfromthe
past. Our examiners have seen fewer concentrations of
credit, and technology hasdlowed for sgnificant enhance-

*See SR 99-23, Recent Trends in Bank Lending San-
dards for Commercial Loans, at <www.federalreserve.gov/
boarddocs/SRLETTERSY1999/SR9923.HTM >,

mentsin risk management. In addition, inresponsetore-
cent warnings by federal banking regulators* and indus-
try groups, many financid inditutionshavedecreased their
appetitefor risk and returned to stronger underwriting
standards. However, whilemany of thelessonsthat Mr.
Aloiseidentified are self-evident and dready might bein-
corporated in your bank’sunderwriting practices, they
nonethel essbear repesating.

» Projectionsshould not drivethecredit decision.
Historical performanceisfar moreimportantin
making an underwriting decision.

» Credit anaysismust go beyond thefinancial as-
pects of the transaction and into operating and
industry issues.

» Vdudionsarenot gatic, and credit andyssshould
takeinto account multiple scenarios, both good
and bad. Downside analysismust betiedtoin-
dustry and economic conditions, and not solely
based on the borrower’sforecast.

» Individua loan management will not protect an
ingtitutionfrominordinatel osses. Overal portfo-
liomanagement, including limitsinsize, diversifi-
cation, concentration, and exceptions, are also
necessary.

» Excelent credit administration and loan review
processes cannot compensate for weak under-
writing sandards.

» A strong problem loan management functionis
not an optiona or secondary consideration.

» Getting secured and acting early iskey tomini-
mizingloss

» The4Csof Management (capacity, character,
competence, and cooperativeness) areascritical
asthe primary source of payment.
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» Cashflowisking! Covenantsand structuredo _
not repay aloan. A POSt G L B
Observation:

Although no one knowswith certainty what the
futuremight bring, wedo know that current warning sig-
nalsindicate declining credit quality. In addition, event
risk—such asavery cold winter coupled with highen-
ergy prices, or asignificant drop in stock prices—could
derail consumer confidenceand preci pitatean economic
downturn and further credit deterioration.

Accordingly, you should expect that examiners
will continuetobethoroughinthear analyssof credit qudity
and credit adminigiration. Examinerswill scrutinizeinter-
nal risk-rating systemsto ensurethat they are validated
regularly and are used appropriately. They will alsoen-
surethat an independent review processisin place, and
that the rel ationship manager does not have sole owner-
ship of therisk-rating process. Asidefromtherisk rating
process, bankers should ensurethat lending and review
staff understand that timely problem identification can of -
ten lessen potentid loss.

While no one can predict thefuture, everyone
can preparefor it. To quote William Shakespeare, “To
fear theworst oft curestheworst.” | encourageyouto
fear declining credit quality, practice sound credit under-
writing, remainvigilant for early Sgnsof deterioration, and
aggressvely managethose creditsthat do deteriorate. With
these practices, theworst might not beyettocome. W

Applications Might Still
be Required for
Non-Banking Activities

by James D. DePowell, Manager

he Gramm-L each-Bliley Act (GLB) paved theway

for abank holding company (BHC) to offer itscus-
tomersafull rangeof financia services, andit also estab-
lished alegal and regulatory framework for engagingin
expanded powers. Central to this processisaBHC's
registration asaFinancial Holding Company (FHC). A
BHC that meets specified criteriaand desiresto exercise
these expanded powers should el ect to becomean FHC
by following the proceduresoutlined in SR 00-1, Proce-
dures to Become a Financial Holding Company and
Guidance Regarding the Initial Monitoring of Acqui-
sitions and the Commencement of New Activities by
Financial Holding Companies.!

FHC satusaffordsaBHC asmplified post-com-
mencement notification processfor non-bank activities
previoudy authorized by Regulation’Y and expanded fi-
nancia-in-nature activitiesauthorized by GLB. A sum-
mary of authorized activitiesisin §225.86 of Regulation
Y.AnFHC engaginginanew activity or acquiringacom-
pany already conducting anew activity must notify the
gppropriate Federd Reserve Bank within 30 daysof com-
mencement or consummeation by submitting FormFR 'Y -
6A.2

BHCsthat do not desireor qualify for FHC sta-
tusremain subject to theexisting regul atory applications

1SR 00-1 is available on the Board of Governors web
siteat <www.federalreserve.gov/boarddocs/ SRLETTERS/2000/
SROO0LHTM>,

2The FR Y-6A and itsinstructions is available on the
Board of Governors web site at <http://www.federalreserve.gov/

boarddocs/reportforms/default.cfm>.
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processfor engagingin non-bank activitiesthat areclosaly
related to banking. For aBHC, most of these activities
requiresomeleve of gpplication or notification. Although
theapplicationsprocessfor non-bank activitieshasbeen
samplifiedinrecent years, it generaly ishighly desirable
for aBHC to receive assi stancefrom professiona coun-
sdl toensurethat agiven activity isboth permissibleand
that the proper notifications or applicationsare made.

Over the past year, staff at the Federal Reserve
Bank of Philade phiahave seenincreased useof theBHC

structureto engagein non-bank activities. \WWeencourage
management and/or counsel of BHCs and FHCswho
might be uncertain regarding the proper regulatory proto-
col to consult with usbeforemaking aninvestmentinan
entity or directly engaging inanew nonbanking activity.

If you haveany questionson the gpplicationspro-
cessat the Federal Reserve Bank of Philadel phia, please
contact Jim DePowell, Applications Manager, at (215)
574-4153 (jim.depowel | @phil frb.org) or Bill Gaunt, AVP,
at (215) 574-6167 (william.|.gaunt@phil .frb.org). M

Coming Attraction:
Seminarson the New Privacy Regulations

by Connie Wallgren, Team Manager

Consumer compliance examinationscommencing at -
ter July 1, 2001 will include an assessment of bank
compliancewiththenew privacy rulesasset forthin Regu-
lation P, Privacy of Consumer Financial Information.
Briefly, theprivacy rulesrequirefinancid ingtitutionsto:

» Providenoticeto customersabout their privacy
policiesand practices, both at thebeginning of a
customer relationship and annually theresfter

» Informtheir customersof the circumstancesun-
der whichthey may disclose nonpublic persona
information about consumersto nonaffiliated third

parties

» Provideaconvenient opt-out method for con-
sumersto decline having their information dis-
closed to nonaffiliated third parties

The Gramm-Leach-Bliley Act restored the au-
thority of federa bank regul atory agenciesto conduct regu-
lar examinationsfor compliancewith the Fair Credit Re-

porting Act (FCRA) and to writeregulationsto imple-
ment certain provisonsof FCRA. Accordingly, in Octo-
ber 2000 the agencies proposed rulesto implement the
FCRA notice and opt-out provisionsgoverning the shar-
ing of information among &ffiliates Commentsonthepro-
posed rules were due by December 4, 2000, and are
now being considered by the agencies. Oncefinad, these
ruleswill become RegulationV, Fair Credit Reporting.

The Consumer Compliance/CRA Examinations
Unit plansto conduct seminarson both Regulation Pand
RegulationV in Philadel phiaand at other locationsinthe
Third Digtrict beforethemandatory compliancedate. The
seminarswill include presentationson thetechnica provi-
sions of theregulations, aswell asan overview of the
privacy examination procedures.

Specificinformation on the datesand locations of
theseminarswill beavailablesoon. If you haveany com-
ments or questions about the privacy seminars, please
contact ConnieWallgren, Team Manager at (215) 574-
6217 (connie.wdlgren@phil.frb.org). =
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continued from page 3

thrift, and functiond regulatorsto exploreissuesof mutua
concern. Aspart of itseffort to promoteimproved public
disclosure, the Federal Reservewill encouragedisclo-
sure of group-wide activities, risk exposures, risk man-
agement, and i ntra-group exposures.

FHC supervision presents both challengesand
opportunitiesfor the Federal Reserve. Understandingin-
creasingly diverseorganizations, their risks, and how those
risksmight affect banking subsidiarieswill provideregu-
latorswith many challenges, including the supervision of
new financia activitiesand businesslines. However, ev-
eryone should benefit from enhanced information flows
and more open communi cation channel sbetween regula
torsand bankers. In addition, FHC supervisonwill dlow
the Federal Reserveto continueto promote sound risk
management practicesand improved public disclosure
withinthefinancid serviceindudtry.

If you have any questions concerning consolida-
tionsupervison of financia holding companies, youshould
contact your institution’scentral point of contact at the
Federa Reserve Bank of Philadelphiaor the examiner-
in-charge of the examination or inspection. [

NEXT ISSUE

Consumer Compliance Update

Supervisory Implications of Subprime
Lending
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The GCheckers Bank

Check it Out:
The CheckersBank is
Available to the Public!

s promised in the Second Quarter 2000 issue of

RCIngghts, the Federal Reserve System recently
launched “ The Checkers Bank” onitspublic web site.
The CheckersBank isadapted from aninternal Federd
Reserveprogram usedtotrain complianceexaminers. The
web steintentionally includesviolations of federal con-
sumer protection regulations, and isdesigned to test the
user’sawareness of consumer regulationsand thelimits
they imposeon Internet banking sites.

Check it out at < http://www.federalreserve.gov/
tch/index.htmi>! |

Editor................. Cynthia L. Course

SRCInsightsispublished quarterly andisdistributed
to institutions supervised by the Federal Reserve
Bank of Philadelphia. Thecurrent and prior issuesof
SRC Insights are available at the Federal Reserve
Bank of Philadelphia’ sweb siteat www.phil.frb.org.
Suggestions, comments, and requestsfor back issues
are welcome in writing, by telephone ((215) 574-
3760), or by e-mail (Cynthia.Course@phil.frb.org).
Please address all correspondence to: Cynthia L.
Course, Federal Reserve Bank of Philadel phia, SRC
- 7th Floor, TenIndependenceMall, Philadel phia, PA
19106-1574.
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