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Abstract

The Federal Reserve is responsible for the prudential supervision of bank holding companies
(BHCs) on a consolidated basis. Prudential supervision involves monitoring and oversight to
assess whether these firms are engaged in unsafe or unsound practices, as well as ensuring that
firms are taking corrective actions to address such practices. Prudential supervision is interlinked
with, but distinct from, regulation, which involves the development and promulgation of the rules
under which BHCs and other regulated financial intermediaries operate. This paper describes the
Federal Reserve’s supervisory approach for large, complex financial companies and how
prudential supervisory activities are structured, staffed, and implemented on a day-to-day basis at
the Federal Reserve Bank of New York as part of the broader supervisory program of the Federal
Reserve System. The goal of the paper is to generate insight for those not involved in supervision
into what supervisors do and how they do it. Understanding how prudential supervision works is
a critical precursor to determining how to measure its impact and effectiveness.
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“An Act To provide for the establishment of Federal reserve banks, to furnish an elastic
currency, to afford means of rediscounting commercial paper, to establish a more effective

supervision of banking in the United States, and for other purposes.”

- Federal Reserve Act, Official Title

I. Overview and Background

The Federal Reserve is responsible for the prudential supervision of bank holding
companies (BHCs) on a consolidated basis, as well as of certain other financial institutions
operating in the United States. Prudential supervision involves monitoring and oversight of these
firms to assess whether they are in compliance with law and regulation and whether they are
engaged in unsafe or unsound practices, as well as ensuring that firms are taking corrective
actions to address such practices. Prudential supervision is inter-linked with, but distinct from,
regulation of these firms, which involves the development and promulgation of the rules under
which BHCs and other regulated financial intermediaries operate. The distinction between
supervision and regulation is sometimes blurred in the discussion by academics, researchers and
analysts who write about the banking industry, and the terms “supervision” and “regulation” are
often used somewhat interchangeably.? Moreover, while prudential supervision is a central
responsibility of the Federal Reserve and consequently accounts for substantial resources, the
responsibilities, powers and day-to-day activities of Federal Reserve supervision staff are often
not very transparent to those outside of the supervision areas of the Federal Reserve System
(“System”).

This paper aims to help fill this knowledge gap by describing how prudential supervisory
activities are structured, staffed and implemented on a day-to-day basis at the Federal Reserve
Bank of New York (FRBNY). The primary focus of this discussion is on the supervision of
large, complex bank holding companies and of the largest foreign banking organizations (FBOS)

and non-bank financial companies designated by the Financial Stability Oversight Council

2 See Mishkin (2001) and Masciandaro and Quintyn (2013) for surveys of the academic literature on supervision and
regulation. See Board of Governors of the Federal Reserve System (2005) for a fuller discussion of the distinction
between supervision and regulation.



(FSOC) for supervision by the Federal Reserve. The paper focuses on oversight of these firms
because they are the most systemically important banking and financial companies and thus
prudential supervision of them is especially consequential. Given their size and complexity, the
approach to supervision of these companies also differs from that taken for smaller and less
complex firms. It is important to note that supervision of these large, complex firms is
conducted through a comprehensive System-wide program governing supervisory policies,
activities and outcomes.® The discussion in this paper focuses solely on supervisory staff located
at the Federal Reserve Bank of New York, whose activities are carried out as part of this broader
program.*

The paper is based on information from three main sources. First, in the spring and
summer of 2014, we had a series of discussions staff of the FRBNY Financial Institution
Supervision Group (FISG) involved in the day-to-day supervision of the large, complex banking
and financial institutions. In addition to these discussions, we also relied on various written
materials describing the structure and goals of supervision at FRBNY and in the Federal Reserve
System, selected guidelines provided to supervisory staff, and Federal Reserve Supervisory and
Regulation Letters (SR Letters) describing expectations and objectives of the Federal Reserve’s
supervisory program for large, complex banking companies. Finally, we pair the descriptive
analysis with FISG management data about supervisory inputs—FISG supervisory staff
headcounts and hours by departments and activities—and outputs (supervisory actions).

The paper is intended to provide an overview of the way prudential supervision of large,
complex bank and nonbank financial institutions is structured and implemented at FRBNY. As
such, the goal is to generate insight for those not involved in supervision into what supervisors
do and how they do it, rather than to document every element in complete detail or to provide an
“end-to-end” description of the supervisory process. Further, while we explain the stated

rationale for the approaches taken, we do not assess whether the structure and implementation

® The structure of this program is described in Supervision Letter 15-7 (“Governance Structure of the Large
Institution Supervision Coordinating Committee (LISCC) Supervisory Program”) (Board of Governors of the
Federal Reserve System 2015c).

* The paper does not cover prudential supervision of financial market utilities, although these institutions are also
large, complex and systemically important. However, the activities of these organizations and the supervisory issues
they present are sufficiently distinct from those of most BHCs that the paper focus on prudential supervision of the
more traditional BHCs and nonbank financial intermediaries.
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are efficient or meet specific objectives. Understanding how prudential supervision works is a
critical precursor to determining how to measure its impact and effectiveness.

The rest of the paper describes how prudential supervision of large, complex bank and
nonbank financial companies is structured and implemented at FRBNY. The next section begins
by describing the broad goals of prudential supervision and the primary strategies adopted to
achieve those goals, as outlined in various Federal Reserve System and FRBNY documents. The
section then describes the structure of supervision in the Federal Reserve and provides an
overview of the Financial Institution Supervision Group at FRBNY. Section Ill discusses how
the people who do prudential supervision at FRBNY are organized into departments and teams
and how the different teams relate to one another. Section IV then describes the day-to-day
activities of these supervisory teams, including monitoring, examinations, and broader

supervisory programs, as well as the outcomes of that work.
I1. Goals and Structure of Supervision

I1.A Authority, Goals and Strategy

The Federal Reserve’s authority to conduct prudential supervision of BHCs is based on
law and regulation, while the implementation of the Federal Reserve’s prudential supervisory
authority — how supervisors monitor and assess BHCs’ activities and take corrective action
where needed — is based on a combination of law, regulation and accepted practice.

The principal source of the Federal Reserve’s authority to supervise BHCs is found in
Section 5 of the Bank Holding Company Act of 1956, as amended (the BHC Act), which
provides that all BHCs are to be supervised on a consolidated basis by the Federal Reserve
(Board of Governors of the Federal Reserve System 2015a). The BHC Act authorizes the Federal
Reserve to collect information and to issue regulations and orders as are necessary to carry out
the purposes of, and prevent evasions of, the BHC Act. The stated purposes of the BHC Act
include supporting safety and soundness of BHCs, BHC compliance with applicable laws, and
the stability of the U.S. financial system. In addition to the BHC Act, federal law gives the
Federal Reserve authority to take action against a BHC “to prevent these entities from engaging
in unsafe or unsound practices or to address violations of law in connection with their business

operations” (Board of Governors of the Federal Reserve System 2015a). Federal law also
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specifies the kinds of steps supervisors may take to remedy violations of law, regulation or
agreements, or when the BHC is engaging (or about to engage) in practices that the supervisor
deems to be unsafe or unsound. Finally, the Dodd-Frank Act further enhanced the Federal
Reserve’s prudential supervisory authority including the authority to establish enhanced
prudential standards for the largest BHCs to ameliorate the risks they pose to the financial
stability of the United States.

As stated in various Federal Reserve System documents, the broad goals of prudential
supervision relate very closely to the Federal Reserve’s financial stability responsibilities. For
instance, the Bank Holding Company Supervision Manual states that “the Federal Reserve’s
consolidated supervision activities closely complement its other central bank responsibilities,
including the objectives of fostering financial stability and deterring or managing crises” (Board
of Governors of the Federal Reserve System 2015a), while the 2015 Dodd-Frank stress test
report notes that “through its supervision, the Federal Reserve promotes a safe, sound, and stable
banking system that supports the growth and stability of the U.S. economy” (Board of Governors
of the Federal Reserve System 2015b). Similarly, the description of FISG on the FRBNY public
website notes that “the objectives of supervision are to evaluate, and to promote, the overall
safety and soundness of the supervised institutions (micro-prudential supervision), the stability of
the financial system of the United States (macro-prudential supervision), and compliance with
relevant laws and regulations” (Newyorkfed.org 2014). In all these cases, the goals of
supervision include the stability of the financial system in addition to the safety and soundness of
individual financial institutions.

These goals are quite broad and could be implemented using a variety of supervisory
strategies. These documents also detail the strategies that the Federal Reserve follows to achieve
these financial stability-related goals. For instance, the Federal Reserve’s policy statement about
supervision of large financial institutions (SR 12-17) states that “the consolidated supervision
framework has two primary objectives: (1) Enhancing resiliency of a firm to lower the
probability of its failure or inability to serve as a financial intermediary. [...] This requires
financial resilience by maintaining sufficient capital and liquidity, and operational resilience by
maintaining effective corporate governance, risk management, and recovery planning. (2)
Reducing the impact on the financial system and the broader economy in the event of a firm’s
failure or material weakness. [...] This requires, among other things, effective resolution

4



planning that addresses the complexity and the interconnectivity of the firm’s operations” (Board
of Governors of the Federal Reserve System 2012). The Board of Governor’s public website
elaborates that the Federal Reserve’s approach to the supervision of systemically important
financial institutions involves “an interdisciplinary and cross-firm perspective [...] This approach
[...] fosters rigorous supervision of individual firms while formalizing the use of horizontal
reviews and analyses of activities and risks across the portfolio. Further, the approach promotes
the evaluation of systemic risks posed by firms [...] through the evaluation of macroeconomic
and financial risks, and how those risks could affect individual firms and the financial system
collectively.” (Federalreserve.gov 2015a).

FRBNY documents provide additional detail on the System’s strategic approach to
supervision. In overseeing individual financial institutions, “FISG takes a risk-focused approach
based on a supervisory plan that is customized to a firm’s risk profile and organizational
structure. Examiners look at key aspects of a supervised firm’s businesses and risk management
functions to assess the adequacy of the firm’s systems and processes for identifying, measuring,
monitoring and controlling the risks the firm is taking. [...] In addition, FISG evaluates the
adequacy of a firm’s capital and liquidity” (Newyorkfed.org 2014). As noted in other statements
about the Federal Reserve’s approach to supervision: “The goal of the risk-focused supervision
process is to identify the greatest risks to a banking organization and assess the ability of the
organization’s management to identify, measure, monitor, and control those risks” (Board of
Governors of the Federal Reserve System 2005).

As described in these statements, the Federal Reserve’s supervisory strategy combines a
focus on the supervised firm’s internal processes and governance with an independent
supervisory assessment of its financial strength, especially capital and liquidity. For the first
aspect, the emphasis is on the supervised firm’s ability to identify and manage its risks, with
subsequent supervisory actions intended to make the institution remediate any shortcomings.
The motivation for this approach is to try to ensure that financial institutions, especially the
largest and most complex, have financial and operational resiliency under a variety of potential
stressful circumstances (Board of Governors of the Federal Reserve System 2012). One
underlying theme is that responsibility for risk identification and risk management rests with the
supervised institution while the Federal Reserve’s role is to ensure that the institution has strong
processes for doing so.



This is an explicitly micro-prudential perspective in the sense that the focus is on
individual firms, even if the standards for what constitutes sound practices are based, in part, on
practices observed across the range of supervised institutions. The supervisory documents also
suggest that macro-prudential considerations are important, as reflected in the reliance on a
multidisciplinary approach for supervision of large, complex financial institutions. These macro-
prudential concerns could affect seemingly micro-prudential supervisory strategies by, for
instance, focusing on common risk exposures across firms or risk management strategies that
would protect an individual institution but potentially cause harm to others (e.qg., fire-sale risk).

The Federal Reserve’s prudential supervisory activities are closely related to its role as a
regulator of these firms. As noted above, prudential supervision is inter-linked with, but distinct
from, regulation of these firms, which involves the development and promulgation of the rules
under which BHCs and other regulated financial intermediaries operate. The two activities are
linked because an important part of prudential supervision is verifying compliance with
regulation, although as much of the prior discussion suggests, the scope of supervision is much
broader than compliance alone. Beyond the link through compliance, the Federal Reserve’s
prudential supervisory activities are interconnected to its regulatory role through the influence
that supervision has on the regulatory agenda. In particular, information about industry practice
and institutional activities gained through prudential supervision can be used in developing
regulations governing those activities. Regulation based on in-depth knowledge of industry
practice can be more effective in achieving the desired policy outcome while minimizing
unintended consequences. In addition, insights into emerging risks, new products and activities,
and evolving industry practice gained through supervision can help identify areas meriting new
or amended regulation. In the ideal, regulation guides supervisory activities, and supervision, in
turn, provides information that allows the Federal Reserve to develop and maintain regulations

that more effectively address its public policy objectives.

11.B Structure: Institutions and Portfolios

The Federal Reserve is responsible for prudential supervision of a large range of bank
and nonbank financial institutions, including relatively small and non-complex commercial
banks and BHCs, the U.S. operations of foreign banks, savings and loan holding companies, as

well as the large, complex institutions that are the focus of this paper. These institutions differ
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significantly in size, complexity, geographic reach, and business focus. Given this diversity,
Federal Reserve supervision of these firms is organized by “portfolio,” where portfolios are
defined as groups of broadly similar financial institutions from across the Federal Reserve
System. The portfolio approach facilitates tailoring of the supervisory program to match the size
and complexity of the firms in each portfolio, as well as helping to ensure that oversight of
similar firms is conducted in a consistent manner and that supervision within each portfolio
benefits from a cross-firm perspective (Board of Governors of the Federal Reserve System
2015a). °

The Board of Governors has the authority and responsibility for supervision of financial
institutions, while the supervisory activities of the Reserve Banks are conducted under delegated
authority from the Board. Within the Federal Reserve, each Reserve Bank supervises financial
institutions that are located within its District; in the case of FRBNY, this includes institutions
located within the Second Federal Reserve District, which includes New York, northern New
Jersey, southwestern Connecticut, as well as Puerto Rico and the U.S. Virgin Islands
(Newyorkfed.org 2014). There is typically substantial interaction between staff at the Board of
Governors and at the Reserve Banks, both on an on-going basis and when there are concerns
about a particular institution or group of institutions.

At the System level, the Large Institutions Supervision Coordinating Committee (LISCC)
coordinates supervision of the largest and most complex, systemically important BHCs, U.S.
operations of foreign banks, and nonbank firms designated by the FSOC. Reflecting the
systemic importance of the firms in its portfolio, the LISCC has a governance structure that is
distinct from the oversight of smaller and less complex firms. To begin, the LISCC is chaired by
the director of the Board of Governor’s Division of Banking Supervision and Regulation and is
composed of senior officials from across the Federal Reserve System. The membership is
multidisciplinary, including representatives for the research, markets, credit risk management,
and payments, clearing and settlement areas of the Federal Reserve (Board of Governors of the
Federal Reserve System 2010, 2015c; Yellen 2015). The goals of the LISCC are to provide

® Aside from the large, complex financial companies that are the primary focus of this paper, the portfolios include
the Large Banking Organization (LBO) portfolio, which includes BHCs with assets greater than $50 billion, other
than the largest and most complex; the Foreign Banking Organization (FBO) portfolio; the Regional Banking
Organization (RBO) portfolio, which includes regional banking companies; and the Community Banking
Organization (CBO) portfolio, which includes the smallest and least complex BHCs and banks.

7



strategic and policy direction for supervisory activities involving firms in the LISCC portfolio, to
enhance the consistency and quality of supervision of these firms, and to incorporate systemic
risk considerations into the supervisory program (Federalreserve.gov 2015a, Board of Governors
of the Federal Reserve System 2015c). There are currently 16 large, complex organizations in
the LISCC portfolio, 12 of which are in the Second Federal Reserve District and thus subject to
supervision by FRBNY.°

The primary operational arm of the LISCC is the Operating Committee (OC), which like
the LISCC has a multidisciplinary membership from across the Federal Reserve System (Board
of Governors of the Federal Reserve System 2010, 2015c). The OC, in consultation with the
LISCC, establishes priorities in terms of areas of supervisory focus at individual firms and
groups of firms; oversees supervisory activities for firms in the LISCC portfolio; identifies
common risks facing firms in the portfolio; fosters deeper understanding of business strategies
among the firms; and makes decisions about certain supervisory actions to address safety and
soundness concerns at these institutions (Dudley 2014). The OC has various subcommittees that
focus on current and emerging risks, operating performance, capital, and supervisory planning.
Membership of the sub-committees consists of OC members as well as other staff from the
Board of Governors and Reserve Banks (Board of Governors of the Federal Reserve System
2015c).

The structure of the FRBNY Financial Institution Supervision Group mirrors the
portfolio structure discussed above to a large degree. As illustrated in Figure 1, there were about
675 staff members in FISG at year-end 2014, about 75 below the peak reached at the end of
2011. As shown, FISG staff has grown since the early 1990s, with a large increase during the
early 1990s following the passage of legislation giving the Federal Reserve additional
supervisory responsibility for foreign banking activities. This increase was followed by a

gradual decline in the later 1990s reflecting staffing efficiencies from technological

® These organizations are American International Group, Inc.; Bank of America Corporation; The Bank of New
York Mellon Corporation; Barclays PLC; Citigroup Inc.; Credit Suisse Group AG; Deutsche Bank AG; General
Electric Capital Corporation; The Goldman Sachs Group, Inc.; JP Morgan Chase & Co.; MetLife, Inc.; Morgan
Stanley; Prudential Financial, Inc.; State Street Corporation; UBS AG; and Wells Fargo & Company
(Federalreserve.gov 2015a). Of these, American International Group, Inc.; The Bank of New York Mellon
Corporation; Barclays PLC; Citigroup Inc.; Credit Suisse Group AG; Deutsche Bank AG; General Electric Capital
Corporation; The Goldman Sachs Group, Inc.; JP Morgan Chase & Co.; MetLife, Inc.; Morgan Stanley; and UBS
AG are in the Second Federal Reserve District.
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improvements (e.g., greater automation and advances in information processing leading to
reductions in administrative staff), changes in the structure of firms in the District during the
consolidation wave of the late 1990s, as well as from the advent of risk-focused
supervision. FISG staff is organized into departments that are responsible for different aspects of
the supervision of large, complex financial institutions. These include departments containing
examiners assigned to specific financial institutions or groups of financial institutions,
departments containing analysts focusing on different dimensions of financial institution and

banking industry risk and performance, and a department focused on policy development.

Figure 1: Time series of FRBNY FISG headcount

800

600

Headcount

4001

2001

Il Il Il Il Il Il Il Il

1980 1985 1990 1995 2000 2005 2010 2015

Notes: Number of full-time equivalent employees each year. Source: FRBNY internal supervisory headcount data.

Figure 2 shows FISG staff department allocations by headcount as of the end of 2014. In
particular, the Complex Financial Institutions (CFI), Large International Financial Institutions
(LIFI), Financial Market Infrastructure (FMI), and Regional, Community and Foreign
Institutions (RCFI) departments contain staff focused on different sets of individual institutions.
The Enterprise Risk Supervision (ERS) function houses analysts focusing on different facets of
risk. The Cross Firm Perspective and Analytics (CFPA) function focuses on cross-firm analysis

of performance and capital to provide industry-wide insights. “Other” includes the executive
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function, group operations and Supervisory Policy, which works on the development of policy
related to supervisory matters in both the domestic (U.S.) and international context. Interaction
among these different areas is discussed in detail in the next section.’

Figure 2: FRBNY FISG staff department allocation in 2014 based on headcounts

Bcr Bum RCFI FMi [llErs  [lcrra [l Other

Notes: Firm-focused staff (grey areas) is divided into: CFl is Complex Financial Institutions; LIFI is Large
International Financial Institutions; FMI is Financial Market Infrastructure; RCFI is Regional, Community and
Foreign Institutions. ERS is Enterprise Risk Supervision; CFPA is Cross Firm Perspectives and Analytics. “Other”
category includes Executive Function (11), Group Operations (119) and Supervisory Policy (8). Source: FRBNY
internal supervisory headcount data.

I11. Organization: How is FRBNY Supervisory Staff Organized?

111.A Overview

The current structure and organization of FRBNY FISG supervisory staff dates from a
significant reorganization that took place in 2011. That reorganization drew on lessons learned
during the financial crisis to reshape the internal structure of the group and the way that staff

interacts with one another to enhance communication and facilitate identification of emerging

" Group Operations includes about 40 staff members in the supervisory development programs of new hires for
examiners and risk specialists.
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risks through a greater emphasis on cross-firm perspectives. The reorganization was designed to
foster enhanced and more frequent engagement between senior supervisory staff and senior
managers and members of the board of directors at supervised firms (Dahlgren 2011).

To these ends, staff engaged in the prudential supervision of large bank and nonbank

financial companies at FRBNY is assigned to one of two types of groups: firm-focused teams

focused on individual companies or portfolios of companies (grey areas in Figure 2) or risk
departments focused on a particular type of risk facing these firms (red area in the figure).?
While on an organizational chart, the two sets of groups are distinct, in practice there is
considerable interaction between the firm-focused teams and the risk departments, including
having some risk department members assigned to firm-focused teams on a long-term basis.
This section describes the structure of the firm teams and risk departments, the various roles that
different team and department members play, and the way that staff interacts across teams and
departments. The discussion also highlights how the structure varies based on the size and
complexity of the bank holding company or nonbank firm being supervised.

I11.B Firm-Focused Supervisory Teams

The largest and most complex bank and nonbank financial companies supervised by
FRBNY have dedicated teams of staff whose primary responsibility is supervision of the firm
(Newyorkfed.org 2014). These firms include nine domestic and foreign banking companies that
are part of the LISCC portfolio, three large bank holding companies that are part of the LBO
portfolio, and three systemically important nonbank financial firms that have been designated by

the FSOC for supervision by the Federal Reserve.’

8 As described in SR 15-7, the LISCC coordinates the supervision of firms in the LISCC portfolio; the activities of
FRBNY FISG supervisory staff are conducted as part of this System-wide program. The LISCC Operating
Committee is ultimately responsible for execution of the LISCC supervisory program. (Board of Governors of the
Federal Reserve System 2015c).

% Collectively, these firms form the Complex Financial Institutions (CFI) group of FISG. As of September 2014, the
LISCC firms in the CFI portfolio were The Bank of New York Mellon Corporation, Citigroup Inc., The Goldman
Sachs Group, Inc., JP Morgan Chase & Co., Morgan Stanley, and the U.S. operations of Barclays PLC, Credit
Suisse Group AG, Deutsche Bank AG, and UBS AG, as well as the nonbank firms American International Group,
Inc., General Electric Capital Corporation, and MetLife, Inc. The LBO firms in the CFI portfolio are American
Express Company, CIT Group Inc., and M&T Bank Corporation.
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Each firm-focused team is headed by a Senior Supervisory Officer (SSO) — typically a
Senior Vice President with experience in supervision, technical expertise associated with the
firm’s primary business activities, and/or experience in the banking industry — assisted by a
Deputy Supervisory Officer (DSO). The SSO oversees the supervisory program for the firm and
is the point of contact for the firm’s CEO and board of directors; for foreign banking companies,
the SSO may interact with the global senior executive group (“C-suite”) and directors, as well as
those overseeing the firm’s U.S. operations. The SSO also interacts regularly with other FRBNY
SSOs and with those holding similar positions at other Reserve Banks (known as Central Points
of Contact, or CPCs). The DSO is responsible for the day-to-day management of the team,
including logistics and resources, and meets regularly with firm officers the next level down
from the CEO.

Table 1: FRBNY FISG full-time equivalent headcount based on actual hours in 2014

Firm-focused (CFI) Team Staff: LISCC firms

Total Average Median Min Max

129 13 11 9 21

Risk (ERS) Department Staff: LISCC firms

Total Average Median Min Max

99 9 10 0 18

Total Risk (ERS) Department Staff
All Credit Funding Legal & Market & Model  Operational
Risk & Compliance  Counterparty Risk Risk
Liquidity Risk Risk
Risk
262 55 38 40 66 27 35

Notes: This table shows a measure of full-time equivalent headcount based on actual hours worked by FRBNY
FISG staff on CFI firm-focused teams and risk departments assigned to firms in the LISCC portfolio supervised by
FRBNY. Figures are rounded to the nearest whole number. Average, median, minimum and maximum are
measured across firms in the LISCC portfolio. Source: FRBNY internal supervisory time allocation data.

As shown in the top panel of Table 1, the firm-focused teams for firms in the LISCC
portfolio had the equivalent of between 9 and 21 staff assigned directly to the team, with an
average team size of 13, based on actual hours worked in 2014.° The number of team members

generally corresponds to the size and complexity of the firm. Aside from the SSO and DSO,

1% Internal supervisory allocation data are self-reported by employees and require subjective work classification
leading to some potential measurement error in the tables and figures that rely on this data source.
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firm-focused team members fill one of three roles: financial analyst, business line specialist, or
corporate function specialist. Financial analysts specialize in assessing the firm’s financial
condition, including earnings, capital and liquidity, and interact regularly with the company’s
chief financial officer (CFO). Business line specialists are responsible for understanding the
firm’s business strategy and performance in its major business lines and interact with the heads
of those business lines. Corporate function specialists interact with the firm’s chief operating
officer (COO) and staff, and are responsible for understanding a range of governance and
operational activities, including the firm’s resolution and recovery planning, incentive
compensation structure, and enforcement action responses. The precise composition of the team
across these three specialties reflects the size and complexity of the firm and the span of its

businesses and activities.

I11.C Risk Department Specialists

In addition to staff assigned directly to the team, teams for the largest and most complex
companies have specialists from the Enterprise Risk Supervision department assigned to the
team on a long-term basis. These risk specialists have reporting responsibilities to both the SSO
and to the head of the risk department. The risk specialists are responsible for understanding the
firm’s risk exposures and risk management along several dimensions, including credit, liquidity,
operational and market risk. Risk specialists also participate in cross-firm assessments of market
developments, emerging risks, and risk management approaches. The work of risk specialists
assigned to firms in the LISCC portfolio is also coordinated through the Risk Secretariat, a
subgroup of the LISCC Operating Committee charged with reviewing and evaluating risk
management practices and helping to prioritize risk-related supervisory activities across the
LISCC portfolio (Board of Governors of the Federal Reserve System 2015c).

The number of risk specialists assigned to each firm-focused team and the particular risks
covered by those specialists vary according to the business focus and risk exposure of the firm,
but, comparing the upper- and mid-panels of Table 1, typically risk specialist teams assigned at
LISCC firms are about 45 percent of the total team assigned to the firm (firm-specific and risk).
Risk specialists are most commonly assigned to teams supervising BHCs in the LISCC portfolio,
though even on these teams, not every risk type is covered by a specialist from one of the risk

departments. For those risk types, and on the teams without risk specialists, other team members
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are responsible for understanding the firm’s exposure to and management of the risk in question.
In addition, a limited number of risk specialists are assigned to other supervisory teams,
including those for the systemically important nonbank companies and the larger LBO portfolio
firms (e.g., a retail credit risk specialist on the American Express team).

The risk departments cover a range of risks facing large, complex financial institutions.
In particular, there are risk departments specializing in liquidity risk, credit risk, operational risk,
legal and compliance risk, market and counterparty risk, and model risk. The bottom panel of
Table 1 displays the allocation of staff by risk categories based on actual-hours-equivalent
headcounts during 2014. Within each risk type, department members may focus on particular
aspects of the risk in question. For example, the credit risk team has sub-specialists in wholesale
credit (large loans to corporations or loans associated with commercial real estate) and in
retail/consumer credit. The market and counterparty risk team has specialists in particular types
of trading products, such as foreign exchange, interest rate products, equities or commodities.

The risk specialists assigned to the firm-focused teams represent a large share of the risk
departments’ staff. In addition to the risk specialists, the risk departments have in-house
supervisory and analytical staff. These staff members are responsible for cross-firm analysis,
targeted work at a particular firm at the request of an SSO, and coverage of portfolios of firms
whose teams do not have dedicated risk specialists. Several risk departments have analytical
units that manage and analyze large data sets collected from the banks. These units include staff
in the liquidity risk department working with detailed firm-specific data about the maturity,
funding and cash flow characteristics of the assets, liabilities, and off-balance sheet exposures of
the consolidated firm and its major legal entities'!; staff in the market and counterparty
department who analyze counterparty-level exposures at major derivatives dealers; and the
Shared National Credit (SNC) team in the credit risk department, which plays a critical role in
the interagency program examining the treatment of these large loans across banking

companies.*?

! These data are collected on regulatory report forms FR 2052a and FR 2052b. See Federalreserve.gov (2015b) for
more detail.

12 The Shared National Credit Program was established in 1977 by the Board of Governors of the Federal Reserve
System, the Federal Deposit Insurance Corporation, and the Office of the Comptroller of the Currency to provide an
efficient and consistent review and classification of any large syndicated loan. Today, the program covers any loan
or loan commitment of at least $20 million that is shared by three or more supervised institutions. The agencies'
review is conducted annually, usually in May and June. (Federalreserve.gov 2015c).
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Aside from work done by the risk teams, analysis in other areas of FISG and FRBNY
also supports and is a critical input to prudential supervision of the large, complex BHCs and
nonbank financial institutions at FRBNY. For instance, a separate team of analysts assesses
business line revenue performance, earnings and financial performance, and capital trends at
these firms.”> Work of these analysts supports the LISCC and its assessment of the large,
complex firms in that portfolio, including those located outside the Second District. However,
unlike the risk specialists, the “capital and performance” analysts are not integrated onto the
supervisory teams. Nonetheless, their work helps shape the supervisory agenda for LISCC firms,

as discussed further in Section 1V.

I11.D Large Foreign Banks

For large foreign firms not part of the LISCC portfolio, the structure of the supervisory
teams differs somewhat. The U.S. operations of these firms are supervised by teams responsible
for a portfolio of institutions rather than by teams dedicated to individual firms. As shown in
Figure 2, at the end of 2014, there were 32 firm-focused supervisors assigned to the Large
International Financial Institutions (LIFI) portfolio, which is composed of approximately 25
foreign banking organizations. Most of these foreign firms have a U.S. broker-dealer and more
than $10 billion in assets in the United States. LIFI staff is organized into teams that cover as
few as two to as many as nine individual foreign bank organizations, with firms grouped into
teams by geography (countries or global regions) and business focus. Foreign banks with more
complex U.S. operations are covered by teams of two or three people, while firms with smaller
or less complex U.S. operations may be covered by a single person, either alone or together with
other firms from the same country or region. The LIFI teams do not have embedded risk
specialists, although teams may consult with or get assistance from the various risk departments.
For instance, some LIFI teams use the results of the credit risk department’s SNC review as an

important part of their assessment of credit risk at the U.S. operations of these institutions.

3 Through 2014, these analysts were part of CFPA, which as illustrated in Figure 2, had a staff of 28 at year-end
2014. Following a reorganization of FRBNY at the beginning of 2015, many of these analysts became part of a unit
outside of FISG.
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I11. E Coordination and Information-Sharing within FISG

Over time, supervisory staff members rotate across the firm-focused teams and, less
frequently, among the risk departments. The Board of Governors requires that SSOs rotate at
least every five years, with the possibility of extensions in special circumstances. Using FRBNY
headcount data starting in 2000, the SSO spells at LISCC firm have generally been significantly
shorter than 5 years, with an average of about 2.3 years.** The tenure limit is applied to all firm-
focused team members in FISG, including the risk specialists. Thus, it is common for
individuals to move from team to team over time, with the goal of balancing the in-depth
knowledge gained about a particular firm with the fresh and independent perspective acquired by
exposure to more than one institution. Rotation is intended to benefit the team as well as the
individual, both by bringing in staff who do not necessarily share common assumptions with
existing team members and by mitigating any tendencies to adopt the perspective of the firm
being supervised. It is less common for staff to move from one risk department to another, given
the specialized knowledge required to be an effective risk specialist. Risk specialists do,
however, move to different firm-focused teams and into different assignments within the risk
departments.

Members of both firm-focused teams and risk departments meet regularly to share
information and observations and to coordinate analysis where appropriate. The most important
mechanism for this interaction are the so-called “affinity groups,” which are cross-firm groups of
staff with common specialties and work focuses, such as financial analysts, business line
analysts, and corporate function specialists. These groups generally meet weekly, with members
attending in person at the FRBNY offices. Analysts and specialists from supervisory teams at
other Reserve Banks and at the Board of Governors also participate in the affinity groups to

facilitate information-sharing and knowledge building beyond FRBNY.

I11. F Impact of 2011 Reorganization

As noted above, the current organization of supervisory staff for the large, complex bank
and nonbank firms dates from 2011. Prior to this date, the firm-focused supervisory teams

(shades of grey in Figure 2) were part of a single relationship department (Figure 3), though

Y This figure excludes the most recent SSO assignments since these have not been completed and including them in
the calculation would otherwise lead to a right-truncation bias.
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within that department, the teams were managed on a portfolio basis. More significantly, the
teams focused on individual firms (known as “relationship” teams at that time) and the analysts
specializing in different types of risk (known as “risk” teams) were less closely integrated. Risk
specialists were not assigned to firm-focused teams on a long-term basis, but instead went from
firm to firm on a project basis. SSOs (then referred to as Central Point of Contacts, or CPCs)
would make requests for assistance from risk specialists to participate in firm-specific
examinations; in some cases, risk specialists would work with the relationship team as part of a

broader horizontal exam sponsored by the risk department and covering several firms.

Figure 3: Time series evolution of FISG staff department allocation based on headcounts
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Source: FRBNY internal staff allocation data.

As a result of the reorganization, risk staff now allocates an increasing portion of their
time to a single firm. Figure 4 shows the portion of the risk department staff that is assigned to a
single institution, as measured by the fraction of staff devoting at least two-thirds of their time to
a single firm. As illustrated in the figure, the share of risk department staff who were assigned to
a single institution rose from less than 5 percent to more than 30 percent after 2011.

Further, the new organizational structure formalized the three distinct roles within each

firm-focused team (financial analyst, business line analyst, and corporate function specialist).
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Under the previous structure, relationship team members covered many of the same topics
addressed by the financial analysts and corporate function specialists. However, the emphasis on
business line strategy and performance is a new orientation (Dahlgren 2011). This new
orientation — which is consistent with guidance that applies to supervision of large, complex
financial companies across the Federal Reserve™ — is intended to provide insight into how the
firms are generating profits and the risks of the strategies the firms are pursuing, as a way of
providing context to the evaluation of risk management and internal audit. Thus, the new
approach involves a less direct focus on a firm’s risk management and internal audit units as
ends in themselves, and more focus on how the work of these areas support (or do not support)
the firm’s business strategies and risk appetite.

Until recently, firm-focused teams were “on-site” in the sense that they were located in
offices at the institution they were supervising. Typically, the supervised firm would provide a
separate, dedicated area for the supervisory team, with controlled access for team members.
Team members also had access to work areas in FRBNY offices, so that they could work *“off-
site” as needed. The idea in locating firm-focused supervisory teams on-site at the supervised
institutions was to provide ready access to senior management and internal systems and
information networks at the supervised firm. Over time, however, technological enhancements
have made access to firms’ internal systems from remote locations much easier. As a result, the
supervisory teams are being relocated to FRBNY offices on a permanent basis to facilitate
interaction, cooperation, and information-sharing among FISG staff, as well as to foster analysts’
independence. This pattern is evident in the fraction of on-site hours spent by LISCC firm-
focused FISG staff shown in Figure 5, which was about 55 percent in 2014, compared to about
90 percent in the ten years prior.

SR 12-17 describes the conceptual framework for supervision of large financial institutions, which focuses on
enhancing resiliency and reducing the impact of a firm’s failure. See Board of Governors of the Federal Reserve
System (2012).
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Figure 4: Risk (ERS) department staff allocated to a single institution
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Notes: The figure shows the fraction of risk department staff that devotes at least two-thirds of their supervisory
hours to a single firm. Total supervisory hours exclude absences, training, and technical assistance. Source: FRBNY
internal time allocation data.

Figure 5: Fraction of hours spent by LISCC firm-focused staff on-site

Share

Sy I I I
2000 2005 2010 2015

Source: FRBNY internal time allocation data
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I11. G Interaction with Other Supervisors

The Federal Reserve is the consolidated supervisor of BHCs and systemically important
nonbank financial companies, meaning that it is responsible for having an integrated view of “the
organization’s structure, activities, resources and risk, as well as [addressing] financial,
managerial, operational or other deficiencies” (Board of Governors of the Federal Reserve
System 2015a). This consolidated oversight encompasses the parent holding company and its
subsidiaries. Many of these subsidiaries are themselves regulated and supervised entities, such as
commercial banks, thrifts, registered broker-dealers, and insurance companies. Thus, as part of
the consolidated oversight of a bank holding company, Federal Reserve supervisory staff
interacts with supervisory staff from other federal agencies, including the Office of the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, the Securities and
Exchange Commission, as well as state financial sector supervisors (for instance, the New York
State Department of Financial Services).'®

Federal Reserve supervisors make use of the work done by other federal and state
supervisors in their oversight of commercial bank and other regulated holding company
subsidiaries. Under the terms of the Gramm-Leach-Bliley Act (GLBA), Federal Reserve
supervisors rely as much as possible on the examination reports of these other agencies in
assessing the condition of these subsidiaries (Board of Governors of the Federal Reserve System
2015a). Beyond relying on reports, Federal Reserve supervisors meet regularly with supervisory
staff from the other agencies to share information and insights about the firm and the relevant
subsidiary, as well as information about supervisory plans, activities and findings. In addition to
gaining the insights of other federal and state supervisors, Federal Reserve supervisors share
information with these supervisors, including “information relating to the financial condition,
risk-management policies, and operations of a banking organization that may have a material
impact on the regulated subsidiary, as well as information concerning transactions or
relationships between regulated subsidiaries and their affiliates” (Board of Governors of the
Federal Reserve System 2015a).

1% The Federal Reserve is the primary federal supervisor of state-chartered commercial banks that are members of
the Federal Reserve System (“state member banks™). The Federal Reserve shares supervisory responsibility for state
member banks with state banking or financial services supervisors. In supervising these entities, which are often
subsidiaries of bank holding companies, Federal Reserve supervisory staff coordinates extensively with staff from
state supervisory agencies.
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Federal Reserve supervisory staff also interacts with home country supervisors of foreign
banking organizations (FBOs) operating in the United States. As noted in a Federal Reserve
policy document describing the supervision of the combined U.S. operations of foreign banks
(SR 08-9), “supervision of a large complex FBO requires cooperation and information exchange
between home and host country supervisors” (Board of Governors of the Federal Reserve
System 2008). In practice, this cooperation involves formal sharing of information derived from
supervisory activities, generally “facilitated by an MOU [memorandum of understanding] that
establishes a framework for bilateral relationships and includes provisions for cooperation during
the licensing process, in the supervision of ongoing activities, and in the handling of problem
institutions” (Board of Governors of the Federal Reserve System 2008). These formal
arrangements are augmented by periodic visits between the Federal Reserve and home country
supervisory staff that include discussion of both general topics concerning banking industry
developments and “strategy sessions focusing on individual FBOs and specific supervisory
issues and initiatives” (Board of Governors of the Federal Reserve System 2008).

IVV. Work Content: What Do Supervisors Do?

IV.A Overview

This section describes how supervision of large, complex bank and nonbank companies is
conducted on a day-to-day basis at FRBNY. The focus of the discussion is primarily on the
work of the firm-focused supervisory teams, including the risk specialists embedded on those
teams, but also describes how the analytical work done by the risk departments and other cross-
firm analysts is integrated into the supervision of these firms.

Most of the work of the firm-focused supervisory teams can be classified as either
information-gathering and analysis or follow-up to that analysis, including assigning supervisory
ratings, determining enforcement actions and subsequent remediation tracking. The section first
describes the different ways in which the firm-focused teams conduct information-gathering,
including continuous monitoring and examinations, as well as the range of subsequent outcomes.
The section then describes how the teams determine which projects and type of monitoring to
pursue, including a description of the annual supervisory planning cycle and the process of

synthesizing supervisory work to assign a rating to each firm. The discussion also covers how

21



priorities are set between work that is particular to an individual firm and work that covers

multiple firms — known as “horizontal”” work.

IV.B Activities of the Supervisory Teams

The work of the supervisory teams is guided by a series of written policies and
procedures, guidance, and manuals that codify supervisory expectations and provide direction to
the teams in structuring their work at the firms. These materials include the Bank Holding
Company Supervision Manual, which “provides guidance for conducting inspections of bank
holding companies [...] to ascertain whether the financial strength of the bank holding company
is being maintained on an on-going basis and to determine the effects or consequences of
transactions between a holding company or its nonbanking subsidiaries and its subsidiary banks”
(Federalreserve.gov 2015d)*’, as well as a series of SR Letters that address “various policy and
procedural matters related to the Federal Reserve’s supervisory activities” (Federalreserve.gov
2015e).'® SR Letters, which are publicly available, are intended to provide information both to
supervisors and to supervised institutions. As such, the letters address a diverse range of topics,
including the overall supervisory program for large, complex financial institutions (SR 12-17),
recovery planning (SR 14-8), model risk management (SR 11-7), counterparty credit risk
management (SR 11-10), and stress testing (SR 12-7). Finally, these public documents are
supplemented by internal policies and procedures intended to provide guidance to supervisory
staff in designing and implementing their supervisory work programs.

The traditional model of bank supervision involves a full-scope examination of a bank’s
financial condition and operations, typically conducted once a year and assessing the bank as of
that moment in time. While this approach is still used for smaller banks and BHCs, for some
time, the larger and more complex bank and nonbank firms have been subject to on-going
supervision over the course of the year. Under the current supervisory approach, the firm-

focused supervisory teams engage with management at the firm and review and analyze

7 This manual, along with a similar manual focused on the supervision of commercial banks, is publicly available
on the Board of Governors website, federalreserve.gov.

18 According to the Board of Governors website: “Supervision and Regulation Letters, commonly known as SR
Letters, address significant policy and procedural matters related to the Federal Reserve System’s supervisory
responsibilities. These letters are issued by the Board of Governors’ Division of Banking Supervision and
Regulation and are a means of disseminating information to banking supervision staff at the Board and the Reserve
Banks, as well as to supervised banking organizations.” (Federalreserve.gov 2015e).
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information provided by the firm on a continuous basis; this on-going oversight is referred to as
“continuous monitoring.” The teams also engage in more detailed analyses and assessments of
particular issues at different points over the course of the year,* in the form of “enhanced
continuous monitoring” and formal examinations. This more detailed information-gathering and
analysis can be firm-specific and conducted by a single team, or can involve multiple banks and
thus be coordinated across several teams, including in-house analyst teams in the risk
departments and other areas of FISG as well as other Reserve Banks and other supervisors.

The three approaches to information-gathering — continuous monitoring, enhanced
continuous monitoring, and formal examinations — differ in their goals, as well as in their
structure and execution. This section discusses each of these supervisory approaches in greater
detail. The conceptual and practical boundaries between the approaches are not always distinct.
For instance, it can be difficult to distinguish more intense scrutiny of an issue identified via
continuous monitoring from enhanced continuous monitoring, or to determine whether a
particular issue should be pursued via enhanced continuous monitoring rather than via a formal,
targeted examination. The following discussion thus focuses on the broad differences rather than

some of the finer nuances.

IV.C Continuous Monitoring

Continuous monitoring activities are intended to enable each firm-focused supervisory
team to “develop and maintain an understanding of the organization, its risk profile, and
associated policies and practices” (Board of Governors of the Federal Reserve System 2015a), as
well as to identify gaps or issues that might lead the team to do more in-depth analysis.
Continuous monitoring involves meetings with bank management, review of internal reports, and
regularly produced analysis based on firm internal data. Continuous monitoring activities are
almost always focused on, and structured around, an individual firm and its particular
characteristics, business focus, and management structure. In contrast, enhanced continuous
monitoring and formal examinations are intended to be “deeper dives” into particular issues or
concerns about the firm, involving more analytical work and leading to conclusions about the

effectiveness of internal controls, risk management, or business strategies as well as an

19 These more detailed assessments can occur at any point during the year, in contrast to the traditional supervisory
model, in which all assessment of the bank occurs at the same “as of” date.
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assessment of the firm against its internal guidelines, regulatory or industry standards, or peer
practice. Enhanced continuous monitoring can be less formal and more exploratory than formal
examinations, but both approaches involve a focus on a particular issue that has been identified
as a potential concern. Figure 6 shows the allocation of hours in 2014 expressed in headcounts
of FISG staff working on firms in the LISCC portfolio.

Figure 6: LISCC team FISG staff hours’ headcount allocation by activity

B Horizontal [MExam MECM B RCM & Other

Notes: ECM is enhanced continuous monitoring; Exam is non-horizontal examination activities; Horizontal
includes cross-firm programs such as the Comprehensive Capital Analysis and Review (CCAR) and Comprehensive
Liquidity Analysis Review(CLAR). RCM & Other is regular continuous monitoring and all other activities
(including non-supervisory ones). Source: FRBNY internal supervisory hours allocation data.

As part of continuous monitoring, firm-focused team members have both regularly
scheduled and ad hoc meetings with bank management. The regularly scheduled meetings
sometimes have specific agendas focused on issues of interest to the team and sometimes are
open ended to provide an opportunity for bank management to share its view of important
developments. Team members may also use open ended meetings to ask questions about recent

decisions or steps taken by the firm, as a way of gaining further insight into the firm’s
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governance processes.”’ Different team members typically meet with different levels of bank
management and management whose responsibilities span different areas. For instance, as noted
above, the SSO meets frequently with the firm’s CEO and board members. Financial analysts
meet with the firm’s chief financial officer (CFO) and senior staff; the business line specialists
meet with the corresponding business line managers; corporate function specialists meet most
often with the chief operating officer (COQ); and the risk specialists meet with internal auditors
and staff at the supervised institution who report to the chief risk officer (CRO). Team members
often meet with multiple individuals at the firm to discuss the same topic or ask the same
questions, as inconsistent responses can be indicative of an issue at the firm. Aside from
gathering information, meetings can also be used to convey feedback, especially to senior
management and board members.

A second key aspect of continuous monitoring is reviewing internal data produced by the
firm. These data include regulatory reports, which provide comprehensive and standardized
reporting across firms and over time; internal reports providing customized, nuanced reporting
by the firm using metrics developed for internal management purposes; and external reporting,
such as financial statements. The teams have the authority to request any report or data produced
by the firm and, as a matter of practice, regularly receive a very large number of internal reports
and analyses as well as access to the firms’ internal reporting systems. Reports provided to
business line managers, senior managers, and the board of directors are of particular interest,
since these reports provide insight into the information available to decision-makers at the firm
and thus into the decision-making process. Aside from these reports, the teams also receive
daily, weekly, monthly and quarterly reports containing business line, risk management, and
other internal control metrics, frequently containing very detailed information about the firm’s
performance, risk exposures, and internal oversight.

One challenge faced by the teams is the large volume of information that is provided,
which increases the difficulty of conducting comprehensive, detailed assessment of the material.
Much of the review of the regular management reports focuses on identifying changes and new
developments; these assessments can provide topics for discussion in meetings with the firm

and/or spur further exploration and analysis. Analysis provided by the in-house risk departments

20 |n these settings, team members might ask questions such as “How did you get comfortable with that decision?”
or “How did you gather the information to make that choice? What analysis did you do?”
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and analysts in other parts of FISG and FRBNY complements analysis of internal management
reports done by team members. For instance, analysis of the detailed liquidity data by the
liquidity risk department can identify changes in a firm’s liquidity position or liquidity risk
profile that might lead to discussion with the firm and further analysis and exploration by the

team or the liquidity risk department.

IV.D Enhanced Continuous Monitoring and Examinations

In contrast to continuous monitoring, which consists of on-going, repeated activities of
the firm-focused supervisory teams, enhanced continuous monitoring and formal examinations
involve discrete supervisory “projects” that are generally conducted on a one-time basis. As
noted above, enhanced continuous monitoring is intended to provide insight into a particular
topic, business strategy, risk levels and/or risk management practices and controls. It can also be
used to learn more about an area or fill a knowledge gap. As such, it is a “deeper dive” into an
issue or question that has already been identified, seeking to understand the scope and depth of
the issue and whether further information-gathering and analysis or remedial actions on the part
of the firm are warranted. Enhanced continuous monitoring could involve more extensive
meetings with firm management to discuss particular issues or topics in detail (i.e., with specific,
pre-planned agendas); special data requests for information that goes beyond that provided in the
internal management reports normally received by the team; limited testing of individual
transactions to assess compliance with internal policies, supervisory guidance, and/or regulation;
and assessment and documentation of the information gathered. Enhanced continuous
monitoring can be focused on issues specific to an individual firm, or can be used to develop a
horizontal, cross-firm perspective on an area or topic.

The results of enhanced continuous monitoring vary according to the nature of the
particular project and what is discovered during the exercise. For instance, enhanced continuous
monitoring exercises that are aimed at filling knowledge gaps result primarily in enhanced
information and understanding by the supervisory team. Review of the findings and
communication back to the firm could be limited and informal in these cases. In contrast,
enhanced continuous monitoring projects that are intended to explore control or risk management
weaknesses at one or more firms could result in formal or informal enforcement actions ranging

from supervisory observations to public “cease and desist” orders. In these latter cases, there
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would be extensive vetting (review) of the findings by supervisory team members, by one or
more of the risk departments, by more senior management within FISG, and by the LISCC
Operating Committee for companies in the LISCC portfolio. The outcomes would be
communicated to the firm in writing, with subsequent tracking and follow-up by the firm-
focused team to ensure that the deficiencies that have been identified are being addressed.

Formal examinations also involve a “deep dive” into a particular topic or issue affecting
one or more firms. There are several types of examinations, including target examinations,
which focus on making an assessment of a firm’s practices against its internal guidelines,
regulatory or industry standards or peer practice; discovery examinations, which focus on
“understanding of a particular business activity or control process — for example, to address a
knowledge gap identified during the risk assessment or other supervisory process” (Board of
Governors of the Federal Reserve System 2015a); and horizontal examinations that involve
coordinated examination work across several institutions. Procedurally, target examinations
involve several stages, including introductory letters sent to the banks notifying them of the
examination and requesting information, a “scope” memo that defines the rationale and
objectives of the examination, including questions to be answered and procedures to be
performed, memos documenting the findings and conclusions (“product memos”), meetings with
the firms to present the results verbally (“close-out meetings™), and a formal examination report
communicating findings to the firm. Depending on the focus, examinations can also involve
more extensive transaction testing than is typically done during enhanced continuous monitoring.
Each stage of the examination process is vetted by various participants and management within
FISG and, for horizontal examinations, with System oversight groups.

Both in terms of objectives and based on the work done, it can be difficult to distinguish
some forms of enhanced continuous monitoring from formal examinations. Both involve a
thorough analysis and assessment of a particular issue or area accompanied by extensive
information-gathering, either at an individual firm or across several firms; the actual activities
carried out — meetings, information requests, testing and analysis — can be identical. Both can
result in enforcement actions requiring substantive change in processes, governance, and
activities at the firm. The primary difference between the two approaches has to do with the
level of formality and structure involved in the exercise. Typically, examinations are
significantly more structured and can take much longer to get started and to complete than
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enhanced continuous monitoring. Enhanced continuous monitoring is thus often favored by the
supervisory teams over formal examinations because it is more flexible and can be timelier. That
said, the structure and formality of a formal examination can mean that resources (principally,
the time of team members) are officially allocated to the exam, whereas staffing of enhanced
continuous monitoring is more fluid.

As noted, both enhanced continuous monitoring and examinations tend to be discrete
exercises carried out on a one-time basis. The Federal Reserve also sponsors several large
horizontal supervisory programs that involve similar activities but that occur on an annual or on-
going basis. These programs include the Comprehensive Capital Analysis and Review (CCAR),
which focuses on internal capital planning and capital adequacy; the Comprehensive Liquidity
Analysis and Review (CLAR), which focuses on internal liquidity planning and liquidity
resources (Tarullo 2014); and the Supervisory Assessment of Resolution and Recovery
Preparedness (SRP), Federal Reserve's annual horizontal review of the LISCC firms' options to
support recovery and progress in removing impediments to orderly resolution (Board of
Governors of the Federal Reserve System 2015c). While many of the activities conducted under
these programs are similar to those involved in enhanced continuous monitoring and horizontal
examinations, there are some important distinctions. The programs can involve more firms than
would typically be involved in a horizontal exam — the CCAR, for instance, includes 31 firms
spanning the LISCC and Large Banking Organization (LBO) portfolios. Both CCAR and CLAR
are the primary lens through which capital and liquidity adequacy at the participating firms are
assessed (which is why they are “comprehensive” analyses and reviews), whereas a typical target
examination is more narrowly focused. In some cases, the programs also have their own distinct
set of possible remedial actions, including having the Federal Reserve object to a firm’s capital
plan in the CCAR (in which case its ability to pay dividends and make share repurchases is
restricted) and the possibility of requiring substantial structural changes at a firm whose

resolution plan is deemed not credible.

IV.E Remedial Steps and Follow-up

Aside from follow-up consequences specific to these large, horizontal programs, both the
programs and day-to-day supervision conducted by the firm-focused supervisory teams can

result in a range of supervisory actions intended to make firms address shortcomings identified
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through the supervisory process. When the information-gathering and analysis conducted as part
of regular or enhanced continuous monitoring, examinations, or a supervisory program reveal
deficiencies in a firm’s risk management, governance, or other controls, or if a firm is found to
be in a financial condition that threatens its safety and soundness, then supervisors can take
various actions to compel the firm to address the deficiencies. These supervisory actions
generally take the form of written communication to the firm’s board of directors or an
executive-level committee of the board (Board of Governors of the Federal Reserve System
2013).

Figure 7 shows the incidence of occurrence, and type, of supervisory actions for all LISCC
institutions supervised by FRBNY between 2011 and 2014.

Figure 7: Supervisory actions issued to LISCC institutions
in the Second Federal Reserve District Jan2011-Nov2014
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Notes: All counts are rounded to the nearest ten. The chart shows the number of supervisory actions issued to
LISCC financial institutions supervised by FRBNY between January 2011 and November 2014, irrespective of
whether the action is ongoing (open) or resolved (closed). Grey areas include MRAs (matters requiring attention),
MRIAs (matters requiring immediate attention), MOUs (memoranda of understanding) and 4Ms (4(m) agreement).
Formal enforcement actions include cease and desist (C&D), written agreements and other formal actions. Source:
FRBNY internal data on enforcement activity.

The mildest of these supervisory actions are matters requiring attention (MRAS) and
matters requiring immediate attention (MRIAs). MRAs and MRIAs are considered “informal”
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actions, in the sense that the Federal Reserve’s authority to impose these actions is based on
supervisory practice as described in various SR Letters. As shown in Figure 7, MRAs are about
8 times as frequent as MRIAs. According to SR Letter 13-13, MRIAs are “matters of significant
importance and urgency that the Federal Reserve requires banking organizations to address
immediately and include: (1) matters that have the potential to pose significant risks to the safety
and soundness of the banking organization; (2) matters that represent significant noncompliance
with applicable laws or regulations; [and] (3) repeat criticisms that have escalated in importance
due to insufficient attention or inaction by the banking organization” while MRAs “constitute
matters that are important and that the Federal Reserve is expecting a banking organization to
address over a reasonable period of time, but the timing need not be ‘immediate’.” The
distinction between an MRA and MRIA is the “nature and severity of the matters requiring
corrective action” and the “immediacy with which the banking organization must begin and
complete corrective actions.”

The MRA or MRIA specifies the particular concern being raised as well as a timeframe
by which the firm must remediate the deficiency. Firms receiving MRAs or MRIAs will
typically develop a plan for remediating the shortcomings being raised; the supervisory team
then reviews the plans and is responsible for following up to ensure that the firm has followed it.
This follow-up can take the form of a subsequent examination or regular or enhanced continuous
monitoring. If the firm fails to address sufficiently the deficiency identified in the MRA or
MRIA, then the matter can be escalated into more severe enforcement actions (Board of
Governors of the Federal Reserve System 2013). It is typical for a banking organization to have
many outstanding MRAs and MRIAs at any given time, reflecting the outcomes of the range of
supervisory activities undertaken by the firm-focused supervisory team and other Federal
Reserve supervisory staff.

Aside from MRAs and MRIAs, informal supervisory actions also include Memoranda of
Understanding (MOUSs). Figure 7 shows the joint incidence of MOUs along with the formal
supervisory actions known as 4(m) agreements (“4Ms”?!). MOUs and 4Ms are distinct but are
grouped together in the table as they are most severe actions that are not publicly disclosed. An

MOU is considered to be more severe than an MRA or MRIA, typically encompassing multiple

21 The term 4(m) agreement comes from the corresponding section of the BHC Act.
30



deficiencies at a firm. MOUs also differ from MRAs and MRIAs because MOUs are agreements
between the Federal Reserve and the supervised firm, whereas MRAs and MRIAs are
determined by the Federal Reserve alone. MOUs often incorporate restrictions on a firm during
the period in which it is remediating the concerns raised in the MOU.

MRAs, MRIAs, 4Ms and MOUs are typically considered confidential supervisory
information and thus are not publicly disclosed by the Federal Reserve. In contrast, most formal
supervisory actions such as written agreements, cease and desist orders, and fines (“civil money
penalties”) are publicly disclosed by the Federal Reserve Board. Written agreements and certain
cease and desist orders (referred to as “consent orders™) are agreed between the Federal Reserve
and an institution, and stipulate certain findings about the firm and its actions and specify a
course of correction to address the findings. Cease and desist orders can also be imposed
without the agreement of the firm. 4M agreements may be issued when a holding company is
either engaged in non-permissible activities, or when the holding company or one of its
depository institution subsidiaries is either inadequately capitalized or not well managed. These
formal supervisory actions have legal force, meaning that should the firm fail to meet the terms
of the action, it can face fines and other actions, such as a requirement to restrict its growth or to
divest certain assets.

The severity of the supervisory action taken depends on the severity of the deficiency that
has been identified. It is not necessary to start with less severe actions before imposing more
severe ones or for supervisors to take informal enforcement actions before taking formal ones,
though escalation of insufficiently addressed actions certainly does occur. MRAs, MRIAs and
both formal and informal enforcement actions can be initiated by the firm-focused supervisory
team; they can also be initiated by other supervisory staff in FISG or at the Board of Governors
in coordination with the firm-focused team, for instance, as part of broad programs such as the
CCAR and CLAR. Depending on their severity, MRAs and MRIAs given to firms in the
LISCC portfolio can be reviewed by and subject to the approval of the SSO’s management or the
LISCC Operating Committee. MOUs and formal enforcement actions are developed jointly by
FRBNY and Board of Governors staff, and are signed by officials of the Reserve Bank and/or of
the Board of Governors.

Supervisory actions typically are in force for a year or more as the management of the
firm adopts changes to address issues raised in the actions. Table 2 shows the duration of
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supervisory actions at Second District LISCC institutions issued between 2011 and 2014 that

were closed or still ongoing as of December 2014.

Table 2: Duration (years) of supervisory action issued to LISCC Institutions
in the Second Federal Reserve District, Jan2011 — Nov2014

Issues Closed (resolved) as of November 2014

Average Min Max Count

Issue Type
Matter Requiring Attention (MRA) 14 00 35 680
Matter Requiring Immediate Attention (MRIA) 10 00 2.7 110
Formal Action 05 0.0 15 10
Issues Open (ongoing) as of November 2014

Average Min Max Count
Issue Type
Matter Requiring Attention (MRA) 1.7 01 3.9 660
Matter Requiring Immediate Attention (MRIA) 18 0.2 3.8 50
Formal Action 27 09 40 10
Memorandum of Understanding (MOU) and 4M 23 01 3.2 20

Notes: All counts are rounded to the nearest ten. This table shows summary statistics for the duration of supervisory
actions. The table includes supervisory actions issued to LISCC financial institutions supervised by FRBNY
between January 2011 and November 2014 and therefore the maximum duration is about 4 years. Source: FRBNY
internal data on enforcement activity.

Tracking progress against supervisory actions, especially MRAs and MRIAs, is one of
the key elements of continuous monitoring. Typically, the corporate function specialists on the
team are administratively responsible for this tracking, with assessment of the steps taken by the
firm to address the issues identified in the action being done by subject matter experts, such as
other team members or staff from the risk departments. A variety of inputs can help determine
whether an action can be lifted, including independent review and testing done by the
supervisory team and the work of the firm’s internal audit team (which would typically be the
group within the firm responsible for tracking and determining compliance with enforcement
actions). A key question in determining whether the action can be closed is whether the changes
implemented by the firm to address the concerns in the enforcement action are sustainable over
time. Depending on the severity of the deficiency addressed in the action, the decision about

whether the issues have been addressed could rest with the supervisory team and SSO or could
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require vetting and approval by the LISCC Operating Committee (for firms in the LISCC
portfolio) or by more senior officials at the Reserve Bank or Board of Governors.

IV.F BHC Ratings

In addition to enforcement actions, supervisory ratings are a critical product of the information-
gathering and analysis done by the team over the course of the year. Bank holding companies
are assigned a 1-to-5 rating under the “RFI/C(D)” rating system. The letters indicate different
components considered in the rating — “R” is for risk management, “F” is for financial condition,
“I” is for potential impact of the non-depository entities in the holding company on the
depository institution(s) in the holding company, “C” is for the composite rating (that is, the
overall rating considering and weighing the ratings on “R”, “F” and “I”), and “D” is the rating
assigned to the depositories (e.g., commercial banks or thrifts) owned by the holding company.
The “R” and “F” ratings have sub-components capturing different aspects of risk management
(e.g., board and senior management oversight; policies, procedures, and limits) and financial
condition (e.g., capital, liquidity, asset quality, and earnings), each of which is assigned its own
rating. The “R” and “F” ratings are a summary of these sub-components (though generally not a
simple average) and the composite “C” rating reflects the ratings of the individual “R”, “F” and
“I” components (though, again, generally not a simple average). The highest rating is a “1”
(indicating the strongest performance and practices and least amount of supervisory concern),
while a rating of “5” indicates the lowest performance and a very high degree of supervisory
concern (Board of Governors of the Federal Reserve System 2004). Ratings are assigned on an
absolute basis rather than a relative one, so the median rating across firms can change over time
and based on economic and financial market conditions. In addition, some studies have found
differences in supervisory stringency in assigning ratings over the business cycle (Krainer and
Lopez 2009).

Ratings are important supervisory outputs because they help communicate supervisors’ views of
the firm to its management and board of directors (typically, information about a BHC’s
RFI/C(D) rating is closely held within the firm), because they foster communication and
common understanding about relative and absolute assessments of different BHCs within the
Federal Reserve, and because BHCs with low ratings can face restrictions on their activities and

growth, for example, through merger and branching approvals. For these and perhaps for other
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reasons, BHC management and boards of directors have incentives to ensure that their firms
have good supervisory ratings.

While ratings can be changed at any point during the year based on new information or
analysis, in general, ratings for the large, complex firms in the LISCC portfolio are assigned once
a year. The process of assigning ratings is referred to as “roll up,” reflecting the idea that the
rating incorporates all the information and analysis generated by the firm-focused supervisory
team and other supervisory staff over the course of the year. For the large, complex banking
firms, the roll up begins with the SSO and supervisory team proposing ratings for the
components and composite. The team documents the rationale for the ratings based on
assessments made over the course of the year via continuous monitoring, enhanced continuous
monitoring and examinations; input from supervisory programs such as the CCAR and CLAR
(which are critical in determining the capital and liquidity sub-components, respectively, of the
“F” rating and the risk management elements of the “R” rating); peer comparisons; and other
data and analysis. Ratings changes receive particular attention. The proposals developed by the
supervisory team are reviewed by others in FISG, then by the LISCC Operating Committee,
which has final approval of the rating. Typically, these rating vettings are performed all firms in
the LISCC portfolio at the same time, as a way of promoting consistency across firms and across
Federal Reserve Districts.

IV.G Planning and Priorities

While the work of the firm-focused supervisory teams is on-going over the year, it is
based on an annual cycle of planning and evaluation. The cycle begins with an assessment by
the teams of the key risks facing each firm based on the firm’s business line focus, strategies, and
financial condition. Identifying these risks helps focus the work of the supervisory team by
ensuring that the most important risks are addressed in the work plan for the year.

The key output of this process is the “supervision plan,” which outlines what the firm-
focused team plans to do over the coming year, including continuous monitoring, enhanced
continuous monitoring, examinations, and work on horizontal programs such as CCAR, CLAR,
and the SRP. The supervision plan is developed by the SSO based on guidance provided by the
relevant System oversight group for firms in the LBO and FBO portfolios and by the LISCC
Operating Committee for firms in the LISCC portfolio; the LISCC Operating Committee sets
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final priorities for supervisory plans for firms in the LISCC portfolio. The guidance helps
establish priorities among various cross-firm projects and programs, such as the CCAR, and
firm-specific work. For firms in the LISCC portfolio, these plans are discussed with the LISCC
Operating Committee twice a year to reconfirm priorities and to establish new areas of focus
based on industrywide or firm-specific developments. The supervisory plan is not shared with
the supervised firm.

The goals of the planning process are to identify the key supervisory objectives for the
coming year — for example, what areas or topics will the team analyze in depth or what topics
will be the key focus of continuous monitoring and enhanced continuous monitoring — and to
ensure that there are sufficient resources to achieve those objectives. Resources are often
constrained in the sense that there is often more work that could be done than there is time or
staff to do it. There is also a desire to leave space in the supervision plan to deal with for
unforeseen developments so that these do not crowd out other important work.

Given the constraints on resources, priorities are set based on input from several sources,
including the firm-focused supervisory team, the risk departments, other areas of FISG, and the
relevant management oversight group. The LISCC Operating Committee, for instance, has
subcommittees that review and suggest priorities in coordination with the risk departments and
with analysts assessing capital and performance. These subcommittees bring together
combinations of risk specialists, SSOs, other team members and analysts from FRBNY and from
other Districts to share information and identify cross-firm issues (Board of Governors of the
Federal Reserve System 2015c). This process results in suggestions for more in-depth work via
enhanced continuous monitoring or horizontal examinations. Members of the FISG risk
departments and business line specialists are actively involved in these sub-committees and so
have a role in proposing these cross-firm projects.

Firm-specific work is generally proposed by the SSO and firm-focused supervisory team.
The risk specialists, in coordination with the risk departments, may also suggest potential areas
for further analysis at individual firms. Overall, about half the work done by the firm-focused
teams (including the risk specialists) is firm-specific and about half involves cross-firm work,

including System-wide programs such as CCAR and CLAR.
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