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OCC VISION

he Office of the Comptroller of the Currency (OCC)

seeks to assure a banking system in which national

banks soundly manage their risks, comply with
applicable laws, compete effectively with other providers of
financial services, offer products and services that meet the
needs of customers, and provide fair access to financial
services and fair treatment of their customers.
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Comptroller’s Viewpoint

or the financial system, both here and
F abroad, the fiscal year that ended September

30 was without question the most
extraordinary of my lifetime. In fact, when I look
back on all that has happened since we published
our last annual report, I am struck by the sheer
number of events involving severe credit and market
stress, any one of which could have been the most
serious financial problem of the year in the much
quieter period before 2007.

Just naming the worst of them is both telling and
exhausting. The first annual decline in nationwide
house prices. Record foreclosure levels. Brutal
losses on subprime loans. The near shutdown of
interbank lending markets and the liquidity freeze
for asset-backed commercial paper and structured
investment vehicles, or SIVs. The government
takeover of Fannie Mae and Freddie Mac. The
failure of Lehman Brothers, IndyMac, and WaMu.
The distress sales of Countrywide to Bank of
America, Bear Stearns to JPMorgan Chase, and
Wachovia to Wells Fargo. The administration plan
to use $700 billion to unfreeze the credit markets.

Could all of these major financial events have
really happened in just one year? The answer, of
course, is yes. In fact, many of the most dramatic of
them happened in just over a month. In reflecting
on this “100-year flood,” let me provide a few
observations from the perspective of the OCC.

First, national banks took important steps
to strengthen their positions. Large banks that
experienced difficulties responded by aggressively
raising capital to shore up their balance sheets,
attracting well over $100 billion. As a result,
virtually all national banks continued to satisfy the
definition of “well capitalized” on September 30.
Banks of all sizes have rapidly increased loan loss
reserves to address the spike in troubled loans—
in some cases to unprecedented levels. While
fiscal 2008 was a difficult year with many tense
moments, we should not lose sight of these very
tangible positive signs amid the steady drumbeat of
negative news.
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Second, despite the
unprecedented nature of these
events, the OCC anticipated
many of them before they
occurred and dealt with them
once they arrived. We sounded
early public warnings in
guidance and speeches about
risk layering, payment shock,
and declining underwriting
standards for “payment option” mortgages and home
equity lending. Our higher standards for subprime
mortgage underwriting kept most of that lending out
of national banks. The subprime loans that national
banks did make were generally of higher quality
than those originated elsewhere.

For commercial real estate (CRE) concentrations
in community banks, we conducted rigorous
horizontal reviews in each of the four OCC districts
starting in 2004; we pushed hard for the CRE
guidance subsequently issued in 2006 over industry
opposition; and we delivered our messages again
and again in speeches, outreach meetings, and
examinations all over the country.

Our annual underwriting surveys repeatedly
spotlighted the trend of declining underwriting
standards, particularly with respect to leveraged
loans. We also recognized early on that community
bank failures would accelerate in 2008; we
talked about that publicly; and we planned for it.
Distressed institutions—large and small—have
demanded far more attention and supervision than
normal, and at times, tensions have run high. OCC
examiners stepped up to each unfolding event with
speed, maximum effort, and teamwork. We needed
the best from our examiners, and they delivered. It
is no accident that banks have gotten more realistic
about recognizing delinquency and loss; raised
significant amounts of capital when they could;
aggressively built loan loss reserves and agreed to
tangible actions that would fundamentally improve
their risk management. It is an examiner’s job to
get banks to take these sometimes painful steps to
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improve their safety and soundness, but it has not
always been easy.

The OCC has also initiated new data gathering
to help address the recent problems. Perhaps the
best example is our Mortgage Metrics project. An
unprecedented effort accomplished in record time,
this project gathered loan level data on over 40
percent of the mortgages serviced in the United
States. Importantly, the data are both standardized
and validated. We now know much more than we
once did about trends in delinquency, modification,
and foreclosure with respect to prime, subprime,
and Alt-A mortgages, and we have begun to
use that data in a variety of ways to support our
supervision and our efforts to mitigate the impact of
the economic crisis on homeowners. We have also
begun to develop similar metrics for home equity
and credit card lending, and we think that data, too,
will prove very important to our supervision and our
consumer protection initiatives.

But there were some problems we clearly did not
anticipate, and we need to learn some lessons and
make some improvements going forward. Here are a
few that stand out.

» Liquidity. A number of banks were not as prepared
to deal with liquidity strains as they should have

Mark Levonian

Timothy W. Long
Senior Deputy
Comptroller and
Chief National
Bank Examiner

Bajinder N. Paul
Chief Information
Officer

been, thinking that their access to funding, even
in times of stress, would be much better than it
proved to be. I think the regulatory community
had that same misimpression, and a number of
us have concluded that our liquidity metrics were
not sufficiently robust. We have been working
with banks all over the country to improve

their liquidity positions. In addition, the Basel
Committee issued a very thoughtful paper on
liquidity risk management, and we have spent a
considerable amount of time developing a better
template for gathering data to measure liquidity
risk. I believe these efforts will produce real
improvement over time.

Risk management for complex financial
instruments. Collateralized debt obligations
(CDOs) backed by subprime mortgages were

the prime example of the need for better efforts
here. Despite the inherent risk of the underlying
collateral, the industry and regulators were lulled
into a false sense of security by the triple-A
ratings given to the super-senior tranches of these
securities. Some of the exposure was masked in
off-balance-sheet vehicles in ways that clouded
the full extent of exposure. Indeed, some senior
bank management thought they had avoided

Office of the Comptroller of #he Currency | Fiscal Year 2008 Annual Report
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subprime risk by deliberately choosing to avoid
originating such loans in the bank—only to find
out after the fact that their investment banks had
purchased subprime loans elsewhere to structure
them into CDOs. And when the market seized
up, some banks that structured the CDOs for sale
to third parties wound up holding large positions
that no one wanted to buy. That resulted in huge
concentrations, which in turn led to huge losses.
There was too much reliance on triple-A ratings,
not enough transparency and risk aggregation, and
too much tolerance for concentrations.

* Risk concentrations in commercial real estate.
The OCC and the banks we supervise did a
tremendous amount to anticipate and address
potential issues before they turned into problems,
and we have been especially proactive in squarely
addressing these problems as they have emerged.
But I have been troubled in looking at the banks
that have failed thus far—both national and state
banks—by some toxic combinations of real
estate concentrations, rapid growth, extremely
high levels of brokered deposits, and out-of-area
lending. In the future, I think we will need to do
more to check these combinations before they
cause unmanageable problems. And let me add
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this: some concentrations can be so large
that even the best risk management will

fall short when an economic storm focuses
on that same asset class. While the jury

is very much still out, and the subject is
controversial, regulators and policymakers in
the future may very well need to revisit the
issue of appropriate levels of concentration.

A major concern I have going forward is
the pressure to lower underwriting standards
for loans that are sold to others as opposed
to those held in portfolio. Some banks
applied different underwriting standards for
loans sold to Wall Street securitizers for
further sale to investors, while the standards
were more rigorous for loans that banks
kept on their books. The same was true
for leveraged loans originated by our very
largest banks.

In both cases, when examiners began
to criticize the lower standards for loans
that were sold, we often heard the same
two arguments in response. First, some
argued that weaker underwriting standards
should not matter if the risk leaves the bank when
the loan is sold to a willing buyer who understands
the increased risk. And second, some claimed
that if banks were forced to raise their standards
above the level required by the market, they would
lose business to others who did not have to raise
their standards.

Events of the last year have revealed the
fundamental flaw in those arguments. When
funding markets lock up, banks can get stuck
holding a large pipeline of the loans they planned
to sell, and the weak underwriting can translate
into huge writedowns and losses. That is what
happened in the leveraged loan market, and it is
also what happened to a number of banks with
large mortgage warehouses.

So the painful lesson learned is that banks need
to underwrite loans for sale as they would for loans
held in portfolio, and we need to hold banks to that
standard or something very close to it. That is easy
enough to say now, when the loan sale market is
closed, but it will be much harder to put in practice
when the market reopens and banks start making the
same arguments once again. Holding the line will
clearly be one of our challenges for the future.

Comptroller’s Viewpoint



And now let me turn to my final observation
about the recent credit turmoil, which is this: it is a
long way from over. The administration’s plan to
invest capital in, and guarantee the debt to, financial
institutions has helped stabilize the market. But
as we approach the end of 2008, the economy has
plainly weakened. At least in the near term, all
of this is likely to mean more credit losses; more
provisions to loan loss reserves; squeezed profits;
strains on capital; and, in some cases, more bank
failures.

Facing all of this, I think it is critical that the
OCC continues to strive for the kind of balanced
professional judgment that we have shown thus far.
We have to be careful to be forthright in addressing
problems as we see them and leaning on bank
management to do exactly the same. But we have
to be equally careful not to overreact and make
problems worse by acting too precipitously or being
more stringent than necessary.

It is also important that in our focus on credit and
liquidity issues we not lose sight of our compliance
and consumer protection responsibilities. We know
that compliance lapses can do significant damage
to a bank’s reputation—the kind of damage that
can take years to repair and that diverts time and
attention away from the business of running the
bank. I have asked our examiners to see to it that in
dealing with the industry’s safety and soundness,
we do not allow significant compliance problems to
develop in their place.

As we attempt to strike that balance in our
supervision, it is all but certain that we will see
more national bank failures, and some will ask if
we should not have done more to prevent one bank
failure or another, or if we should have moved
sooner to close a troubled bank. These are important
questions. But it is just wrong to argue that any bank
that fails and costs the deposit insurance fund money
could have been closed sooner at less cost. It is also
wrong to suggest that any bank that fails means that
supervisors did not do their jobs.

While either assertion could be true with respect
to a specific bank, it is just as possible—and frankly,
more likely—that neither is true with respect to a
particular failure. The fact is, banks take risks when

they make loans, as they should, and sometimes
they fail because the risks prove larger than they
reasonably anticipated; or the local economy suffers
severe stress, devastating businesses to which the
banks lend; or extraordinary events like the ones we
have seen in the last year put strains on banks that
just could not be reasonably anticipated.

When banks like these suffer large losses,
examiners have to make hard judgments about
viability. Should the bank be closed immediately
with a certain loss to the deposit insurance fund? Or
does it have a reasonable prospect of raising capital
or being sold, preventing any loss to the fund? The
latter option, of course, may take a little time to
find out. Sometimes that time produces a positive
result that avoids failure and loss altogether, and
sometimes it does not. But even when it does not, it
is not at all clear that the ultimate loss to the fund is
greater than it would have been had the bank been
closed earlier. In fact, that should not be the case if
the bank is tightly regulated during the process to
avoid excessive risk-taking, which is exactly what
we do with a bank in these circumstances.

The bottom line is this: bank closing is an
art, not a science. Sometimes it is better to do it
fast, and sometimes it is much better to take the
time, in controlled circumstances, to try to find
a solution that avoids loss to the fund. Our most
seasoned examiners make these kinds of viability
determinations, working closely with the Federal
Deposit Insurance Corporation (FDIC), and we
think this is by far the best approach to least-cost
resolution.

I am proud of the hard work and dedication
OCC staff has shown in meeting the extraordinary
challenges of the last year. One of my great
comforts in serving as Comptroller is knowing
that I can rely on such a strong corps of talented,
dedicated people who are doing all they can to help
ensure the safety and soundness of our national
banks. The national banking system is the backbone
of a strong U.S. economy, and we at the OCC will
continue to work hard to ensure that it remains safe
and sound, and capable of supporting American
consumers and businesses.

Fiscal Year 2008 Annual Report



Introduction

gainst the backdrop of one of the most
tumultuous years in U.S. financial history,
the OCC’s Fiscal Year 2008 Annual Report
highlights how the OCC performs its primary
mission of examining, supervising, and chartering
national banks. In times like these, the agency is
especially sensitive to how financial institutions
touch the lives of the individual Americans who,
as employees, shareholders, and customers, have
a direct stake in their safety and soundness. The
OCC’s ultimate responsibility goes beyond the
banks we supervise to the broader public interest we
serve.

Processes and people are central to the
accomplishment of the OCC’s mission. The OCC
routinely provides professional and independent
bank supervision, and our people are widely
recognized as exceptionally competent at what
they do. We provide advanced training for
examiners; integrate new technologies into bank
supervision; develop sophisticated risk models to
inform supervisory strategy and practice; place
resident examining teams in our largest, most
complex institutions; maintain separate supervisory
approaches for midsize and community banks; offer
an appellate process for national bankers; ensure that
examiners have specialized expertise in such areas
as compliance, bank technology, capital markets,
mortgage banking, and operational risk; and provide
national bank customers a state-of-the-art means of
resolving complaints.

The OCC'’s risk-based approach to supervision
provides a framework for identifying banks with
elevated risk, assessing the risk those institutions
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might pose to the national banking system, and
deploying supervisory resources accordingly. Risk-
based supervision proved especially important given
the increased number of at-risk institutions in fiscal
year 2008.

Despite the heavy focus on direct examination
and supervision, the fiscal year saw a large number
of policy initiatives. The OCC continues to work
with legislators and other regulators to promote
regulatory efficiency and enhance consumer
protection, fair lending, and equal access to credit.
Recognizing the importance of these aspects of
supervision and the danger that market events
might overshadow these issues, Comptroller Dugan
cautioned that “market disruption could so dominate
the attention of bankers and regulators that we lose
focus on other still-important priorities. We simply
cannot allow that to happen.”

Responding to the challenges of the economy
requires dedicated people with the right skills,
motivation, and experience. This annual report
spotlights OCC team members who represent
some of the many diverse professions that must
be integrated properly for the OCC to succeed—
examiners working in national banks and in policy
positions; attorneys who help write, interpret, and
enforce laws and regulations; economists who
provide data and analytical tools; management
specialists who ensure efficient use of our human
and material resources; information technology
experts; community affairs officers; and many
others, who, together, bring diverse perspectives to
the OCC. This range of expertise, developed over
145 years, enables us to maintain high standards for
bank supervision in good times and bad.

Introduction
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State of the National Banking System

OCC Supervisory Efforts in Face of 2008 Market Turmoil

efore the damage spread throughout the

U.S. financial system, OCC examiners were

focused on the emerging fault lines in the
credit markets. In 2005, for example, at a time when
bank profitability was strong and house prices were
still appreciating, the agency instructed examiners to
address the risk of loan products with the potential
for payment shock, such as hybrid mortgages that
start with low monthly payments followed by
payments that are much higher. Although national
banks largely avoided subprime lending, nonbank
lenders made large numbers of these loans, and
the consequences eventually spilled over into the
broader credit markets.

By 2008, as Comptroller Dugan noted in
congressional testimony, the national banking
system was being tested by two powerful and
related forces that were exerting pressure on banks
of all sizes in many parts of the country. “One is
the large and unprecedented series of credit market
disruptions, still unfolding, that was precipitated by

declining house prices and severe problems with
subprime mortgages,” he told the Senate Banking
Committee. The other was the slowdown in the
economy, which had begun to affect credit quality
adversely for a number of asset classes.

“The combination of these forces has strained
the resources of many of the national banks we
regulate,” Mr. Dugan said at that hearing on
March 4, 2008.

While the national banking system remains
fundamentally sound, the effects of these complex
market dislocations are still working through
the financial system. At the height of the market
turmoil, banks showed increasing reluctance to lend
to each other out of concern over credit quality and
a desire to maintain liquidity in the face of market
uncertainty. The contraction of market liquidity
required some large national banks to fund and hold
additional assets on their balance sheets. The rapid
deterioration in credit quality of subprime mortgages
led to substantial write-downs in certain structured
investment products.

Figure 3: Assets, Total Loans, and Equity from 1972 to 2008

National Banks

$ Billions
~ 8,000
- 7,000
- 6,000

Assets

- 5,000
—- 4,000
- 3,000
- 2,000

w1000

- . *.*-;. *
#m*m*#ﬁ##m*m#ﬂ*— 0

72 74 76 78 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08

Source: Integrated Banking Information System (OCC)

December 2008

Note: 2008 data as of June 30, 2008.
All other data as of year-end.



The downturn in housing and the broader
economy affected national banks’ loan portfolios
adversely, increasing the level of nonperforming and
past-due loans. Noncurrent loans—the percentage of
bank loans that are 90 days or more past due and on
nonaccrual—rose to 1.80 percent at the end of June
2008, up from 0.86 percent a year earlier, as Figure
4 shows, and then rose again, to 2.19 at the end
of September 2008. Even at that level, noncurrent
loans were low by historic standards. Deterioration

in loans tied to the real estate sector, however, was
more pronounced. Losses from housing loans rose to
new highs, and losses on other retail credits were up
sharply. Credit stress was complicated by elevated
liquidity risk and, in the latter part of the year,

by heightened concern about the safety of retail
deposits in the wake of publicized bank failures. All
of these events were reflected in lower earnings for
the national banking industry.

Figure 4: Noncurrent Loans from 1984 to 2008
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National bank net income in 2008 declined
to one-third of its level a year earlier. National
banks recorded income of $6.9 billion in 2008’s
second quarter, down from $21.5 billion a year
earlier. Return on equity, a key measure of bank

profitability, was 3.5 percent in the second quarter
of 2008 versus 12.8 percent a year earlier. As Figure
5 shows, 2008 return on equity year-to-date is
averaging 4.4 percent, substantially below the level
seen before the market turmoil began.

Figure 5: Return on Equity from 1984 to 2008
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Over the last year, weak noninterest income
and higher provisions were the main drags on
earnings. Large banks benefited from improved

profit margins, while the margins of smaller banks
deteriorated. Despite poor earnings, banks were able
to increase capital and reserves over 2007 levels.

Figure 6: Loss Provisions to Charge-Offs
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National banks were generally able to absorb the

financial shocks for a number of reasons. The first,
and most important, is that banks, having entered
this period in overall good health, had the earnings
and capital to weather market downturns. Capital
levels well in excess of regulatory minimums gave
banks the flexibility to absorb sizable quantities

of assets on their balance sheets when liquidity in
the credit and capital markets became constrained.
Throughout the year, banks took steps to further
strengthen their balance sheets by increasing loan
loss reserves, reducing dividends, and issuing
capital in both public and private offerings. Their
ability to raise capital reflected investors’ belief

in the underlying long-term viability of these
franchises. Nonetheless, should credit performance
worsen, additional loan loss reserves and capital
may be required.

December 2008

National banks, especially larger ones, benefited
from diversified lines of business and funding
sources. For example, although fees from loan sales,
securitizations, and trading were adversely affected
by the downturn in housing, other fee income
sources remained. Indeed, throughout the year, the
national banking system has generally been a source
of strength for the financial sector, providing credit
and liquidity to both the retail and commercial
sectors, and absorbing companies and product lines
that faltered or failed under the strains of market
dislocation.

While the vast majority of national banks have
had the financial capacity and management skills
to weather the challenges of the past year, a few
have not. In these cases, the OCC’s goal has been
to effect early and least-cost resolution of the bank
so as to minimize losses to depositors and the FDIC
insurance fund. During fiscal year 2008, the OCC
appointed the FDIC as receiver in five bank failures.

Section One | State of the National Banking System
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Bank Supervision in a Time of Challenge

Weathering the Downturn

he volatility of the financial markets and

the unprecedented nature of the events that

shaped the environment for banks in 2008
posed challenges for the OCC. The OCC anticipated
many of the problems the industry faced before they
occurred—and dealt with them once they arrived.

The OCC sounded early public warnings in

guidance and ongoing supervision about risk
layering, payment shock, and declining underwriting
standards for nontraditional mortgages and home
equity lending. Many of the steps the agency took
responded directly to early feedback from the
agency'’s field staff, including:

» Higher supervisory standards for subprime
mortgage underwriting. As a result, national banks
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originated less than 10 percent of all subprime
loans in 2006, the peak year for such lending, and
those they did originate were generally of higher
quality than those originated elsewhere.

Rigorous horizontal reviews of bank loan
portfolios across the country, starting in 2004, to
better assess the performance of CRE, a lending
area in which many community banks were
developing concentrations. The OCC pushed for
the CRE guidance that was issued in 2006 over
industry opposition. The guidance described
expectations for heightened risk management
practices for institutions with concentrations in
CRE loans.

continued on page 14
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Community Bank Supervision: Assistant Deputy Comptrollers
Mobilize OCC Resources To Protect Safety and Soundness

health of America’s towns and cities, and the bulk
of the OCC’s supervisory resources are devoted
to those banks.

Some 1,400 examiners work full-time on community
bank supervision. They represent 68 percent of the
agency’s 2,000-plus person exam force. Their work
is coordinated through a national network of 49 field
offices and 24 satellite offices that are located in almost
every state in the country, overseen by four district
offices in New York, Dallas, Chicago, and Denver.

By contrast, the OCC’s large and midsize banks are
supervised by teams of resident examiners assigned
full-time to individual banks.

For community bank examiners especially, teamwork
is crucial. While each member of the examination team
focuses on his or her area of assigned responsibility—
such as capital, asset quality, or compliance—
examiners are also keeping an eye on the bigger
picture, assessing the institution’s overall safety and
soundness. When a bank’s ability to remain solvent is
called into question, experts in the Special Supervision
Division in Washington, D.C., are there to develop and
implement rehabilitation or resolution strategies.

The weakening economy led to a rising number
of problem banks among the community bank
population in 2008, mostly related to the deterioration
of commercial real estate markets. The OCC’s response
was rapid and systematic. Community banks were
divided into three tiers, with the first tier comprising
banks with the greatest degree of risk. Examinations
of CRE risk at Tier | banks began immediately;
examination of Tier Il banks was under way at year’s
end, with progressively fewer problems uncovered as
these examinations progressed. To ensure consistency
among the examiners who were involved in this effort,
the OCC convened two conference calls, the first in
April and the second in October, and provided written
guidance on relevant topics.

Community banks play a vital role in the economic

Community National Banks 1,502
National Bank Examiners 1,414
Dedicated to Community

Bank Supervision

Examination Frequency No less than each
18 months

0CC Field Locations 77

MM N -

Office of the Comptroller of the Currency | Fiscal Year 2008 Annual Report

Assistant Deputy Gomptrollers, who manage
the OCC’s field offices and are responsible for the
supervision of a portfolio of community banks, play
a key role in assuring that cooperation between
local examination teams, OCC district offices, and
headquarters staff proceeds smoothly.

With more than 29 years at the OCC, James
Calhoun, an Assistant Deputy Comptroller (ADC) based
in Pittsburgh, understands the importance of close
working relationships among supervisory personnel,
especially in challenging economic times. With
experience as an analyst in Special Supervision and
an EIC of problem banks, Calhoun has the perspective
of a veteran who has been through several turns of
the economic cycle. He also knows that the iron test
of an examiner’s skill is communicating his or her
findings in a constructive way to the banker. “From
the bankers’ standpoint, it’s all about ensuring clarity,”
Calhoun explains. “The best way | have found to do
that is to take an issue and frame it in terms of how it
might affect their bank’s profitability, stakeholders, and
reputation.”

In challenging economic times, the need for “open,
honest, and frequent” supervisory communication is
greater than ever, notes Omaha ADC Troy Thornton, a
23-year OCC veteran. In 2008, Thornton increased the
frequency of his meetings with bank boards and made
sure that banks in his portfolio were kept well informed
of supervisory expectations through quarterly letters
and periodic outreach meetings. For banks under stress,
supervisory action taken in a timely manner can make a
big difference.

“Among the things | look for during exams are
behaviors that, if they continue, can lead to problems,”
says Calhoun. “We want to get the bank’s board of
directors to understand that these behaviors can pose
more risk unless they are changed or appropriately
managed. Real-life examples or ‘war stories’ are a highly
effective way to illustrate possibly adverse outcomes.”

Calhoun adds that while examiners have to respect
the authority of bank managers, there is also a time to
be direct. “Bankers and regulators are a team with the
best interest of the bank and its customers in mind,”
Calhoun explains, “and it becomes even more important
in today’s times that we act as a team. You have to
be open to questions and expect pushback, but if
management is not performing satisfactorily, you need
to make that clear to the board as soon as you can.
That’s what we get paid to do, to make that call.”



Large Bank Supervision: Examiners-in-Charge of the

Most Complex Financial Institutions

of the largest and most sophisticated financial

institutions in the world—institutions with trillions
of dollars of assets. They offer a wide array of financial
services, engage in millions of transactions every day,
and play an enormously important role in the national
and global economy.

To supervise institutions that operate on this scale,
the OCC deploys teams of resident examiners who work
full-time, year-round at each of the banks in the Large
Bank program. More than 460 examiners are deployed
at the 17 largest banking companies in the program.

This approach allows examiners to acquire a
close understanding of the bank’s risk-taking and
risk management. With that knowledge, the OCC can
identify the most significant risks and then determine
whether a bank has the systems and controls it needs
to measure, monitor, and control those risks. The
0CC performs appropriate validation of banks’ risk
management through transaction testing. Concerns are
then communicated directly to senior management,
making it possible for corrective action to be achieved
in a timely and effective manner.

The foundation of the OCC’s Large Bank
supervision is the EIC, who, in close collaboration with
headquarters in Washington, D.C., is responsible for
developing the supervisory strategy for the institution
and implementing that strategy on site.

Kim Scherer, the EIC at UnionBanCal Corporation
in San Francisco, sees herself as having dual roles:
as the person with ultimate responsibility for the
bank’s supervision and as the manager of the OCC’s
on-site staff at the bank. “While most of my staff of
15 does the supervisory work and examination activity
relevant to Union Bank, it is my job to put it into overall
perspective and view risk ‘from the top of the house.””

Scott J. Wilson, an EIC at Capital One Financial
Corporation in McLean, Virginia, agrees: “You are both
a national bank examiner responsible for the safety and
soundness of a large financial institution and a manager
trying to ensure that you have a professional and well-
motivated workforce that feels empowered to do its job.
| think it is critical that the Examiner-in-Charge have
strong communication skills and the ability to build
relationships with people.”

Investing in the growth and development of the
staff is a critical function of the job, according to Tim
Greenway, the EIC at Bank of America in Charlotte,

The banks supervised by the OCC include some
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North Carolina. Another crucial function is accurately
assessing and communicating the risk in the assigned
bank while securing remedial action, should it be
necessary, from bank management, he says.

Being an EIC requires a high degree of flexibility.
Supervisory strategies must sometimes be adjusted on
the fly to reflect an institution’s changing risk profile. “A
strong Examiner-in-Charge must be very cognizant of the
external environment and the impact that market events
and the ‘Street’ can have on the condition and perception
of the financial institution that the OCC supervises,” says
Wilson.

And the OCC requires that EICs be prepared to move
on after five years at the same institution. “This ‘term
limit’ ensures that we do not get ‘too close’ to the bank,”
explains Wilson. “It also allows a fresh set of eyes to
supervise an institution after a certain period of time.”

Even in less tumultuous economic times, the EIC’s life
is varied and fluid. Greenway says that “because | work
in a mega-bank that is active in many markets and always
exploring new products, every day is unpredictable.”

Scherer may find herself meeting with the chief
executive officer or other executive-level bank managers
to stay abreast of key issues surrounding the company;
meeting with her staff to share supervisory insights;
reviewing, editing, or preparing written supervisory
correspondence to bank management; and attending
briefings related to her institution.

Having a permanent presence makes a huge difference
for both the examiners and the banks. “We are in the
bank on a daily basis to assess the condition of the bank
and communicate with the bank through informal and
formal channels,” Wilson says. “This allows us to share
knowledge and perspective across large banks and the
0CC, and with other regulators and bankers.”

“This is a job in which we never stop learning,”
Greenway notes. “If the OCC is to remain a highly
respected financial institutions’ regulator, we must all
pass what we learn on to those who follow us.”

Large Banking Companies 17

Asset Range $49 billion to

$1.9 trillion
National Bank Examiners 467
Dedicated to Large
Bank Supervision
Examination Frequency Continuous

:
/
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 Identifying and flagging, through targeted
examinations and examiner surveys, the trend of
declining underwriting standards and the difficulty
increasingly encountered by large national banks
in selling some corporate loans to investors.

» Development of a new mortgage metrics
database. An unprecedented effort accomplished
in record time, the quarterly OCC and OTS
Mortgage Metrics Report provides the best
available information on over 60 percent of
the mortgages serviced in the United States.

As Comptroller Dugan notes, “We now know

a lot more than we once did about trends in
delinquency, modification, and foreclosure with
respect to prime, subprime, and Alt-A mortgages,
and we’ve begun to use that data in a variety of
ways to support our supervision.” In addition,
the OCC has begun to
develop similar metrics
for home equity loans and
is planning to do the same
with credit card lending
and syndicated loans.

» Tracking Shared National
Credits (SNC), large
syndicated loans held by
multiple banks. While
participating in the review
of more than 8,000
credit facilities, with

Figure 7: Banking Assets by Regulator
in Fiscal Year 2008

steps to ensure that banks were more realistic about
recognizing delinquent loans and losses, that they
built loan loss reserves and raised capital when
necessary, and that they took tangible actions to
improve risk management.

While large banks struggled with the fallout
from the precipitous decline in the housing market,
many community institutions were challenged by
concentrations in commercial real estate. OCC
examiners worked with national banks to manage
those risks.

In the 17 largest national banking companies,
where the OCC maintains a continuous presence
through staffs of resident examiners (see “Large
Bank Supervision: Examiners-in-Charge of the
Most Complex Financial Institutions "on page 13),
particular attention was paid to the banks most
affected by the mortgage
market disruption.
Examiners monitored
capital, liquidity, and

Federal Reserve Board

f;ﬁ trillion Federal contingency plans for

o edera .
Deposit these national banks, and
Insurance | carefully assessed risks
Corporation . ..
$2.2 million | O capital and liquidity
16% from off-balance-sheet

vehicles and commitments.
One focus was bank

commitments totaling
$2.8 trillion, the OCC
contributed to a project to
modernize the collection

Office = programs that continued to
OgThrift purchase assets originated
uper-
vigon by other firms. Another
occ $1.2trilion | focus was bank portfolios
$8.3 trillion % | i Inerabl
629% that were vulnerable to

Source: OCC data.

further downgrades in the

and analysis of SNC
data and to improve the
program’s efficiency and effectiveness.

Internally, the OCC’s market disruption data-
collection procedures shifted into high gear in
2008, producing timely and critical information
from institutions all over the country. Some of the
market problems were new and complex—Iike those
raised by collateralized debt obligations, structured
investment vehicles, and asset-backed commercial
paper conduits—and the agency’s specialists,
economists, and policy experts have dissected
them for use in adjusting regulatory guidance and
supervisory strategies.

Perhaps most important, OCC examiners took

ratings of bond insurers

or to deterioration in the
condition of significant borrowers. Examiners
determined whether the susceptible banks needed
to improve liquidity and raise capital, and they
evaluated management plans to achieve those goals.
Examiners closely monitored banks’ exposures to
significant counterparties in derivatives markets.

Special attention was paid to contingency funding

plans of banks weakened by the market disruptions.
Were plans current and based on realistic balance-
sheet and market behaviors? Did they take into
account any off-balance-sheet funding challenges?
Examiners made sure that each plan’s projections
considered worst-case scenarios, such as a bank
undergoing a serious liquidity problem or its bonds

Fiscal Year 2008 Annual Report



being downgraded below investment grade. Banks
that relied heavily on securitization received extra
scrutiny. In one sign of strength, large national
banks raised approximately $125 billion in new
capital in fiscal year 2008.

In community banks, which the OCC supervises
through offices located across the country (see
“Community Bank Supervision: Assistant Deputy
Comptrollers Mobilize OCC Resources To Protect
Safety and Soundness” on page 12), OCC examiners
focused on making sure that those institutions had
risk management systems equal to their risk profiles
and that they had the expertise and the resources to
manage the risks involved in their business lines.

Rising concentrations of commercial real estate
loans have long been a subject of OCC supervisory
concern. As Figure 8 shows, CRE loans at midsize
and community national banks have doubled
over the past 10 years, to 200 percent of capital
overall; at some national banks, the increase was
several times that. About one in four community
banks under OCC supervision have CRE-related
concentrations exceeding one or both of the
thresholds defined by the interagency guidance
issued in December 2006. These concentrations
presented considerable risk, particularly in
geographic areas that have experienced exceptional
volatility in home prices.

Beginning late in 2007, for each community
bank that exceeded one or both of those thresholds,
OCC district examination staff prepared summary
information that identified the bank’s exposures,

recent and current supervisory activities, and
examiners’ assessment of management’s ability to
manage the bank’s CRE exposures in the current
environment. This information was reviewed and
discussed with OCC management to identify those
banks believed to have the highest potential risk and
to ensure the appropriateness of planned supervisory
activities. Asset quality reviews targeting these
banks’ CRE portfolios are under way. These reviews
enable the OCC to more accurately quantify the
level of risk in national banks, and determine how
well it is being managed. This assessment is critical
to determining what, if any, remedial action is
appropriate for each bank.

Other Areas of Concern

Leveraged loans. Leveraged loans, whose
borrowers have high levels of debt compared with
equity, were the subject of targeted examinations
in our largest syndication banks. Dislocations that
occurred in the credit markets during the fiscal year
delayed completion of long-term financing for some
leveraged loans that banks had originated with the
intent to sell (that is, to syndicate) to investors. As
a result, a number of large national banks retained a
higher-than-usual volume of leveraged loans on their
balance sheets.

In fiscal year 2008, the OCC’s Large Bank
Supervision Department conducted leveraged
lending targeted reviews at the largest syndication
banks, with a focus on syndicated pipeline

continued on bottom of page 16

Figure 8: Commercial Real Estate Concentration History
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OCC Responds to Rising Tide

of Mortgage Foreclosures

Perhaps no single issue defined the nation’s
domestic agenda in fiscal year 2008 more than the
dramatic increase in mortgage foreclosures. About 1.3
million foreclosures were initiated in 2007, more than
twice the average rate for the first half of the decade.

The effect of foreclosures extends beyond the
individual homeowner to the neighborhood in which
the foreclosure occurs. “Foreclosed properties are
not just empty houses,” Comptroller Dugan told the
National Association of Affordable Lenders in February.
“The absence of homeowners—and the gloomy sight
of abandoned, deteriorating properties—can depress
entire communities.”

To help deal with the foreclosure crisis, the OCC
joined with other federal regulators, as well as with
lenders, elected officials, and nonprofit organizations,
in promoting a wide range of programs designed
to stabilize communities and allow homeowners to
remain in their homes.

In testimony before the U.S. House of
Representatives’ Committee on Financial Services
in April, Comptroller Dugan said that the proposed
Federal Housing Administration Housing Stabilization
and Homeownership Retention Act of 2008 would
provide borrowers and lenders with an alternative to
the costly process of foreclosure. “By keeping more
borrowers in their homes,” Comptroller Dugan said,
“the widespread use of such a program would also
help prevent further reductions in the prices of houses
financed by national banks.” Use of such a program, he
pointed out, would more generally make the mortgages
less risky by mitigating the downward pressure on
house prices caused by the foreclosures that would be
avoided.

Under the program, titled “HOPE for Homeowners,”
if a borrower met certain criteria, lenders could agree

management, stress testing, and limit setting. The
OCC issued the “Leveraged Lending” booklet in
the Comptroller’s Handbook, which consolidates
and supplements existing guidance to bankers and
examiners on the risks associated with leveraged
lending and the risk management systems and
controls needed to mitigate those risks.

Home equity loans. Aggregate outstanding lines
of home equity loans at national banks have doubled
since 2002. National banks account for about $500

to reduce the mortgage amount to a level the borrower
could afford and could offer to refinance the original
loan into a new Federal Housing Administration-insured
mortgage. Accepting the loss under this voluntary
arrangement could be less costly to mortgage holders
than foreclosures. Homeowners would remain in

their homes, and the potential risk to the government
of guaranteeing the refinanced mortgages would be
more acceptable than “the prospect of widespread
foreclosures and all their related costs,” Comptroller
Dugan said. The proposed program was incorporated
into the Housing and Economic Recovery Act of 2008
passed on July 30.

Because the threat of foreclosure has extended
well beyond the low-income neighborhoods where
subprime mortgages have been predominant and into
more affluent neighborhoods, Comptroller Dugan told
the Association of Affordable Lenders in February
that proposed changes to 12 CFR 24 (public welfare
investment authority) would restore its original scope
to cover “not just low- and moderate-income areas, but
also middle-income areas in need of reinvestment and
revitalization.” Those changes were also included in the
Housing and Economic Recovery Act.

Turning policy into action, the OCC issued a
consumer advisory about scams that purport to
“rescue” homeowners from foreclosure but lead
instead to those homeowners potentially losing their
homes or the equity in their home. In addition, the 0CC
appointed a Community Affairs Officer specializing
in community stabilization to meet with bankers,
community-based organizations, and public officials
across the country to find solutions to the problems
communities face because of increased levels of home
mortgage defaults and foreclosures.

billion, or roughly half, of the market for home
equity loans. As housing prices fell, borrowers

became increasingly leveraged and the percentage of

past due home equity loans increased.

Examiners made sure that banks with
concentrations of home equity loans managed their
risks appropriately; some banks had to increase loss
reserves, write down loans, or raise capital.

Maintaining adequate liquidity, loan loss
reserves, and capital. Prompt recognition of losses
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and maintenance of strong loan loss reserves and
capital are critical during periods of economic stress.
Ensuring that national banks maintain adequate loan
loss reserves and capital was a point of emphasis
during fiscal year 2008 bank examinations.
Similarly, the OCC continued to evaluate the
adequacy of banks’ liquidity positions and liquidity
risk management processes, especially at institutions
with significant concentrations in the loan or
liability portfolios.

In light of market and economic conditions,
national banks made substantial increases to their
loan loss reserves during 2008. They bolstered
capital levels by reducing dividends and raising
more than $100 billion in new capital from outside
investors. So, despite the substantial increase in total
assets, in part the result of loans coming back on
the books of banks, capital ratios remained near the
levels of a year ago, and 99 percent of all national
banks met or exceeded the “well-capitalized”
regulatory capital requirement.

Problem Banks

The goal of OCC supervision is to identify and
correct potential problems at an early stage, before
they adversely affect the safety and soundness of
the banking system or the viability of any individual
bank. For example, we include provisions in certain
enforcement actions that require the bank to develop
and implement a plan to sell, merge, or liquidate, if
required minimum capital levels cannot be achieved.
These provisions have resulted in banks seeking
buyers or merger partners at an earlier stage, before
their problems have eroded capital to the point
where the bank is no longer attractive to potential
purchasers. In addition to avoiding a bank failure,
these options do not adversely affect depositors
and customers and return some value to the bank’s
shareholders. This approach can be especially
successful when the economy is strong, and healthy
financial institutions are looking for growth and
acquisition opportunities.

As a bank reaches the problem stage, the OCC
focuses its efforts on developing a bank-specific
plan that takes into consideration the ability and
willingness of management and the board to correct
deficiencies in a timely manner and return the bank
to a safe and sound condition. The OCC’s efforts,
coupled with the commitment of bank management,
often result in a successful rehabilitation. Sometimes
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the situation is such that the OCC requires the sale,
merger, or liquidation of the bank, consistent with
the least-cost resolution provisions of the Federal
Deposit Insurance Corporation Improvement Act of
1991. As previously noted, during fiscal year 2008,
the OCC appointed the FDIC as receiver of five
failed national banks.

In the current economic environment, the number
of problem banks has increased and the resolution of
problem banks has become more challenging. One
serious challenge is that, as the number of banks
requiring capital has grown, the interest in acquiring
these institutions has softened. Some problem banks
have asset quality problems of a depth and nature
that makes them unattractive to potential purchasers.
Many problem banks are heavily dependent on non-
core funding, yet once their asset quality and capital
deteriorate, they are restricted by regulation in the
rates they may offer on those deposits.

Improving Risk Management

The OCC was an active participant on the
President’s Working Group on Financial Markets,
the Senior Supervisors Group, and the Financial
Stability Forum, providing insight and information
that helped shape the recommendations that came
from those high-level organizations on enhancing
banks’ risk management practices. In broad terms,
these recommendations called on banks to:

* Ensure the independence of their risk management
functions.

» Better manage the pipeline risk associated with
originate-to-distribute lending and securitization.

» Rely more on due diligence and less on credit
ratings when investing in complex structured
products.

* More fully evaluate the reputation and residual
risks arising from the off-balance-sheet ownership
of conduits (which some large banks used to
hold collateralized debt obligations) and asset
management businesses.

» Enhance transparency, disclosure, and
valuation practices, especially for off-balance-
sheet activities.

» Improve stress-testing and capital planning
processes. (These processes should incorporate
off-balance-sheet activities and be appropriately
forward-looking.)

Section 'Two  State of OCC Supervision
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The OCC works closely with other domestic and
international agencies to develop a consistent and
effective response to the turmoil in global financial
markets. For example, the agencies are working
together to address the need for more sophisticated
liquidity risk management practices and systems
to replace those whose simple premise was that
loans are funded by deposits. The agencies also are
focused on helping banks improve the identification
and management of off-balance-sheet exposures
and risk concentrations and develop metrics for
aggregating risks to particular counterparties. The
OCC, primarily through its Large Bank Supervision
program, is ensuring that banks’ risk management
practices incorporate these recommendations.

The OCC'’s efforts have included working with
the Basel Committee on Bank Supervision to issue
updated global principles for sound liquidity risk
management and supervision. The agency has
worked with the Federal Reserve Bank of New
York and other key global financial regulators
to strengthen the operational performance
and infrastructure of the over-the-counter
derivatives market.

Using lessons learned from the recent turmoil,
the OCC has recommended strengthening the Basel
II capital framework. For example, higher capital
requirements will be proposed for resecuritizations,
such as collateralized debt obligations.

The most successful banks in the future will be
those that can move quickly to coordinate their risk

At Financial Literacy Day activities on Capitol Hill, Deputy Comptroller Barry Wides
discusses the OCC's efforts to educate and support consumers of financial services.

management frameworks
with their shifting risk
profiles. These institutions

will have the information Basel TT

Advanced Risk-Based
Capital Standards —
Preamble and Final Rule

systems and transparency to
communicate the different
aspects of that coordination
to regulators, depositors,
shareholders, and the public.
The OCC continues to do

all it can to see that as many
national banks as possible fit
this paradigm.

2007

Foreclosure Prevention

The OCC encourages national banks to work
constructively with borrowers who may face
difficulties meeting their mortgage obligations. The
OCC supports various private and public sector
initiatives and programs that seek to assist these
borrowers, including those initiated by the American
Securitization Forum and HOPE NOW Alliance,
as well as activities pursuant to the Housing and
Economic Recovery Act of 2008.

As banks work with borrowers, examiners
emphasize the need to construct loan modifications
that give borrowers a reasonable prospect of
performing under the new terms. Simply shifting
a borrower from one unaffordable mortgage to
another serves neither the borrower’s nor the bank’s
interest. Through the OCC’s ongoing supervision

and fair lending processes, the agency
will continue to pursue any evidence
of unfair, deceptive, or unlawful
discriminatory lending practices.

Identity Theft and
Accuracy of Consumer
Reporting Information

The OCC works closely with the
other federal financial regulators and
the Federal Trade Commission to
implement provisions of the Fair and
Accurate Credit Transactions Act of
2003. The act enhances the ability of
consumers to combat identity theft,
to increase the accuracy of consumer
reports, and to exercise greater control
over the type and amount of certain
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marketing solicitations they receive. The November
2007 rulemakings include:

» Final rules on identity theft “red flags.” The new
rules require each financial institution or creditor
that holds any consumer account, or other account
for which there is a reasonably foreseeable risk
of identity theft, to develop and implement an
identity theft prevention program for combating
identity theft in connection with new and existing
accounts.

* Proposed rules and guidelines for ensuring
the accuracy and integrity of information
furnished to consumer reporting agencies. The
proposed rules would specify when an entity
would be required to investigate a consumer’s
claim that certain consumer report information is
inaccurate.

* Final rules requiring credit and debit card issuers
to develop policies and procedures to assess the
validity of a request for a change of address that is
followed closely by a request for an additional or
replacement card. The agencies issued final rules
requiring users of consumer reports to develop
reasonable policies and procedures to apply when
a consumer reporting agency sends them a notice
of an address discrepancy.

» Final rules that allow consumers to “opt out”
before a financial institution uses information
provided by an affiliated company to make certain
marketing solicitations about its products and
services.

Expanded Public Welfare
Investment Authority

Recognizing the important role that national
banks play in the economic vitality of low- and
moderate-income communities, the OCC actively
sought legislation to expand the industry’s public
welfare investment authority. In August 2008,
shortly after the Housing and Economic Recovery
Act of 2008 was passed and signed into law, the
OCC issued an interim final rule that implements
a provision of the law that amended national
banks’ authority to make Part 24 public welfare
investments pursuant to 12 USC 24 (Eleventh). The
interim final rule authorizes a national bank and
its subsidiaries to make public welfare investments
directly or indirectly if the investments primarily
benefit low- and moderate-income persons, low- and

December 2008

Working with nonprofit community partners, national banks
bring a range of financial services to previously underserved
communities.

moderate-income areas, or other areas targeted by

a governmental entity for redevelopment, or if the
investment would receive Community Reinvestment
Act consideration as a “qualified investment.”

The rule gives national banks new authority to
support low- and moderate-income communities,
communities affected by foreclosures and targeted
for revitalization, designated disaster areas, and
underserved rural communities.

Working with Other Regulators

The dynamic and global nature of today’s
financial services industry presents issues that cut
across regulatory and legal boundaries. Banks,
securities firms, and insurance firms are active
participants in the credit and capital markets and
are often counterparties to each other’s transactions;
electronic payment systems span the globe; and
national banks have offices and customers in
countries throughout the world.

The OCC works with the other federal banking
agencies (Federal Reserve Board, FDIC, Office
of Thrift Supervision, and National Credit Union
Administration) to coordinate supervisory policies,
regulations, and regulatory reporting requirements,
and to conduct examiner training on issues that
cut across the U.S. banking system. Together, the
agencies respond to emerging risks and issues facing
the industry. They coordinate their examination and
supervisory activities for institutions that are subject
to multiple regulators and, as appropriate, conduct
joint examinations when an activity is conducted
across legal entities. Joint supervisory programs

Section 'Two  State of OCC Supervision
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Comptroller Dugan looks on as Howard Pitkin, Banking
Commissioner of Connecticut, signs a Memorandum of
Understanding on exchanging consumer complaint information.

include the agencies’ examination program for
multiregional data processors and the Shared
National Credit Program.

The OCC also works with state regulators and
other federal regulators on matters of mutual
interest. Among these regulators are the Securities
and Exchange Commission on various securities,
brokerage, and accounting and disclosure issues;
the Federal Trade Commission on various
consumer protection and privacy issues; and the
Public Accounting Oversight Board. The OCC has
agreements with 49 state insurance departments,
the District of Columbia, and Puerto Rico to share
insurance-related supervision information and
with 42 states and Puerto Rico to share consumer
complaint information. (See “OCC Presses Other
Regulators for a Unified and Simpler Consumer
Complaint Process” on page 28.)

The OCC is a member of the administration’s
Financial and Banking Information Infrastructure
Committee and works with that committee, the
Department of Homeland Security, and other federal
agencies to combat money laundering and terrorist
financing activities and to enhance the resiliency of
the nation’s financial sector to catastrophic events.

The globalization of the financial and banking
markets have accentuated the OCC’s need to work
with financial supervisors around the world. This

coordination is conducted in formal supervisory
groups, such as the Basel Committee and the

Joint Forum of banking, securities, and insurance
regulators, by the Financial Action Task Force, and
through direct bilateral meetings and agreements
with individual foreign bank regulators. The OCC
also provides technical assistance and classroom
training to foreign supervisors across the globe

to help them strengthen their domestic

supervisory programs.

OCC Supervises Surge in
International Activities by
National Banks

While most banks in the national banking system
have no direct international exposure, the largest
ones conduct business across a broad range of
countries. These are truly global institutions, not
just banks that operate in a few overseas locations.
OCC-supervised banks had $1.8 trillion of foreign
exposure on their books at the end of the second
quarter, not to mention substantial additional off-
balance-sheet exposure. Although most of the
exposure is to developed countries, emerging market
exposure has grown rapidly.

Some of the institutions the OCC supervises are
under foreign ownership. The OCC supervises 29
national bank and trust companies that are foreign-
owned, with more than $550 billion in assets. The
agency also supervises the activities of federally
licensed branches and agencies of foreign banks.
As of 2008, there were 49 of these from more than
20 countries with combined assets of about $190
billion.

The cross-border nature of the institutions is a
prime driver of the OCC’s international focus. But
at an operational level, to be an effective supervisor
in a global financial system, we maintain extensive
relationships with our colleagues throughout the
international supervisory community. This includes
informal meetings to exchange views on key issues,
to collaborate, to compare practices, and to share
relevant information. At other times, interaction is
more formal, through structured bilateral meetings
and through joint work with our colleagues in the
Department of the Treasury.

The OCC has an office in London that has
operated out of the U.S. Embassy since 1974 and is
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dedicated to evaluating key risks present in national
banks’ European operations. When complex or
stressful supervisory situations arise, there is no
adequate substitute for the personal and professional
working relationships established through these
channels.

The OCC promotes effective supervision through
its participation in a number of regional and global
supervisory groups. Through the Joint Forum, which
is chaired by Comptroller Dugan, supervisors from
the banking, insurance, and securities sectors of 13
major countries address issues and offer guidance
that is frequently used by supervisors in individual
countries.

For example, the Joint Forum’s paper Credit
Risk Transfer—Developments from 2005 to 2007,
released July 2008, focuses on complex financial
instruments that are widely used to transfer credit
risk. In 2008, the Joint Forum also issued papers on
risk concentrations and customer suitability in the
retail sale of financial products and services.

As a member of the Basel Committee on Banking
Supervision, the OCC joins supervisors from 12
other countries in initiatives to increase the long-
term resilience of the international banking system.
The year saw significant progress in implementing
the Basel II capital framework, which provides a
more risk-sensitive and comprehensive approach
to capital adequacy and sets new standards for
supervisory review and public disclosures relating to
risk. In December 2007, the U.S. banking agencies
issued a final rule implementing the advanced
measurement approaches of the framework,
under which banks, in certain circumstances, may
develop their own empirical models for quantifying
operational risk, and, in July 2008, published a
notice of proposed rulemaking on the standardized
approach, which relies on external evaluations.

Closer to home, the Comptroller created the
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International Banking Supervision Department in
April and named Deputy Comptroller Delora Ng Jee
as head of the group. “International banking issues
have grown increasingly important to the OCC and
the national banking system,” Mr. Dugan said, “and
I felt strongly that we needed to create a new group
to focus on our supervisory work in this area.”

Jee, who joined the OCC in 1978, brings a wealth
of relevant experience to her new position, including
previous responsibility for supervising large banks
owned by foreign banking organizations.

She is responsible for consolidating, coordinating,
and extending key international supervisory
activities of the OCC, including essential elements
of the agency’s Federal Branches and Agencies
Program, which had previously been conducted
by Midsize/Community Bank Supervision’s
Northeastern District. This new International
Banking Supervision Department enhances the
OCC’s supervision of international banking
activities through tighter integration with Large
Bank Supervision, which supervises institutions that
conduct business across a broad range of countries.

“There is tremendous interest from foreign home
and host regulators about the U.S. supervisors’
response to the current market turmoil,” Jee
points out. “International Banking Supervision’s
ties to bank supervision have enabled the
OCC to communicate more effectively with
foreign supervisors.”

This new department serves as the primary point
of contact for international banking supervisors
and as a clearinghouse for requests to the OCC
for supervisory information, bilateral meetings,
and participation in international working groups.

Delora Ng Jee, the Deputy Comptroller for International
Banking Supervision, explains OCC policy to a visiting group
of international bankers.
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International Banking Supervision collaborates
intensively with other OCC divisions, because legal,
economics, policy, and examination staff members
continue to play active roles in the international
activities of the agency.

As Comptroller Dugan has observed, “With
global financial markets, a bank regulatory agency
can’t be effective if it focuses narrowly on domestic
concerns. National borders are increasingly
irrelevant to some of the most important issues we
face, and effective policymaking has to take that
into account.”

Functional Specialists
Bring Technical Expertise to
Bank Supervision

As national banks develop new and complex
products and services, the OCC increasingly
relies on the specialized expertise of examiners
and analysts in such areas as capital markets,
commercial and retail
lending activities,
information technology,
asset management,
and compliance. These
specialists develop
supervisory policies,
provide guidance to
examiners and the industry,
and evaluate new products
and services and the risks
associated with them.

Their work often requires

close coordination with

other regulators, lawmakers, and industry groups,
assessing the impact of changes in legislation or
accounting guidelines on national banks as well as
the overall industry.

Bank Information Technology specialists
evaluate technology and bank information system
functions in national banks and their technology
service providers. The OCC has more than 90 Bank
Information Technology specialists, most with
industry certifications in information technology
auditing, information security, or business
continuity. National Bank Examiner Carter Messick,
a Lead Information Technology Expert in Midsize
Bank Supervision, says that banks have adopted new

technologies to improve their infrastructure, broaden
their product offerings, and expand their services.
“Bankers and customers take the availability and
performance of bank technology for granted,” he
notes, “but Bank Information Technology specialists
and the bank information technology professionals
understand the critical role technology plays.”
Messick says that national banks have faced
a number of challenges during the past year,
particularly in information security, as criminals
continued to level multilayered attacks on banks,
retailers, and customers to perpetuate sophisticated
fraud schemes. At the same time, Messick explains,
industry financial concerns impose limits on
spending for technology staff and controls. The
OCC reminds bankers that failures in technology
or technology-related controls can jeopardize a
bank’s safety and soundness or its ability to comply
with laws and regulations. “Bank Information
Technology specialists must champion technology
issues when supervising banks and collaborate with
other examiners to ensure that bankers are managing
and controlling technology-related
risk consistently regardless of the
economic cycle.”

Messick believes that his ability
to communicate effectively with
bankers and examiners is critical.
“Bank Information Technology
examiners cannot function
effectively as pure technicians;

Bank Supervision School instructors pool their experience
as examiners to develop realistic training scenarios.

we have to understand the business impact our
technical issues may raise. We also need a broad
understanding of bank operations and the ability
to communicate technical issues in safety and
soundness or regulatory compliance terms.”
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Commercial and Retail Credit Risk Policy
specialists develop and interpret policies to promote
strong credit risk management and ensure safe
and sound banking practices. They stay abreast of
banking activities and industry developments to
ensure that the policies are timely, practical, and
effective.

“We support field examiners and the industry by
providing interpretations of policy, writing guidance
and handbooks, training examiners, participating
in on-site examinations, and conducting industry
outreach meetings,” says National Bank Examiner
Johnna Cook, a Commercial Credit specialist.

“We support executive
management and

the Comptroller by
providing technical
expertise and research for
congressional testimony.
We also prepare briefing
documents in support of
the Comptroller’s many
national and international
supervisory activities.”

Kevin Russell, a
Retail Credit specialist
and national bank
examiner, adds, “We
routinely analyze industry
performance and highlight
potential risk issues.

We work extensively with all supervisory lines

of business on lending reviews and inquiries,
monitoring lending risks and concentrations, and we
work jointly with other areas to address accounting,
legal, and capital issues.”

Cook and Russell agree that the past year
presented many challenges, particularly in keeping
abreast of emerging risks that could affect safe and
sound banking practices. “The volume of issues
and the velocity at which they were presented
have required strong organizational, analytical,
and technical skills,” explains Cook. And for the
foreseeable future, she adds, they will have to
hone those skills even more. “We will be further
challenged to maintain a balanced approach in
dealing with economically stressed conditions.”

Compliance specialists like national bank
examiner Paul Utterback make sure that the
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National Bank Examiner Karen Tucker and Director of
Community and Consumer Law Michael Bylsma discuss
compliance policy with participants around the country.
OCC teleconferences served more than 3,000 listeners in
fiscal year 2008.

OCC’s supervisory policies effectively promote
consumer protection and compliance with anti-
money laundering laws. In addition to preparing
guidance, examination procedures, and answers to
frequently asked questions, Utterback serves as a
contact to answer questions from examiners and
industry sources about consumer protection laws
and regulations. By participating in OCC Web and
telephone seminars and speaking at trade association
conferences, he provides examiners and the industry
with a better understanding of compliance issues.
Consumer specialists rely on good technical
and analytical skills. “Many of the consumer
protection regulatory and
statutory provisions are
very detailed and need
clarification at times,”
says Utterback. “As a
Compliance specialist,
part of my job is to
review the facts and apply
and interpret the law or
regulation correctly.”
Changing
regulations makes the
job of a Compliance
specialist extremely
challenging. “The number
of consumer protection
laws and regulations
continues to increase
and evolve to afford consumers with enhanced
protections,” he adds. “As a Compliance specialist,
you have to really enjoy change.”

Economic and Financial Analysis
Supports the OCC’s Work

The Global Banking and Financial Analysis
Department houses a team of economists who
analyze potential risks to the national banking
system and share this critical information with
national bank examiners. The economists also
participate, as needed, in bank examinations.

The team was heavily involved in helping
examiners assess portfolio risks from exposures to
commercial real estate and provided several large
banks with tools to establish priorities for more
intensive review. Economists joined examiners on

continued on page 25
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In June 2008, the OCC took on the challenge of
making key aspects of national bank mortgage lending
more transparent to regulators and the public by
publishing the first quarterly OCC Mortgage Metrics
Report.

The publication is part of the OCC’s intensified focus
on mortgage supervision. It is a product of the OCC’s
realization that the substantial amount of mortgage data
previously collected from banks did not provide the
level of detail necessary to fully understand mortgage
performance and rising foreclosures.

“The OCC seized the opportunity to improve the way
mortgage performance is measured, producing better
information for supervision of our banks and better
information for policymakers, other regulators, market
participants, and the public,” Comptroller Dugan said
upon unveiling the report at the American Securitization
Forum.

The initial report analyzed more than 23 million
mortgage loans held or serviced by the nine national
banks with the largest mortgage portfolios from October
2007 through March 2008. The loans had a value of
more than $3.8 trillion. That volume represented more
than 90 percent of all mortgages serviced by national
banks and approximately 40 percent of all mortgages
across the nation.

The OCC used loan-level data and standardized
terms and definitions that allow deeper analysis and
better comparisons over time. With regard to the value
of standardized reporting, Comptroller Dugan said,

“The more we can use standardized metrics across the
board, the better we can measure, monitor, and manage
mortgage risk.”

In September, the OCC, along with the Office of
Thrift Supervision (OTS), produced the OCC and
0TS Mortgage Metrics Report, which expanded the
standardized reporting approach by combining mortgage
loan data serviced by national banks with data from
thrifts regulated by the OTS. The report covered
January through June 2008 and presented data on loan
performance, delinquencies, and foreclosures from the
14 national banks and thrifts with the largest mortgage
portfolios. During that period, these lenders made up 60
percent of the overall mortgage industry and combined
to hold or service 34 million loans worth $6.1 trillion.

“By combining national bank and thrift data,”
Comptroller Dugan said, “we are able to present a more

New Mortgage Metrics Report Increases
Visibility of Mortgage L.oan Data

complete picture of the
practices and state of the
federally regulated mortgage
lending industry.”

The most significant
findings from the second

quarter report include:

» Total monthly loss mitigation actions reached more
than 90,000 in June, with new loan modifications
accounting for 46 percent of those actions. New loan
modifications increased by more than 80 percent
from January to June 2008 and, on a quarterly basis,
increased by 56 percent from the first to second
quarter. By comparison, new payment plans grew
only 8 percent from January to June 2008, and
increased just more than 2.7 percent from the first to
second quarter.

* New loss mitigation actions (loan modifications
and payment plans) relative to new foreclosures
averaged more than 87 percent during the second
quarter, about 12 percentage points higher than
during the first quarter.

¢ More than nine out of 10 mortgages remained
current. However, credit quality declined during the
first two quarters across all risk categories.

* There were increases in early stage delinquencies
(30-59 days past due) and seriously delinquent
mortgages (60 or more days past due plus loans to
bankrupt borrowers who are 30 or more days past
due).

The agencies will produce the report quarterly and
have shared their standardized terms and definitions
with the Department of the Treasury and with the HOPE
NOW Alliance to promote standard data collection and
analysis industry-wide.

In addition to providing important information to the
public, the data gathered in the OCC and OTS Mortgage
Metrics Report support the supervision of national
bank and thrift mortgage practices. The report provides
an additional tool to help examiners assess emerging
trends, identify anomalies, compare federally regulated
mortgage lenders with the rest of the industry, evaluate
asset quality and loan loss reserve needs, and evaluate
the effectiveness of loss mitigation actions.
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horizontal reviews of banks with high concentrations
of commercial real estate and provided an
assessment of potential problem assets. A horizontal
review is an examination across a portfolio of

banks with similar characteristics. These tools and
economic assessments are designed to support

the examination process and ultimately to support
targeted discussions with bank staff.

Their analyses aren’t just limited to market
conditions in the United States. “The banking
industry that we supervise is increasingly
international, either directly or indirectly,” Nancy
Wentzler, the Deputy Comptroller for Global
Banking and Financial Analysis, explains. “You
might have very large banks with international
exposures, but you also have banks in lowa that are
lending to agricultural companies that may be hit
hard by sudden shifts in international agricultural
markets. We are a global marketplace, so our
analysis must recognize those influences even on
seemingly small, local markets.”

Indeed, the appetite for economic analysis has
grown tremendously in the past year. “There’s a
lot of interest, internationally, in finding out how
supervisors can do better. I think we’ll learn a lot
from each other as we assess the events of the last
12 months.”

In the meantime, the department is working on
a series of “dashboards” that display the major
economic and financial drivers for the major
business lines—commercial, retail, international,
commodity. “We’re asking what indicators we
should be watching—those factors that are key
influences on activity in each area—to assess the
potential risks under alternative economic paths,”
says Wentzler, who equates the dashboards to the
control panel in an airplane’s cockpit. “You can’t
put everything on there. You have limited room and
limited ability to interpret, but you have to know if
you have gas, if the wheels are up or down, and if
the wings are level.”

“Same goes for these economic dashboards. You
have to limit them to 10 charts or indicators, so we
can focus on the most important features and make
timely decisions based on that information. No one
has the time to read 100 pages of economic data.
We have to be focused and timely in our analytical
efforts, and dashboards provide that discipline.”
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The idea is to make these dashboards accessible
on the OCC’s intranet, so everybody in the agency
can look, she explains. “You can log on each
morning and know what’s going on in the retail
market, the credit market, the housing market.”
This tool also will aid in tracking the economic
development that affects the banks the
OCC regulates.

Risk Analysis Division
Bolsters OCC Supervision

Complex, trillion-dollar financial institutions rely
increasingly on statistical analysis and sophisticated
mathematical models to help run their businesses.
To evaluate the effectiveness of those models—and
help national bank examiners make sense of them—
the OCC relies on a team of mathematicians and
economists in its Risk Analysis Division.

The Risk Analysis Division evaluates the
broad range of risk modeling used in the industry
and advises examiners and bankers on best and
standard practices. Examples of supervisory
reviews benefiting from economists’ participation
are retail credit risk reviews, in which models are
used for credit rating and scoring; interest rate
risk reviews, which rely on asset-liability models;
and examinations of derivative dealers, which
use trading-risk models. The economists advise
policymakers on issues that require quantitative
analysis, including issues related to Basel 11
capital requirements. Examinations related to
implementation of the Basel framework are an area
of increasing emphasis for the division.

Roughly one-third of the professionals in the Risk
Analysis Division are fair lending modeling experts.
They use data from the Home Mortgage Disclosure
Act as well as a bank’s internal loan data to develop
statistical models that test for potential unlawful
discrimination by comparing information from
large numbers of files. The results assist OCC fair
lending examiners in their assessment of the risks of
unlawful behavior involving overt discrimination,
underwriting and pricing discrimination, steering,
and discriminatory redlining and marketing.

Section 'Two  State of OCC Supervision

25



26

Compliance Policy Helps Banks
and Examiners Stay on Top of
Changing Regulations

The Compliance Policy Department helps define
and implement OCC policies as they relate to
consumer protection and anti-money laundering
laws. The department is responsible for developing
written examination procedures, preparing guidance
to the banking industry and to OCC examiners,
and analyzing data required under the Home
Mortgage Disclosure Act (HMDA) and the Bank
Secrecy Act (BSA). OCC examiners evaluate bank
compliance and, when weaknesses are noted, take
corrective action.

Because regulations do change, one of
Compliance Policy’s most important functions is
training other OCC staff in classroom settings and
in virtual workshops that allow examiners to share
knowledge with their peers around the country.
Compliance Policy works closely with OCC legal
staff in interpreting the supervisory impact of often-
complex compliance laws and regulations.

Compliance Policy’s employees are also involved
in outreach to the industry, speaking at trade
association meetings and educational forums. They
partner with the OCC’s Banking Relations division
in telephone seminars, where they can explain
regulatory changes to bank compliance officers and
discuss how the OCC will implement those changes.

Changing regulations is just one of many
compliance challenges facing banks,
says Ann Jaedicke, the OCC’s
Deputy Comptroller for Compliance
Policy. Large banks that conduct
millions of consumer transactions
from thousands of branches around
the country face large compliance
risks and responsibilities. For
smaller banks with perhaps
a few dozen employees, the
main challenge is often that the
compliance officer may have many
additional duties and still have to
stay current with dozens of changing
government regulations.

Jaedicke relies on her staff of
experienced examiners—many with
25 years or more experience—to

Comptroller Dugan addresses the
OCC's 2008 Fair Lending Conference.

provide the judgment needed to deal with difficult
compliance issues. The Community Reinvestment
Act (CRA) is a good example. “It’s not easy to
figure out if the banks have done enough to serve
a community’s credit needs. How much is enough?
Or to determine which bank’s businesses are more
susceptible to money laundering. Or to determine if
a particular practice by a bank is unfair or deceptive.
These are not easy decisions.” OCC’s Community
Affairs Officers, who are part of the Chief
Counsel’s office, have regional and local expertise
on community and consumer organizations and
issues and provide technical support to Compliance
examiners on such matters as CRA assessment
area delineation, community development and
investments, and other aspects of CRA compliance.
For Jaedicke, these are “issues that are large in
scale, and many deal directly with the everyday
lives of people. There’s a real human element to
compliance work—anyone with a credit card or a
mortgage loan feels the effects of what we do.”

Fair Lending, Fair Treatment,
and Fair Access Are
Key Priorities

The OCC deployed a broad range of resources to
ensure national bank compliance with fair lending,
consumer protection, and CRA requirements. That
kind of commitment, as Comptroller Dugan noted
in a July speech to OCC Compliance specialists, is
particularly important in challenging times, because
no bank, struggling or otherwise,
can afford to assume the additional
reputation and compliance risk that
can be associated with potential
compliance lapses.

Compliance complacency is
most likely to arise when bank
management is preoccupied with
safety and soundness issues. Yet
bankers cannot rest on a past
record of success. They must be
as attentive to their compliance
responsibilities in difficult times
as they are when the pressure of
events eases.

To ensure that banks meet
these responsibilities, the OCC
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assesses and monitors compliance risk in each of
the institutions under its supervision. Examiners can
call on the OCC’s economics team, which supplies
statistical analysis that can aid in targeting portfolios
that may have higher potential for fair lending
problems. OCC Community Affairs Officers,
located throughout the country, provide examination
support on CRA requirements and compliance.

To underscore the OCC’s commitment to fair
lending supervision and advance the state-of-the
art in fair lending risk modeling, the agency’s
Economics Department sponsored a fair lending
conference in New Orleans that brought econometric
specialists, bankers, and regulators together in an
effort to improve identification of fair lending issues
that may require supervisory attention.

Another key compliance resource is the OCC’s
Office of the Ombudsman. The Ombudsman and
staff serve not only as an outlet
for bank consumer complaints
and for resolving supervisory
disputes between examiners and
bankers; they are also a valuable
supervisory resource, helping to
identify consumer compliance
issues at their earliest stages. This
information can become a crucial
resource to the OCC in developing
risk-based supervisory strategies
for national bank compliance
examinations. (See “Office of
the Ombudsman Ensures Fair,
Expeditious Resolution of Complaints” on page 38.)

Ultimately, the OCC believes compliance
is inseparable from safety and soundness. But
compliance is also vital in its own right. Especially
when consumer confidence in the financial services
industry is being tested by events, it’s critical that
banks demonstrate their commitment to fair play,
fair lending, and fair treatment for all consumers.
The OCC’s compliance program is there to provide
further support to public confidence.
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Attorney Provides Counsel,
Expertise to Supervisory Team

Payment transactions in our economy are
increasingly processed through automated systems
with complex network rules and contractual
relationships. If not properly controlled, transactions
conducted through these mechanisms can pose
significant risk to banks and counterparties. To
monitor and respond to developments in connection
with these automated systems, the OCC established
a Payments System Working Group in 1994. Special
Counsel Jonathan Fink represents the OCC’s Law
Department on that working group.

For Fink, who works in the Bank Activities and
Structure Division, it’s been an opportunity to add
a new specialization to an already impressive list of
practice areas that include problem bank resolutions,
lending limits, affiliate and insider
transactions, “golden parachute” payments,
and uniform commercial code issues. He
also serves as a mentor to less experienced
OCC attorneys—a side of his job that he
says “gives me as much satisfaction as
anything else I do.”

His work on payments systems
requires him to be expert and up-to-date
on developments in the law, technology,
and banking. Payment systems are not
only susceptible to hardware and software
failures but also to fraud, malicious damage,
user error, and other operational risks. As evidenced
by several recent cases—one involving criminal
interception of credit card data and another of a
national bank accepting fraudulent checks generated
by a processor for telemarketers—such risks can
lead to enormous harm to merchants, consumers,
and the financial institutions that serve them.

Fink and his colleagues in the working group
have addressed those issues through several key
pieces of supervisory guidance, which elaborate
on the operational and other risks that can arise
in connection with payments system and funds
transfer activities. The guidance also spells out
the safeguards national banks should put in place
to manage those risks to protect themselves and
their customers.
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But Fink recognizes that it is not enough to
release supervisory guidance and hope for the best.
With others, he works hard to explain that guidance
in presentations to both banker and examiner
audiences. “I’ve also been out in the field with the
examiners, in the banks, helping them to identify
problems. And, at the same, taking part in our
exams has helped enrich my own understanding
of payments-system practices—and malpractices.”
Although technology keeps advancing and it takes
continued effort to stay ahead of those who would
misuse the systems, the agency’s comprehensive,
hands-on approach to payments-system risk
management seems to be working: the agency’s
automated clearinghouse (ACH) risk management
guidance has caused banks to tighten their risk
management and internal controls.

The OCC'’s risk-based approach to supervision
also extends to the Office of the Chief Counsel, and,
in a time of financial turmoil, attorneys like Fink
find themselves devoting larger chunks of their time
to problem bank issues: preparing legal analyses,
supporting administrative actions, contributing
to supervisory strategy, and helping to evaluate a
troubled bank’s prospects. “At a time like this, we
all have to be prepared to do whatever the situation
demands of us,” he says. Fink brings a breadth and
depth of experience that makes him an invaluable
OCC resource.

OCC Presses Other
Regulators for a Unified
and Simpler Consumer
Complaint Process

Consumer complaints about lenders and
depository institutions made national news in
fiscal year 2008. One of the most common
sources of consumer frustration related to the
difficulty of identifying and reaching the
right regulator of a particular bank, thrift, or
credit union.

“When direct contact with the bank does not
resolve an issue, figuring out where to turn next
may be very challenging. The OCC believes this
burden should not fall upon the consumer,” OCC
Chief of Staff and Public Affairs John G. Walsh
says. “It is incumbent upon federal banking agencies
to make improvements in these areas to better
serve consumers.”

As Comptroller Dugan has said in testimony to
members of the Committee on Financial Services
of the U.S. House of Representatives, “Frankly, our
comprehensive approach to consumer protection—
integrating guidance, supervision, enforcement, and
complaint resolution—is not well understood.”

Throughout the year, the OCC continued the
process of simplifying customer assistance and
increasing public awareness. The agency’s efforts
involved working with state and federal regulators
and making its own customer assistance group more
accessible to customers of national banks.

In August 2008, the OCC reached a significant
milestone in state and federal collaboration
by signing the latest of 42 memorandums of
understanding with state banking regulators. The
memorandums establish a formal basis for sharing
complaint information among regulators while
also protecting confidential customer information.
Further easing the burden of sharing complaint
information, the OCC is promoting use of its new

OCC Customer Assistance
Specialist Rayburn Johnson
helps consumers resolve

bank-related issues. The

Federal agencies, including the OCC,
agree that the best way for consumers to
resolve their concerns is to contact their banks
directly, but the agencies also recognize that
individual customers cannot always reach fair
or satisfactory resolutions on their own.

Customer Assistance Group
processed more than
41,000 written complaints in
fiscal year 2008.
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Web-based system, Complaint Referral Express.
Among the first states to take advantage of the
system are California, Colorado, Florida, New
York, and Texas. The system allows the OCC and
other regulators to exchange complaint information
electronically, thus eliminating the time-consuming
and costly process of mailing and faxing.

Through the Federal Financial Institutions
Examination Council, the OCC also continues
to work with federal regulators on making the
consumer assistance process more streamlined
and consumer-friendly. The council has been
working on proposals to create a toll-free number
to assist customers of all federally regulated banks,
thrifts, and credit unions; to develop a joint Web
site to allow bank customers to look up a bank’s
regulator more easily; and to conduct a campaign
to increase public awareness of federal customer
assistance programs.

Because the national banking system touches so
many lives, the OCC recognizes
the importance of working
independently as well. The agency’s
Public Affairs Department continues
to produce and distribute public
service items to local newspapers
and radio stations around the
country to educate consumers
about banking regulatory issues
and to promote awareness of OCC
customer assistance products and
services, such as HelpWithMyBank.
gov and the toll-free customer
assistance number, 800-613-6743.

Since launching our public
service campaigns, articles and
radio spots have run nearly 8,000 times
in 41 states and covered such topics as gift cards,
foreclosure prevention, debt-elimination scams,
and promotion of the agency’s customer assistance
process and consumer Web site. These public
service announcements, which provide important
information to America’s financial consumers, have
been seen or heard by a potential audience of more
than 900 million people. The effort contributed to
the increasing popularity of HelpWithMyBank.gov.
During an average month in fiscal year 2008, the
site received more than 28,000 visits from people
looking for answers to basic banking questions and

information about how to contact a bank’s regulator.
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In June 2008, the National Association of
Consumer Agency Administrators recognized
the OCC for its educational outreach efforts and
outstanding Web site.

OCC Steps Up Efforts To
Support Minority Banks

The OCC remains committed to preserving the
health of minority banks and recognizes them as key
contributors to the economic viability of minority
and low-income communities. This commitment
links directly to the OCC’s objective of ensuring
that national bank customers receive fair and equal
access to financial services. It’s a commitment
that’s been evident in the agency’s minority bank
initiatives that have evolved over the years.

Responding to valuable feedback from chief
executive officers of minority banks and an analysis

Public Affairs specialist Stephanie Powell's work with minority bankers underscores the
OCC's commitment to this important sector of the banking system.

of data from a recent survey, the OCC in fiscal year
2008 revised its policy, initiated new activities, and
modified previous efforts regarding minority banks.
For example, the OCC issued an updated Policy
Statement on Minority-Owned National Banks
to reaffirm its support for this banking sector.
Comptroller Dugan says the OCC took this step
in part to “take account of changes in the business
environment in which minority national banks
operate. But I also wanted to reissue the statement
to reaffirm my own commitment—and that of the
OCC—to minority institutions. These banks provide
vital services to minority communities, and the OCC
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is strongly committed to supporting them.”

To keep minority banks up-to-date on agency
policies, guidelines, and activities, the OCC’s Senior
Advisor for External Outreach and Minority Affairs,
part of the agency’s Public Affairs Department,
launched OCC Highlights, an e-mail newsletter
with regulatory and legislative matters of interest
to minority financial institutions. The OCC sends
the newsletter to national and other minority banks
and posts it on the agency’s Web site, along with a
feedback mechanism to help the agency determine
whether its online resources are meeting minority
bankers’ needs.

However, online resources cannot serve as
substitutes for face-to-face communication. So when
two agency executives assumed new responsibilities
that included working closely with minority national
banks, the appointees participated in meetings and
roundtables with minority bank chief executive
officers. Such interaction—initiated by the Senior
Deputy Comptroller for Midsize/Community
Bank Supervision and the Ombudsman—won the
agency considerable praise among its minority bank
constituents. “Mere words cannot adequately express
how appreciative I am of OCC representatives’
professionalism and willingness to provide
assistance when needed,” Commonwealth National
Bank Chairman Michael Pierce says.

Feedback from surveys and roundtable
discussions with minority bank chief executive
officers also revealed this banking sector’s diversity.
Taking into account differences among these
banks, Midsize/Community Bank Supervision
staff members have encouraged Assistant Deputy
Comptrollers and portfolio managers to develop and
implement supervisory strategies tailored to meet
the technical assistance needs of every national
community bank.

To learn more about the diversity and
commonalities among minority banks, the OCC
participates in interagency efforts, such as the
Interagency Minority Depository Institutions
National Conference, which the OCC cohosted
for a third consecutive year. In 2008, Comptroller
Dugan served on a regulatory panel, and other OCC
experts served on panels that addressed such topics
as measuring and monitoring risk exposures and
restructuring debt.

OCC Improves
the National Bank
Chartering Process

The OCC has a longstanding commitment to a
vibrant national community bank program, so it was
a matter of concern that only 15 percent of newly
chartered community banks chose the national bank
charter over the last 10
years. To understand
why so few new
community banks have
chosen the national
charter, Comptroller
Dugan in 2007 created
a de novo (or new)
bank charter working
group. He charged this
group with identifying
the considerations
most relevant to bank
organizers making
charter decisions,
as well as
determining any
impediments to
obtaining a
national
bank charter.

The working group’s recommendations led the
OCC in 2008 to simplify and enhance the chartering
process, which now features decreased application
costs, increased assistance prior to formal filing,
better communications, fewer impediments to
raising capital, and greater efficiency.

These changes are consistent with the OCC’s
goals of improving operations and reducing
unnecessary regulatory burden. National bank
officers and directors have ready access to
a significant package of OCC resources and
professional staff, including bank chartering and
related corporate specialists, seasoned examiners
and their senior managers, and legal staff. While
the bank chartering process continues to evolve,
one thing remains constant: the OCC’s high-quality,
professional supervision across the nation.

Application costs and processing delays have
been reduced. The OCC has suspended licensing
application fees for those seeking national bank

Improvements to
the National Bank
Chartering Process
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charters as well as for other licensing transactions,
such as business combinations. Many of these
changes significantly reduce the overall cost of
obtaining a national bank charter. At the bank
organizers’ request, the OCC can begin personal
background checks earlier in the process to help
avoid delays later on. Draft applications and
business plans can be submitted for preliminary
review and feedback.

More assistance is provided prior to filing.
When an organizing group contacts the OCC about
becoming a national bank, agency staff members
organize an exploratory meeting to explain the
charter process, offer technical assistance, and
discuss options to address the unique features of
the group’s proposal. Bank charter experts are
available to travel to the organizers for exploratory
and prefiling meetings. On request, these experts
review draft applications, business plans, and other
pertinent documents and respond as needed with
feedback. District licensing staff members work
with organizers, answer questions, and provide
reports on application status. Organizers meet key
OCC personnel who in turn maintain close contact
with FDIC officials regarding the bank’s insurance

December 2008

application. The examiners who will provide
supervision once the bank is chartered may meet
with the organizers as well.

Impediments to raising capital have been
reduced. The OCC has expedited its review of
bank securities offering materials. No fidelity
insurance is required for raising capital if the escrow
agent has insurance or is bonded, and audited
financial statements are no longer required at the
in-organization phase. From now on, only national
banks with 500 or more shareholders will be
required to file reports under the provisions of the
Securities Exchange Act. Previously the threshold
was 300.

Greater efficiencies have been achieved. The
OCC has streamlined policies and procedures to
focus on safety and soundness issues and the overall
viability of the proposal. The OCC’s special legal
lending limit rules expanding lending opportunities
are now available to new national banks. The
actions of district offices are better coordinated
with those of OCC headquarters. More than ever
before, the OCC and its examining staff stand
behind a commitment to a robust system of national
community banks.

Section 'Two  State of OCC Supervision
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Bank Safety and Soundness

he OCC strives to maintain a flexible legal
I and regulatory framework that enables the

national banking system to provide a full,
competitive array of financial services. In fiscal
year 2008, the OCC published a final rule to reduce
unnecessary regulatory burden and revise and update
OCC regulations. The final rule updated and revised
the qualifying standards and after-the-fact notice
procedures that apply to national bank operating
subsidiaries. The rule also expanded the list of
operating subsidiary activities that are permissible
upon filing an after-the-fact notice.

Other revisions in the rule reduced the burden
associated with applications for fiduciary powers
and intermittent branches, change-in-bank control
notices, and requirements to make securities filings.
The final rule incorporated previously published
interpretive opinions concerning, for example,
electronic banking activities, to harmonize the OCC
rules with those of other federal agencies, to reflect
recent statutory changes, and to make technical
and conforming amendments to improve clarity
and consistency. The OCC amended our securities
offering disclosure rules to eliminate the general
requirement that a national bank in organization
include audited financial statements in a public
offering.

December 2008

As described in the “State of OCC Supervision”
section, the OCC published several rules
implementing sections of the Fair and Accurate
Credit Transactions Act of 2003 and rules
implementing aspects of the Basel II Capital
Accord.

Comptroller Dugan stated in March 2008 that the
OCC would play a positive and constructive role in
the discussion of the Department of the Treasury’s
Blueprint for a Modernized Financial Regulatory
Structure.

The OCC provides regulatory oversight practices
and interpretive letters that support national banks’
ability to compete while maintaining safety and
soundness. We issued our annual publication,

2007 Significant Legal, Licensing, and Community
Development Precedents for a National Bank,

as well as the cumulative companion edition

of Activities Permissible for a National Bank:
2007. Interpretive letters issued during fiscal year
2008 included opinions on permissible types of
derivatives transactions, including property index
derivative transactions and derivative transactions
associated with designated types of natural events
and catastrophes, as well as a specification of types
of securities a bank may purchase and hold to hedge
permissible equity derivatives transactions.

Other interpretive letters dealt with risk-based
capital requirements for synthetic securitizations
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based on home equity lines of credit and loans,
and risk-based capital credit conversion factors
applicable to a liquidity facility.

We issued a preemption opinion on the ability of
an operating subsidiary to export interest rates and
fees from the bank’s home state, on charges to non-
account holders for cashing official checks, and on
the offering of debt cancellation contracts through
auto dealers. In addition, the Second Circuit Court
of Appeals denied the New York Attorney General’s
petition for rehearing on prior court findings that
the Attorney General did not have authority to
investigate real estate lending by national banks or
their operating subsidiaries, with reference to the
OCC’s exclusive visitorial authority.

The agency will continue in fiscal year 2009 to
consider and issue opinions on the safe and sound
implementation of bank activities and products. The
OCC will also continue to provide case-by-case
analysis, when appropriate, for the applicability
of state law and the exclusivity of the agency’s
visitorial authority under the national banking laws,
in order for national banks to operate efficiently
under uniform national standards.

Protecting Consumers

The OCC examination program addresses
problems and noncompliance arising from unfair
treatment of bank customers, including failure to
meet requirements for proper disclosures relating to
financial products and services.

In fiscal year 2008, the OCC entered into a
formal agreement with a large national bank,
directing the bank to make restitution to consumers
harmed by its relationships with telemarketers and
third-party processors. The estimated restitution
could exceed $125 million. In addition to the
restitution payments, the bank was also required to
contribute approximately $8.9 million to consumer
education programs directed at the elderly and to
pay a $10 million civil money penalty (CMP). The
OCC found that the bank engaged in unsafe and
unsound practices in its relationships with payment
processors and telemarketers and unfair practices
under the Federal Trade Commission Act. The
practices cited by the OCC involved the use of

remotely created checks after telemarketers obtained
bank account information over the phone to offer
consumers a range of questionable products and
services. The OCC found that the bank profited
from the fees and bank balances generated by these
activities and failed to take action to terminate the
account relationships when it became aware of the
problem.

Addressing Criminal and Terrorist
Misuse of the Banking System

The OCC is committed to preventing criminals
and terrorists from misusing the financial system
and to supporting law enforcement efforts to detect
and prosecute criminal activities. This work is often
carried out in partnership with other federal financial
institutions regulatory agencies, the Financial
Crimes Enforcement Network (FinCEN), and law
enforcement.

OCC examiners evaluate each national bank’s
compliance with Bank Secrecy Act/Anti-Money
Laundering (BSA/AML) requirements; when they
observe problems with a bank’s BSA compliance
program, the agency seeks corrective action from
the bank. The OCC investigates national banks
that fail to meet BSA/AML requirements and takes
enforcement actions against them. In fiscal year
2008, for example, the FinCEN and the OCC each
assessed CMPs of $15 million against a federal
branch of a foreign bank for alleged violations of
the Bank Secrecy Act, which the bank agreed to
pay under a consent order. The bank had a history
of noncompliance with OCC cease and desist
orders relating to Bank Secrecy Act deficiencies
and requirements to terminate wire transfers, dollar
drafts, and pouch transactions.

Enforcement Actions Against
Bank Insiders and Third Parties

Actions against insiders included cease and desist
orders, restitution orders, the assessment of CMPs,
and prohibition orders. Insiders may be the subject
of these actions for misrepresentations in regulatory
filings, self-dealing, or misappropriating bank funds,
and other improper practices in loan administration,
use of bank premises, bank expenses, and exercise
of fiduciary duty.
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The OCC also takes action against institution-
affiliated parties whose actions in a professional
capacity in relation to the bank meet certain
standards of miscondu