Chapter 12
Bank Examination
and Enforcement

Introduction

The 1980s and early 1990s were undoubtedly a period of greater stress and turmoil for
U.S. financial institutions than any other since the Great Depression. Over this period more
than 1,600 commercial and savings banks insured by the FDIC were closed or received
FDIC financial assistance. As a consequence, the bank regulatory system came under in-
tense scrutiny, and fundamental questions were raised about its effectiveness in anticipating
and limiting the number of bank failures and losses to the deposit insurance fund.

Effective supervision can be achieved in two ways: (1) problems can be recognized
early, so that corrective measures can be taken and the bank returned to a healthy condition;
(2) supervision can limit losses by closely monitoring troubled institutions, limiting their
incentives to take excessive risks, and ensuring their prompt closure when they become in-
solvent or when their capital falls below some critical level.

This chapter reviews and analyzes the bank supervisory system during the 1980s and
early 1990s by focusing principally upon bank examination and enforcement polices. The
first part surveys the federal agencies’ bank examination policies during the 1980s and early
1990s and discusses how changes in bank supervisory philosophy affected examination
staffing and frequency, and what the implications of these policies were for losses to the de-
posit insurance fund. The second part presents a retrospective on the effectiveness of bank
supervisory tools used during this period, focusing on the ability to identify troubled banks
and the ability to limit risk taking in these institutions by applying enforcement actions. The
final part of the chapter discusses the implications for the bank supervisory process of the
Prompt Corrective Action (PCA) provisions of the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA). An appendix describes the bank examination process,
including the bank rating system and the nature and types of regulatory enforcement ac-
tions.
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Bank Supervisory Policies, 1980-1994

Given the constraints imposed on banking activities by the chartering authorities and
by legislation and regulation, the primary tools the banking agencies use to ensure the
health and stability of the financial system and the solvency of the bank and thrift insurance
funds are bank examinations and enforcement actions. Currently there are four basic types
of bank examinations. The first focuses on the bank’s trust department, to determine
whether it is being operated in accordance with established regulations and standards. The
second investigates whether the bank is in compliance with various measures designed to
protect consumers, such as truth-in-lending requirements, civil rights laws, and community
reinvestment regulations. A third type of bank examination focuses on the integrity of the
bank’s electronic data processing (EDP) systems. Finally and most important, safety-and-
soundness examinations focus on five key areas affecting the health of the institution: cap-
ital adequacy, asset quality, management, earnings, and liquidity (CAMEL).! A bank is
rated from 1 to 5 in each area, or component (1 representing the highest rating, 5 the lowest
rating). After the overall condition of the bank is evaluated, a composite safety-and-sound-
ness rating, known as a CAMEL rating, is also assigned. A composite CAMEL rating of 1
is given to banks performing well above average. A rating of 2 is given to banks operating
adequately within safety-and-soundness standards. A CAMEL rating of 3 indicates below-
average performance and some supervisory concerns. Performance well below average
yields a CAMEL rating of 4, indicating that serious problems exist at the bank and need to
be corrected. Finally, a CAMEL rating of 5 indicates severely deficient performance and the
high probability of failure within 12 months. (The appendix includes a detailed description
of the CAMEL rating system.) A serious deficiency in any of the areas covered by trust,
EDP, and safety-and-soundness exams could lead to failure, but only safety-and-soundness
examinations, because of their broad coverage, are discussed here.

Through the early 1970s, all banks—regardless of size and condition—received an
examination approximately every 12 months.? But in the middle to late 1970s, bank super-
vision policy changed significantly, and the change remained in place through the first half
of the 1980s. The banking agencies began placing relatively more weight on off-site sur-

As of January 1, 1997, the bank and thrift regulatory agencies added a sixth component to the safety-and-soundness exam-
ination, known as the “sensitivity-to-market-risk” component. After that date, therefore, the CAMEL rating system would
be referred to as “CAMELS.” The new component evaluates how well institutions are prepared to protect bank earnings and
capital from shifts in interest rates, in foreign exchange rates, and in commodity prices, and from fluctuations in portfolio
values. In this chapter, the sixth component is not discussed.

The discussion of examination staffing and frequency is partly based on Lee Davison, “Bank Examination and Supervision”
(unpublished paper), FDIC, February 1996.
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veillance and relatively less on on-site examinations.? This shift occurred partly because the
Call Report data furnished by banks were increasingly comprehensive and partly because
sophisticated computer models had been developed for analyzing these data; the increases
in comprehensiveness and analytical ability allowed the agencies to make extensive use of
off-site surveillance. They viewed off-site analysis as potentially reducing the need for on-
site examination visits in nonproblem institutions; it would also reduce examination costs
and the burden upon banks. These decisions had widespread implications for subsequent
examiner staffing levels and examination frequency, both of which were being reduced dur-
ing the first half of the 1980s. By the latter half of the decade, however, off-site analysis had
become relatively less important in the bank evaluation process vis-a-vis on-site examina-
tions;* and with passage of FDICIA, frequent on-site examinations again became required,
this time as a matter of law.

Other important changes in supervisory activity also occurred during the 1980s. Both
the Office of the Comptroller of the Currency (OCC) and the FDIC sought to concentrate
more examination resources on banks that posed greater systemic risk and relatively less on
nonproblem institutions.’ All three agencies began cooperative examination programs dur-
ing the early 1980s.° Both the FDIC and the Federal Reserve System increasingly made use
of state bank examinations for nonproblem institutions, often alternating examinations with
state regulators in a move to increase efficiency. (See the appendix to this chapter for addi-
tional details.)

OCC Policies

The National Bank Act of 1864 mandated that the OCC examine all national banks
twice a year but allowed an extension to three examinations every two years. This policy
stood until 1974, when the Comptroller of the Currency commissioned a review of the
agency’s operations from Haskins & Sells, a national accounting firm.” The Haskins &
Sells report had a major impact on the theory and practice of federal bank supervision. It
criticized the OCC'’s existing examination policy as inefficient and recommended that the

w

This shift in policy took place primarily at the Office of the Comptroller of the Currency and the FDIC. Although the Federal
Reserve System enhanced its oft-site surveillance capabilities as well, it did not significantly reduce its commitment to an-
nual examinations for state member banks regardless of size.

FDIC, Annual Report (1990), 20.

The targeting of problem banks for more frequent examinations and enhanced supervision is documented in John O’Keefe
and Drew Dahl, “The Scheduling and Reliability of Bank Examinations: The Effect of FDICIA” (unpublished paper),
October 1996.

The cooperative examination programs primarily meant that the two federal banking agencies that had regulatory oversight
of state banks (the FDIC and the Federal Reserve System) accepted state examinations in place of federal examinations if
certain conditions were satisfied. In addition, all three federal banking agencies occasionally scheduled joint examinations,
and they shared examination information with each other as needed.

The review was ordered primarily in response to the failure of the United States National Bank.
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agency make greater use of statistical, computerized off-site analysis, focus examination re-
sources on weak banks, and, in examinations, put more emphasis on evaluating bank man-
agement and systems of internal control and less on doing detailed audits of bank assets.®
These recommendations were gradually adopted beginning in 1976, when the OCC ex-
tended examination schedules to 18 months for banks with total assets of less than $300
million.” At the same time, the OCC also established a risk-based examination structure by
categorizing banks according to size: multinational, regional, and community.'?

This risk-based structure was further refined under the “hierarchy of risk” policy in
1984. This new approach defined risk categories according to a bank’s size and perceived
condition. Resident examiners were placed in the 11 largest multinational banks in 1986,
and beginning early in the 1990s some larger regional banks also received resident exam-
iners. In general, on-site resources moved toward the larger institutions and away from
smaller banks that were perceived to have no problem. This development was accompanied
by the increased use of continuous off-site analysis as well as by the use of targeted exam-
inations (examinations that focused on a particular segment of a bank’s business) rather
than full-scope examinations.!!

EDIC Policies

Until 1976, the FDIC required that all institutions under its supervision receive a full-
scope examination annually. Starting in 1976 and continuing through the early 1980s, the
examination schedule was stretched out: only problem banks (those with CAMEL ratings
of 4 or 5) were required to receive an annual full-scope examination; banks with lesser
problems (CAMEL 3) were to be examined (full scope) at least every 18 months; and banks
in satisfactory condition (CAMEL 1 or 2) were to receive either a full-scope or a modified
(that is, somewhat less comprehensive) examination at least every 18 months.!? During the
early 1980s, the FDIC also started to emphasize the expanded use of off-site monitoring as

8 See OCC, Haskins & Sells Study: 1974-75 (1975), A2-6. See also Jesse Stiller, OCC Bank Examination: A Historical
Overview, OCC, 1995, and Eugene N. White, The Comptroller and the Transformation of American Banking, 1960—1990
(1992), 32-34.

° White, Comptroller, 38.

10 Stiller, OCC Bank Examination, 27-28.

1 In 1982, Comptroller C. T. Conover noted that in 1980 the OCC put 70 percent of its effort into examining banks consti-
tuting only 20 percent of national bank assets and said the agency had to “examine smarter” by reducing the frequency of
on-site examinations of small banks (changing the normal frequency for such banks from 18 months to 3 years) and by sup-
plementing examinations with bank visitations (Linda W. McCormick, “Comptroller Begins Major Revamp,” American
Banker [April 29, 1982], 15). The movement toward electronic off-site analysis was symbolized by the cake at the OCC’s
120th anniversary celebration in 1983: it was made in the shape of a computer (Andrew Albert, “Comptroller’s Office
Throws a Bash,” American Banker [November 4, 1983], 16).

12 FDIC, Annual Report (1979), 4. For banks rated 1 or 2 in states where state examinations were accepted, the FDIC allowed
alternating federal and state exams (FDIC, Annual Report [1980], 8-9).
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well as the prioritization of examinations, which were to focus primarily upon problem in-
stitutions or those that posed the most risk to the deposit insurance fund. In 1983, the ex-
amination interval for nonproblem banks was extended to 36 months. By 1985, problem
banks (CAMEL 4- and 5-rated) were to receive examinations every 12—18 months,
CAMEL 3-rated banks every 12—24 months, and higher-rated institutions every 36 months,
though for banks with less than $300 million in total assets this could be extended to five
years.'?

By 1986, facing a record number of problem banks, some of which had been highly
rated, the FDIC revised its examination policies. The new policy called for all 1- and 2-
rated banks to receive on-site examinations at least every 24 months, and all other banks to
be examined by either the FDIC or state examiners at least every year. At year-end 1986,
1,814 commercial banks subject to FDIC supervision had not been examined in three years;
by 1988 the number was reduced to 197, and by the following year, to 92.'* With the pas-
sage of FDICIA, the return to the examination policies of the 1970s was complete: the law
mandated annual on-site examinations of all banks except highly rated small institutions,
for which the interval could be extended to 18 months.

Federal Reserve Policies

The Federal Reserve System (FRS) also changed its examination policies in the early
1980s, placing more emphasis on remote surveillance and slightly stretching out examina-
tion schedules, but it varied the examination frequency much less than the other agencies
did. In 1981, the FRS shifted from a policy of annual examinations for all state member
banks to one that allowed the interval to extend to 18 months.!> This policy remained in
place until 1985, when the previous annual requirement for state member banks was rein-
stated.'®

FDIC, Annual Report (1983), xi; and Annual Report (1985), 14—15. The expanded intervals for on-site examinations were
paired with the requirement that either bank visitations or off-site reviews be undertaken at least annually for 1- and 2-rated
banks, every six months for 3-rated banks, and every three months for 4- and 5-rated banks. Visitations by bank regulators
generally involve meetings with bank officials to discuss a variety of issues concerning the bank’s operations. Some ex-
amples of these issues are compliance with formal and informal corrective orders, progress in correcting deficiencies noted
at the previous examination, and any other issues deemed relevant to the sound operations of the bank.

14 FDIC, Annual Report (1988), 2; and Annual Report (1989), 8.

15 FRB, Annual Report (1981), 180.

There were gradations to the Federal Reserve policy. Multinational state member banks and all banks with more than $10
billion in assets were to receive annual full-scope examinations as well as (in most cases) an additional targeted examina-
tion. Such examinations had to be conducted either independently by the Federal Reserve or jointly with state authorities.
Gradations of smaller banks allowed progressively less Federal Reserve involvement with examinations, but in all cases
annual examinations were still mandated. See “Fed Policy for Frequency and Scope of Examinations of State Member
Banks and Inspections of Bank Holding Companies,” American Banker (October 10, 1985), 4-5; on follow-up meetings,
see American Banker (October 11, 1985), 4.

History of the Eighties—Lessons for the Future 495


https://stated.16
https://months.15
https://years.13

An Examination of the Banking Crises of the 1980s and Early 1990s Volume |

Examination Staffing and Frequency

The agencies’ shift in supervisory philosophy in the early 1980s, placing more em-
phasis on off-site analysis and relatively less on on-site examination, had major implica-
tions for examination staffing and therefore for the ability to detect problem institutions at
early stages. From 1979 through 1984 both the FDIC and the OCC reduced their examiner
resources: the FDIC’s field examination staff declined 19 percent, from 1,713 to 1,389, and
the OCC’s declined 20 percent, from 2,151 to 1,722. The Federal Reserve’s examination ca-
pacity remained almost unchanged. State examiner levels, however, declined, from approx-
imately 2,496 to 2,201. From 1979 through 1984, overall examiner resources at federal and
state levels declined by 14 percent, from 7,165 to 6,132 (see figure 12.1)."7

This substantial reduction in staff, especially at the federal level, came about primar-
ily by means of a series of freezes on the hiring of new examiners at the FDIC and the OCC
in the late 1970s and the early 1980s; these freezes were consistent with the policies of in-
creased off-site surveillance and with the desire of first the Carter administration and then
the Reagan administration to lessen the size of government.!® As a consequence of the
freezes, staft shortages developed in subsequent years and continued until and even beyond
the mid-1980s. By year-end 1985, for example, staffing levels at the FDIC were 25 percent
below authorized levels. In addition to freezes in hiring, high turnover rates among exam-
iners also helped produce shortages in examiner staffs. The high turnover rates were due in
part to the pay differential between the banking agencies and the private sector. Unfilled ex-
aminer vacancies persisted until the mid-1980s, when the agencies started to hire new ex-
aminers as the number of problem banks increased (rising from 217 to 1,140 between 1980
and 1985—more than a fivefold increase). Thus, during a period of rapidly growing insta-
bility in banking with an unprecedented number of problem banks, the agencies’ examina-
tion staffs consisted of large numbers of inexperienced personnel. As a consequence,
experienced staff were forced to devote considerable effort to training new examiners and
were correspondingly less available to conduct work on safety-and-soundness examina-

17 The reduction in examination staff and examination frequency over the period 1981-85 was not a function of a reduced
number of banks or assets under supervision by the regulatory agencies. For the OCC, for example, the number of national
banks increased from 4,468 to 4,959; total assets under supervision increased from $1.2 trillion to $1.6 trillion; and the as-
sets per examiner for all national banks increased from $668 million to $910 million. (In Texas, the number of national
banks increased from 694 to 1,058.) For the FDIC, the number of state nonmember banks did decline about 5 percent, go-
ing from 9,257 to 8,767, but the total assets under supervision increased from $589 billion to $805 billion, and the assets
per examiner increased from $355 million to $520 million. (In Texas, the number of state nonmember banks actually in-
creased slightly, going from 786 to 808.) For the Federal Reserve, the total number of state member banks increased from
1,020 to 1,070; the total assets under supervision increased from approximately $387 billion to $495 billion; and assets per
examiner grew from $484 million to $593 million. (There were only a small number of state member banks in Texas.)
Under the directives of the Reagan administration in 1981, the OCC instituted a hiring freeze for all examiners. The FDIC,
as an independent agency, was under no legal obligation to follow suit but chose to freeze its examination staff in 1981. In
the late 1970s, the Carter administration had also attempted to limit the size of the federal work force.
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Figure 12.1

Field Examination Staffs of the Federal and State
Banking Agencies, and Total Number of Problem Banks,
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Sources: FDIC, FRB, OCC, and Conference of State Bank Supervisors.

* Because problem banks were not classified as those having 4 and 5 CAMEL
ratings until 1980, the number of problem banks for 1979 is not included.

* Total number of examiners includes all federal and state bank regulators.

tions.!” From 1986 to 1992, for example, approximately half of the supervisory staff at the
FDIC consisted of assistant examiners with less than three years’ experience.

Furthermore, as problem banks multiplied in the Midwest and Southwest, resources
were shifted from areas with seemingly healthy banks, such as the Northeast. Experienced
FDIC examiners in the Northeast routinely spent a quarter of their time out of the region as-
sisting with problems elsewhere. Moreover, as bank failures increased, bank examination
personnel were detailed to support bank resolution activities. In 1984, the FDIC deployed
11 percent of its total examination staff time to such matters. This shift of resources among
regions and across functions placed additional pressure on the examination force’s ability
to detect problem banks, especially in a seemingly healthy area like New England, where a
crisis was about to erupt.

19 The training cycle for newly hired examiners is lengthy and complicated; approximately three to five years are required be-
fore a new hire is a fully trained, commissioned examiner.
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The reduction in examination staff, as mentioned above, was partly a side effect of the
agencies’ decision to reduce the number of bank examinations and increase the median in-
terval between examinations. The total number of examinations declined from a high of ap-
proximately 12,267 in 1981 to a low of approximately 8,312 in 1985, a drop of more than
30 percent (see figure 12.2). By far the largest decline occurred at state nonmember banks,
where on-site examinations decreased more than 40 percent, from approximately 8,000 in
1981 to approximately 4,600 during 1985. Declines were more moderate for national banks
and state member banks: both declined less than 15 percent during the same period. In ad-
dition to frequency, the scope of examinations was also curtailed, as limited resources gave
the agencies no option but to continue to modify their examination procedures.

Reductions in examination frequency are tantamount to extensions of examination in-
tervals. Between 1979 and 1986, the mean examination interval in days for all commercial
and savings banks increased dramatically from 379 to 609 (see table 12.1). The intervals
were increasing for all CAMEL rating categories, but especially for highly rated institu-
tions. For 1-rated banks, the interval increased from 392 to 845 days; for 2-rated banks,
from 396 to 656 days. The interval also grew for poorly rated institutions, but not as much.

Figure 12.2

Total Number of Examinations per Year
and Total Number of Problem Banks, 1980-1994

Number of Examinations

Number of Problem Banks
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Sources: FDIC, FRB, and OCC.

* Total number of examinations includes all examinations conducted by federal agencies
and all state examinations accepted by federal authorities.
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Table 12.1
Mean Examination Interval for Commercial Banks,
by CAMEL Rating, 1979-1994

(Days)
Composite CAMEL Rating
Year 1 2 3 4 5 All Banks
1979 392 396 338 285 257 379
1980 456 460 402 312 286 450
1981 493 482 342 279 236 472
1982 459 446 321 262 249 434
1983 500 450 309 261 243 436
1984 620 499 327 303 270 480
1985 761 596 369 324 284 564
1986 845 656 407 363 313 609
1987 754 597 386 354 284 556
1988 615 497 376 339 315 477
1989 562 487 373 324 296 466
1990 463 436 331 303 270 411
1991 420 412 323 286 273 385
1992 409 396 319 291 278 373
1993 400 379 296 286 232 363
1994 380 357 296 279 245 354

Sources: FDIC, FRB, and OCC.

For 4-rated banks, the interval increased from 285 to 363 days; for 5-rated banks, from 257
to 313 days. These data indicate that the regulatory policy in the early 1980s of focusing
more resources on the examination of troubled banks and thus reducing examination inter-
vals for these organizations was generally not being carried out successfully.?°

Data on examination intervals by bank regulatory agency show that for the period
1980-86, overall examination intervals increased for all three agencies (see table 12.2). For
the OCC, the interval increased about 45 percent, or from 417 to 604 days. For the FDIC,
37 percent, or from 460 to 628 days. The increase for banks supervised by the Federal
Reserve was a more modest 27 percent, from 411 to 520 days.

The reductions in examination frequency were most pronounced in the Southwest,
particularly Texas, which had the largest concentration of problem and failed banks and

20 A study specifically of Texas banks reaches the same conclusion (John O’Keefe, “The Texas Banking Crisis: Causes and
Consequences 1980-1989,” FDIC Banking Review 3, no. 2 [1990]: 12).
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Table 12.2
Mean Examination Interval for Commercial Banks,
by Regulatory Agency, 1980-1994

(Days)
Year occ FDIC FRS
1980 417 460 411
1981 521 451 502
1982 468 415 503
1983 469 415 514
1984 529 446 503
1985 567 568 532
1986 604 628 520
1987 511 580 516
1988 552 452 461
1989 589 415 461
1990 482 379 439
1991 445 356 414
1992 422 351 404
1993 433 333 386
1994 395 333 401

produced the greatest losses to the insurance fund.?! In Texas, for example, the average
number of examinations for all banks declined from a high of more than 1,200 in 1983 to
approximately 600 at year-end 1985 (see figure 12.3). This decline is reflected in the me-
dian number of days between examinations for all failed banks in the region (see figure
12.4). In the Southwest as a whole, the median interval for failed banks reached a high of
579 days in 1986; for failed Texas banks, it reached 667 days. The average for all U.S.
banks that failed in the same year was substantially lower: 455 days.

Bank examination staffs and examination frequency continued to increase during the
second half of the 1980s and into the 1990s, as all of the agencies attempted to deal with the
backlog of problem banks. In 1993 the number of field examiners reached a high for all fed-
eral and state agencies (9,614), up more than 30 percent over the number in 1979 (figure
12.1). In addition, the total number of examinations began trending upward beginning in
1985, until by the early 1990s the number of annual examinations reached the levels of the

2l For a more complete discussion of the issue of examination frequency in Texas and the Southwest during the 1980s, see
O’Keefe, “The Texas Banking Crisis,” 1-14.
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Figure 12.3

Average Number of Examinations per Year for
Texas Commercial Banks, 1980-1994
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early 1980s (figure 12.2). The passage of FDICIA in 1991, therefore, reinforced a trend that
had already begun. The data show that bank regulators had recognized the need for more
frequent examinations and had begun moving in that direction.

In summary, the decisions that caused examiner levels to be reduced during the first
half of the 1980s were a public policy failure. Such policies reduced the ability of supervi-
sors to detect problems early enough to take corrective action. This was especially true in
Texas and the Southwest, where the economy was changing rapidly and the number of
problem banks was increasing. It is reasonable to assume, although impossible to demon-
strate empirically, that if examination frequency had not been reduced, problems would
have been detected earlier and losses to the insurer reduced.?? But the reduced frequency of
examinations did more than limit the usefulness of information derived from examinations.
It also limited the usefulness of the financial reports used in off-site monitoring: on-site ex-
aminers are able to evaluate the quality of the loan portfolios and verify the data reported by
banks on nonperforming loans and loan charge-offs. Thus, if examinations are less fre-
quent, Call Report data are less reliable—and the off-site monitoring systems that are based
on Call Report data are less able to predict future problems.??

Examination Ratings and Reports: Effectiveness in
Identifying Troubled Banks

To identify and control risk in troubled institutions, bank supervisors have essentially
two types of tools: on-site bank examinations and follow-up enforcement actions. (See the
appendix for a description of the examination and enforcement process.) The aim of the on-
site examinations is, by means of the rating system, to identify the risk of failure in troubled
institutions in sufficient time for supervisors to take corrective action. The aim of the
follow-up enforcement actions is to control the risk-taking behavior of problem banks after
they have been identified.

Regular on-site safety-and-soundness examinations that identify potential problem
banks early and appraise their financial condition accurately are bank supervisors’ primary ve-
hicle in identifying troubled banks, and the analysis in this chapter shows that for most failed
banks that had had recent examinations, ratings generally did a satisfactory job of identifica-
tion well in advance of failure.* Nevertheless, some omissions in the supervisory system
were apparent, for examination ratings sometimes gave an inaccurate picture of a bank’s con-

22 Several empirical studies have demonstrated that with more frequent examinations, problem banks would have been de-
tected earlier. See especially O’Keefe and Dahl, “Scheduling and Reliability.”

23 See Drew Dahl, Gerald A. Hanweck, and John O’Keefe, “Audits, Exams and Accounting Integrity in Banking” (unpub-
lished paper), February 1995; and R. Alton Gilbert, “Implications of Annual Examinations for the Bank Insurance Fund,”
Federal Reserve Bank of St. Louis Economic Review 75, no. 1 (1993): 35-52.

24 A “recent” examination is one generally given within the preceding 12 months.
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dition until relatively shortly before failure. The record shows that 260 failed banks were not
identified as requiring increased supervisory attention within 24 months of failure. Of these,
141 were not detected as troubled banks within 18 months of failure; 57 were not detected
within 12 months of failure; and 9 were not detected within 6 months of failure.

Bank examination ratings two years before failure for all failed banks are shown in
figure 12.5.%° These data refer to examinations available two years before failure, including
those that were already several years old.?® The two-year interval was selected because
FDIC bank supervisors believe that the examination system should uncover signs of poten-
tially serious deficiencies in the financial condition of a bank within at least 24 months of

Figure 12.5

Composite CAMEL Ratings Two Years before
Failure for Banks Failing between 1980 and 1994
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*Ratings that were less than one year old as of the two-years-before-failure
date; that is, ratings based on examinations dated between two and three years
before failure.

25 All examinations cited were regular full-scope or modified-scope on-site safety-and-soundness examinations. Consumer
compliance, EDP, and other types of non-safety-and-soundness examinations were not included in the analysis.

26 The analysis accounts for examination ratings that existed two years before failure. However, many of the examinations
that were on the books two years before failure were several years old at that time.
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failure. The data show that within two years of failure, 36 percent of the banks that failed
had the highest ratings (a 1 or 2 rating), 25 percent had a 3 rating, 31 percent a 4 rating, and
only 8 percent a 5 rating. Examination ratings did, therefore, identify nearly two-thirds of
the total 1,617 failures as in need of increased supervisory attention (CAMEL 3, 4, or 5 rat-
ings) at least two years before failure.

Nevertheless, a significant number of cases went undetected in the early stages: over-
all, 565 banks, or approximately 36 percent of those banks that eventually failed, held a sat-
isfactory 1 or 2 rating two years before failure. Several factors may have contributed to the
inability of the supervisory process to identify these banks. For example, some of these
banks might have deteriorated quickly or might not have been examined recently. An alter-
native explanation is that the examinations failed to detect the problems2’” An analysis of the
lack of supervisory identification of these 565 banks demonstrates that the most significant
factor was outdated examinations (see table 12.3). In approximately 34 percent of these
cases (194 banks), the existing examination ratings available two years before failure were
more than one year old at that time. If only examination ratings that were less than one year
old at that time are counted, the proportion of banks with 1 and 2 ratings two years before
failure declined from 36 percent to 26 percent, and the proportion of banks with CAMEL3,

Table 12.3
Failing Banks with CAMEL Ratings of 1 or 2 Two Years before Failure,
1980-1994
Number Percent of Total Failures

Total 1- and 2-rated future failures 565 35%
Specific types:

Cross-guarantee cases 25

Failures associated with fraud 24

First City Bancorporation affiliates 36

First RepublicBank Corporation affiliates 26

CAMEL ratings more than one year old* 194

Total of above 305 19
Remaining 1- and 2-rated future failures 260 16

* Failures of banks with ratings more than one year old (two years before failure) do not include cross-guarantee cases, fail-
ures associated with fraud, First City Bancorporation affiliates, or First RepublicBank Corporation affiliates.

27 The majority of the 565 banks were relatively small and were concentrated in a few geographic areas: approximately 80
percent of them held total assets of less than $100 million, and almost 70 percent of them were located in the Midwest or
the Southwest. In addition, almost all were either national or state nonmember banks.
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4, and 5 ratings (those identified as exhibiting various degrees of weakness) rose from 64
percent to 74 percent of the institutions that would fail two years later. (See table 12.5).

These findings are consistent with the supervisory policies adopted by the banking
agencies during the 1980s. This was a period when most banking agencies had cut exami-
nation staffs, were placing more reliance on off-site monitoring based on Call Report data,
were concentrating their examiner resources on the most troubled banks, and, in the case of
the FDIC, were using existing supervisory personnel increasingly to assist in closing and
liquidating failed banks. In many cases these changes had reduced the ability of bank su-
pervisory examiners to detect financial problems early enough to prevent failure.®

But in addition, the failure to give sufficient warning for some of the 1- and 2-rated
banks was caused by safety-and-soundness conditions for which the CAMEL system was
not designed. Of the 565 banks, 25 were cross-guarantee failures pursuant to the provisions
of the Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (FIRREA),
and bank examiners could not have been expected to know two years in advance that the
FDIC would decide to invoke this provision.?’ Another 24 failures were associated with
bank fraud, a problem that is difficult to detect and one that bank examiners are not trained
to uncover. In some cases, bank fraud can—and in these cases did—result in the quick clos-
ing of otherwise healthy banks.*° Finally, 62 banks failed when the lead banks of two large
Texas bank holding companies, First City Bancorporation and First Republicbank
Corporation, collapsed. In economic terms, these affiliates were more like branches than in-
dependent banks, and CAMEL ratings for the affiliates did not reflect the condition of the
parent companies. More important, the banking agencies were not dependent on CAMEL
ratings for information on these two holding companies; their situation had been under con-
sideration for a protracted period. Thus, when these failures are excluded, 260 banks, or ap-

28 These findings are supported by the research of Dahl, Hanweck, and O’Keefe (“Audits,” 18-20), who show that during the
period 1987-94, bank regulatory authorities directed their examination resources primarily at banks that had the lowest ex-
amination ratings. They concluded that “examinations appear to have been consistently targeted at banks with the worst
performance as indicated by prior CAMEL ratings or nonperforming loan experience” and that “losses are higher with
longer gaps between examinations.”

The FDIC’s “cross-guarantee” program generally assesses all banks in the holding company for the FDIC losses of indi-
vidual members. In some cases, this assessment results in the closing of all banks in the holding company, but the end re-
sult is to reduce the insurer’s losses.

The precise role that fraud and financial misconduct played as a cause of bank failures during the 1980-94 period is diffi-
cult to assess. The consensus of a number of studies is that fraud and financial misconduct (1) were present in a large num-
ber of bank and thrift failures in the 1980-94 period; (2) contributed significantly to some of these failures; and (3) were
able to occur because of the same managerial deficiencies and inadequate internal controls that contributed to the financial
problems of many failed and problem institutions in the first place. With respect to the last issue, the conclusion appears to
be that internal weaknesses left the institutions vulnerable to both abuse and fraud as well as to adverse economic devel-
opments. The studies also found that for many reasons it is very difficult to estimate the dollar impact of such activity. For
a more detailed discussion of the relationship between bank failures and fraud, see Chapter 1.

29
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proximately 16 percent of the 1,617 failures that occurred during the period, were not de-
tected by the supervisory system two years before failure.!

An analysis also was undertaken to determine whether examiners were more effective
in identifying, within two years of closing, relatively larger-sized banks that failed. After
outdated examinations were eliminated and additional adjustments were made for the rea-
sons previously discussed, the results show that approximately 15 percent of banks that re-
ceived 1 or 2 ratings within two years of failure and had total assets of over $250 million
were not identified. This compares to 16 percent for the total group that is presented in table
12.3.32 These findings by themselves do not provide evidence that examiners were substan-
tially better at identifying risk in larger-sized banking organizations two years before fail-
ure than they were with all banks that failed.

A further investigation was conducted to determine if the CAMEL rating system of risk
identification improved incrementally over the period 1980-94. As mentioned above, addi-
tional examination resources were being made available to the bank regulatory agencies dur-
ing the middle to late 1980s, and examination frequency increased substantially during this
period. Thus, the detection of problem banks should have been improving over this period.
To test for this effect, the 260 banks that were rated 1 or 2 within two years of failure were
broken out by year and weighted by the total number of failures within each of the years from
1980 to 1994. The data show that from 1980 to 1986 approximately 28 percent of total fail-
ures, on average, had a CAMEL rating of 1 or 2 two years before failure. From 1987 to 1994,
however, the comparable figure was only about 12 percent of total failures. The difference in
means for the two time periods for the 1- and 2-rated group was statistically significant at the
99 percent confidence level. The analysis was also conducted for failed banks that had a 4 or
5 rating two years before failure. The data show that from 1980 to 1986, 25 percent of banks
that failed had a 4 or 5 rating within two years of failure. From 1987 to 1994, however, the
comparable figure was 46 percent. The difference in means for this group for the different
time period was also statistically significant at the 99 percent level.

These data are presented in figure 12.6, which charts the improving accuracy of the
CAMEL rating system in identifying problem banks after 1985. The improvement in the
rating system’s effectiveness was partly a function of the increasing frequency of bank ex-
aminations starting in the second half of the 1980s. In summary, given the turmoil and the

31 Exclusion of banks with ratings that were more than one year old two years before failure means, in effect, that the data re-
fer to examinations conducted between two and three years before failure.

32 The 1,617 failures during the period 1980-94 included 156 banks with total assets over $250 million. Of these 156 banks,
47 had a 1 or 2 rating two years before failure, while 103 had a 3, 4, or 5 rating. Six of the other banks were not counted,
because examination information on them was unavailable in electronic form. Of the 47 1- or 2-rated banks, 24 were dis-
carded for the reasons discussed in connection with table 12.3. Thus, 23 of a total of 150 large banks were not identified by
the examiners two years before failure.
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Figure 12.6

CAMEL Ratings of Failed Banks Two Years
before Failure, 1980-1994
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regional banking crises of the 1980s and early 1990s, overall CAMEL ratings (when they
were current) appear to have done a reasonably satisfactory job of focusing attention on
most of the institutions that subsequently failed.

Limitations of the CAMEL Rating System

Although the CAMEL ratings identified most failed banks that had had examinations
within two years of failure, the rating system suffers from some limitations. First, the ratings
did not necessarily capture the seriousness of the situation of banks that subsequently failed.
For example, if only officially designated problem institutions (those with 4 or 5 ratings) are
discussed, then the system identified only 46 percent of the banks in that group that failed
within two years (figure 12.5). Second, because CAMEL ratings are based only on internal
operations, they measure only the current financial condition of a bank and do not take into
account regional or local economic developments that may pose future problems but that are
not yet reflected in the bank’s condition.’® Third, CAMEL ratings by design are not forward-
looking and do not systematically track long-term risk factors that may cause losses several

3 In light of the various regional economic recessions and banking crises of the 1980s and early 1990s, most bank regulatory
agencies were more careful about monitoring regional economic conditions starting in the mid-1990s and attempted to in-
corporate the analysis of these conditions into the bank examination process. For example, in late 1995 the FDIC estab-
lished the Division of Insurance, which monitors regional economic conditions and other potential risks to commercial
banks and works closely with the Division of Supervision.
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years later. Thus, the picture they provide of a bank’s condition is current rather than
prospective. 3* For example, many banks during the period under review engaged in risky
behaviors that in the past had been associated with failures, like excessive asset growth, high
ratios of commercial real estate loans and total loans to total assets, or a heavy dependence
upon volatile deposit liabilities, yet if the bank was performing satisfactorily, these risk fac-
tors were generally not captured or weighted in the current examination ratings.

Fourth, while not a limitation of the rating system per se, the frequent use of on-site
bank examinations that are designed to limit future bank failures imposes a burden on de-
pository institutions, which must absorb their costs and contend with the disruption they
impose on the work environment. This can be particularly burdensome during good eco-
nomic times, when the condition of most banks is reasonably healthy and examination rat-
ings change relatively little. For example, an average of less than 15 percent of examination
ratings resulted in downgrades each year during the period 198094, although the number
varied significantly depending on region, especially during deep recessions.>”

The burden of on-site examinations may also be illustrated by the fact that even most
banks that are designated as problem banks (CAMEL 4 or 5 rating) do not fail.?¢ It can be ar-
gued either that this is a defect of the rating system as a means of forecasting failures or, con-
versely, that examination ratings trigger the supervisory responses that prevent troubled
banks from failing or reduce failure costs when the banks have to be closed. It must be rec-
ognized, however, that both the large number of banks whose ratings do not change through
repeated examinations and the large number of troubled banks that do not fail are unavoid-
able consequences of having frequent on-site examinations. Given that on-site examinations
provide information to the regulators that is otherwise unavailable, these consequences must
be borne if the condition of insured banks is to be monitored effectively.

3 There may be some exceptions, however. While the overall or composite rating is not forward-looking, some examination
component ratings, like that of management (M), may be forward-looking and may yield information about the future risk
of failure. For example, a poor management component rating may indicate that the bank suffers from weak internal con-
trols, unsatisfactory underwriting policies, or other deficiencies that could threaten the solvency of the bank. Deterioration
in this component may yield information about future risk. To test this proposition, researchers at the FDIC evaluated the
management component ratings for the 1,564 banks (excluding assistance cases) that failed between 1980 and 1994. The
results show that two years before failure, in only 6 percent of the cases was the management rating one full number worse
than the average of the other four components.

> Bank examination ratings can change rapidly as banks’ conditions change during deep recessions, like those experienced

in the Southwest in the late 1980s and in New England in the early 1990s. In the Southwest during the years 1985-89, for

example, 34 percent of the banks that were examined recorded ratings downgrades. In the New England states between

1989 and 1992, 29 percent of the banks that were examined recorded ratings downgrades. For further discussion of this is-

sue, see Rebel Cole and Jeffery W. Gunther, “A CAMEL Rating’s Shelf Life,” Federal Reserve Bank of Dallas Financial

Industry Studies (December 1995): 13-20.

Most of these banks do not fail in the sense of causing losses to the insurer. However, a large percentage survived only

through the acquisition by or merger with another organization.
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Monitoring: Measures of Effectiveness in Limiting the Risk-
Taking Behavior of Troubled Institutions

Identifying problem banks early is one responsibility of bank supervisors. Another is
to monitor the behavior of troubled institutions in an attempt either to prevent failure or to
limit losses to the insurance fund in the event of a closing.?’

As an insured depository’s capital is depleted, it has less to lose from pursuing high-
risk investment strategies in an attempt to return to profitability. The institution’s owners or
managers may be tempted to engage in speculative lending or to assume greater-than-
normal interest-rate risk. They may also make inappropriate dividend payments or engage
in other fund transfers. Such behavior contributed significantly to the cost of resolving
failed thrift institutions during the 1980s. Marginally capitalized (or insolvent) thrifts un-
dertook high-risk ventures that ultimately increased losses to the thrift insurance fund, and
it is widely believed that ineffective monitoring and supervision—as well as the regulators’
inability to close insolvent thrifts due to inadequate funds—permitted them to do so0.*®
However, neither existing empirical studies of banking nor the findings presented in this
chapter have found widespread evidence of such behavior at marginally capitalized banks.*®

One measure of the effectiveness of the supervisory monitoring program is the num-
ber of problem banks that recovered without cash assistance by the insurer. From 1980 to
1994, there were 4,808 institutions that were classified as either a 4- or a 5-rated bank some-
time during the period. Of this total, 1,311 (27 percent) failed, while 3,497 (73 percent) ei-

37 The following studies analyze the effectiveness of supervisory oversight of problem banks: French, “Early Corrective
Action,” 1-12; David K. Horne, “Bank Dividend Patterns,” FDIC Banking Review 4, no 2 (1991): 13-24; R. Alton Gilbert,
“Supervision of Undercapitalized Banks: Is There a Case for Change?” Federal Reserve Bank of St. Louis Review 73, no.
3(1991): 16-30; and R. Alton Gilbert, “The Effects of Legislating Prompt Corrective Action on the Bank Insurance Fund,”
Federal Reserve Bank of St. Louis Review 74, no. 4 (1992): 3-22. Studies that have found formal enforcement actions to
be effective in altering the behavior of problem banks are Joe Peek and Eric S. Rosengren, “Bank Regulatory Agreements
and Real Estate Lending,” Real Estate Economics 24 (1996): 56-73; and U.S. General Accounting Office, Bank
Supervision: Prompt and Forceful Regulatory Actions Needed, report to the Chairman, House Committee on Banking,
Finance and Urban Affairs, Subcommittee on Financial Institutions Supervision, Regulation and Insurance, April 1995.
In some instances, thrift regulators encouraged certain types of risky behaviors, like high growth rates, which they thought
would permit thrifts to grow out of their problems. For research documenting the existence of the so-called moral-hazard
problem associated with the behavior of thrift institutions during the 1980s, see James R. Barth, Philip F. Bartholomew, and
Carol Labich, “Moral Hazard and the Thrift Crisis: An Analysis of 1988 Resolutions,” in Proceedings of the Conference on
Bank Structure and Competition, Federal Reserve Bank of Chicago, May 3-5, 1989, 344-84; and Gillian Garcia, “The
FSLIC Is ‘Broke’ in More Ways Than One,” Cato Journal 7, no. 3 (1988): 727-41.

For example, Gilbert (“Supervision of Undercapitalized Banks”) found that undercapitalized banks during the period
1985-89 generally did not grow rapidly, pay dividends, or make loans to insiders, all of which are behavioral patterns nor-
mally associated with high-risk strategies. Moreover, Gilbert (“Legislating Prompt Corrective Action”) also found no rela-
tionship between resolution cost and either the level of capital one year before failure or the length of time a bank was
undercapitalized.
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ther survived as independent banks, were purchased by bank holding companies, or merged
into other banks without FDIC assistance. Therefore, approximately three out of four prob-
lem banks recovered without assistance.

The behavioral changes of all problem banks for three years before either failure (for
failed banks) or the date of recovery (for the problem banks that survived) are presented in
table 12.4. The data show that 4- or 5-rated banks slowed down their asset growth, cut div-
idend payments, and generally increased capital from external sources.*’ These trends are
consistent over the three-year observation period for both problem banks that failed and
problem banks that survived. Furthermore, these trends became more pronounced with the
evolution of the various banking crises, as supervisors received additional examination re-
sources during the second half of the 1980s, gained more experience dealing with the heavy
volume of problem banks, and became more aggressive in constraining the risky behavior.

Table 12.4
Asset Growth Rates, Dividend Payments, and Capital Injections,
All Banks with CAMEL Ratings of 4 or 5, 1980-1994

Total
Failed Banks Surviving Banks (Failed and Surviving)
gz?l:lsrle)efore Year of Failure Year of Recovery or Merger* Year of Failure, Recovery,
Recove;‘y, or Merger*

or Merger  1980-85  1986-91 1992-94 1980-85 1986-91 1992-94 1980-85 1986-91 1992-94

A. Asset Growth Rate (Percent)

14.60 15.65 18.77 10.39 13.38 4.42 11.91 14.09 5.93

2 10.72 1.71 -3.53 3.67 1.25 -0.61 6.21 1.40 -0.92
0.91 -10.17 -13.39 1.96 0.96 -0.64 1.58 -2.51 -1.98

B. Dividends to Average Assets (Percent)
3 0.34 0.21 0.09 0.20 0.21 0.13 0.25 0.21 0.13
2 0.32 0.16 0.06 0.16 0.14 0.09 0.22 0.15 0.09
1 0.16 0.05 0.02 0.13 0.13 0.08 0.14 0.11 0.07
C. Capital Injections to Average Assets (Percent)

3 0.18 0.42 0.45 0.19 0.46 0.42 0.19 0.45 0.42
2 0.22 0.52 0.54 0.39 0.56 0.42 0.33 0.55 0.43
1 0.65 0.39 0.40 0.44 0.45 0.49 0.51 0.43 0.48

Note: Data are unweighted averages of individual bank percentages.

* Recovery is either the date of a bank’s unassisted merger or, if the bank survived as an independent institution, the date it
received a CAMEL rating of 1, 2, or 3.

40 Capital injections include new stock issues, capital contributed through merger, and capital contributed from parent hold-
ing companies.
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(The data are bro