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Federal Banking System at a Glance The OCC at a Glance

All OCC-supervised institutions, total assets $10.9 trillion Employees (full-time-equivalents) 3,954
All OCC—s_uperwsed institutions, share of total 71 percent Oan e iiore 65
U.S. banking assets
All OCC-supervised institutions 1,663 Budget authority $1.06 billion
Large banks 39 Revenue derived from assessments 97.0 percent
Midsize banks 36 Consumer complaints opened 27,783
Community banks 1,077 Consumer complaints closed or referred 73,806
* This number does not include the multiple locations the OCC
Federal branches 49 maintains in some large cities. In addition, the OCC has a continuous,
on-site presence at large banks under its supervision.
Federal savings associations 462




About the OCC

The Office of the Comptroller of the Currency (OCC)
charters, regulates, and supervises national banks

and federal savings associations (collectively, banks)
and licenses and supervises the federal branches and
agencies of foreign banks. The OCC’s mission is to
ensure that these institutions operate in a safe and
sound manner, provide fair access to financial services,
treat customers fairly, and comply with applicable laws
and regulations. The OCC is an independent bureau of
the U.S. Department of the Treasury.

The President nominates the Comptroller of the
Currency subject to confirmation by the U.S. Senate.
The Comptroller also serves as a director of the
Federal Deposit Insurance Corporation (FDIC) and
NeighborWorks America and as a member of the
Financial Stability Oversight Council and the Federal
Financial Institutions Examination Council (FFIEC).

Headquartered in Washington, D.C., the OCC has 65
office locations, including four district offices and

an office in London that supervises the international
activities of national banks. The OCC’s nationwide
staff of bank examiners conducts on-site reviews of
banks and provides sustained supervision of these
institutions’ operations. OCC examiners analyze

asset quality, capital adequacy, earnings, liquidity,
and sensitivity to market risk, as well as Bank
Secrecy Act/Anti-Money Laundering (BSA/AML)
compliance for all banks, and assess compliance with
federal consumer financial laws for banks with less
than $10 billion in assets. Examiners also evaluate
management’s ability to identify and control risk, and
assess banks’ performance in meeting the credit needs
of the communities in which they operate, pursuant to
the Community Reinvestment Act (CRA).

ENSURING A
SAFE AND SOUND

FEDERAL BANKING SYSTEM
FOR ALL AMERICANS

In supervising banks, the OCC has the power to

* examine banks.

» approve or deny applications for new charters,
branches, capital, or other changes in corporate or
banking structure.

» take supervisory and enforcement actions
against banks that do not comply with laws and
regulations or that otherwise engage in unsafe or
unsound practices.

* issue rules and regulations, legal interpretations,
supervisory guidance, and corporate decisions
governing investments, lending, and other
practices.

The OCC and the federal banking system were
created by the National Currency Act, which President
Abraham Lincoln signed into law on February 25,
1863. In June 1864, the law was substantially revised
and expanded, and in 1874 it was given a new name:
the National Bank Act. It remains the basic statute
under which the OCC and the federal banking system
operate today.

About the OCC 1
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About This Annual Report

ection 61 of the National Currency Act of
S February 25, 1863, directed the Comptroller

of the Currency to report annually to
Congress “a summary of the state and condition”
of the national banking system, along with
suggestions for “any amendment to the laws
relative to banking.” Over the past century and a
half, some of the most significant changes to the
U.S. financial system—including the amendments
to the National Currency Act enacted by Congress
as the National Bank Act of 1864—began with
recommendations contained within the pages
of this report. Since that time, the OCC Annual
Report has chronicled and advanced the long
evolution of the nation’s financial and regulatory
structure, providing the American people and their
representatives with information about the federal
banking system.

2

The first Comptroller of the Currency was Hugh
McCulloch, formerly the president of the state-
chartered Bank of Indiana. McCulloch went to
Washington to argue against passage of the National
Currency Act but soon came to appreciate its merits.
At the request of Salmon P. Chase, Lincoln’s Secretary
of the Treasury, McCulloch agreed to lead the new
system.

Under a professional staff of national bank examiners,
the new system made an important contribution to

the robust growth of the U.S. economy. Banks under
OCC supervision issued a uniform national currency,
which replaced the previous varied and unreliable
money supply, and provided financial services across
the country. The OCC long ago ceded oversight of
the money supply. Today it focuses on ensuring that
national banks and federal savings associations operate
in a safe and sound manner, provide fair access to
financial services, treat customers fairly, and comply
with applicable laws and regulations.

On July 21, 2011, under provisions of the Dodd—
Frank Wall Street Reform and Consumer Protection
Act of 2010,' the Office of Thrift Supervision (OTS)
was integrated into the OCC. As a result, the OCC
is responsible for the supervision of federal savings
associations, under the Home Owners’ Loan Act.

! Hereafter referred to as Dodd—Frank in this report.
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Comptroller’s Viewpoint

he national banks and federal savings

associations that compose the federal banking

system are the backbone of a strong national
economy, so I am pleased to report that the federal
banking system has recovered significantly since the
2008 financial crisis and that it continues to grow
stronger by the day. The men and women of the OCC
have played an important role in that recovery, and
this Annual Report details the steps we have taken to
strengthen national banks, ranging from the smallest
community banks and thrifts to the multi-trillion dollar
institutions that are among the world’s largest financial
companies. While these institutions are very different
in terms of size, complexity, and business focus, each
plays a vital role in our nation’s economic life. It is
critical that they all remain safe and sound and able to
serve their communities.

When reading this report, I hope you’ll take note of
the wide range of activities under way at the OCC that
aim to ensure safety and soundness. These activities
include work on leveraged lending, derivatives, Bank
Secrecy Act compliance, and efforts to contain the
risk to banks—and limit the impact on consumers—of
home equity lines of credit that are reaching their end-
of-draw period.

In this message, [ want to focus on four of my top
priorities: cybersecurity, our heightened standards for
large institutions, the relationship between healthy
organizational culture and sound risk management
practices, and the work we are doing to implement the
recommendations from our international peer review.

Cybersecurity has been much in the news lately, but
it has been at the top of my agenda since my early
months at the OCC. We have taken a number of steps

to improve readiness,
not just among the
federal institutions
we supervise, but
also across the
industry as a whole.

As chairman of

the FFIEC, which
brings together all
of the bank, thrift,
and credit union
regulatory agencies,
I called for—and the
council concurred
in—the creation of the Cybersecurity and Critical
Infrastructure Working Group. The working group has
been quite active and was responsible for issuances
alerting banks and the public to the “Heartbleed”
vulnerability and attacks on automated teller machines,
among other issues. The working group also hosted

a widely attended webinar for community bankers

on cyber issues. One important initiative was a pilot
project to assess the cybersecurity readiness of a
sample of institutions supervised by FFIEC member
agencies. This pilot will help member agencies

make informed decisions about ways to enhance the
effectiveness of cybersecurity-related supervisory
programs, guidance, and examiner training. It will
also help supervisors and bankers identify actions that
can strengthen the industry’s overall preparedness and
its ability to address the growing level and evolving
nature of threats to systems and data.

Each agency has its own programs to address
cybersecurity in the institutions it supervises. But
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collective action through the FFIEC is of special
value in helping all banks and thrifts, and community
institutions in particular. Large banks are attractive
targets for hackers, and those institutions have
sophisticated and well-funded programs in place to
address threats. Smaller financial institutions need to
take advantage of every option available, including
support from the OCC and other regulators, to address
cybersecurity threats. We have responded to that need
not only as an agency but also through the FFIEC,
with informational bulletins, alerts, supervisory
support, webinars, and other programs.

It is important to keep in mind, however, just how
complex and interconnected the financial system

has become. Complexity and interdependence create
opportunities for cyber attackers to gain access to the
systems of financial institutions and the third-party
vendors that provide services to the industry. Not only
do financial institutions need to have good controls
over their own systems, they also need to monitor
carefully the ways in which they connect to third-party
vendors, how those vendors manage their systems, and
how they connect to still other third parties. Financial
institutions need to be aware of ways in which even
their own employees may create opportunities to
compromise systems, by introducing personal (and
possibly corrupted) devices into bank networks. In

a highly interconnected environment, it can be very
difficult to identify and address all of the potential
vulnerabilities a bank might face.

At the OCC, we face many of the same cybersecurity
issues as the banks and thrifts we supervise, and we are
working every day to address potential vulnerabilities
in our own system. Clearly, staying ahead of cyber
criminals requires constant vigilance.

While we are working to improve the readiness of all
banks in the area of cybersecurity, we are also raising
the bar for management and corporate governance

in the largest and most systemically important banks
and thrifts we supervise. The financial crisis and
subsequent events revealed a number of problems at
the nation’s largest institutions as well as weaknesses
among the bank regulatory agencies. Because the large
banks supervised by the OCC have such an outsized
effect on the economy, we have focused heavily on
implementing new and more robust standards for

them. These heightened standards, which we initially
termed “heightened expectations,” were translated into
formal guidelines during this fiscal year.

Our guidelines are aimed at ensuring that banks have
the risk management framework and board oversight
needed to address the whole range of risks that banks
face, including cyber and other operational risks. The
principles in the guidelines will help banks avoid some
of the problems that we saw in the years just before
and after the financial crisis.

The guidelines require each large institution to define
its capacity and appetite for risk and to establish

a framework to ensure that risk is being properly
controlled within those approved appetite limits.
Embedded in the new guidelines is the expectation
that the risk management and control functions at

the large banks covered by the rules are sufficiently
robust for each institution’s size, complexity, and risk
profile. Each bank is expected to ensure that its risk
profile is easily distinguished and separate from its
parent company for risk management and supervisory
reporting purposes and that the safety and soundness
of the bank is not jeopardized by its parent company’s
decisions. A bank’s board of directors is expected

to hold management accountable for meeting these
standards, and, when necessary, provide a credible
challenge to management.

These are significant objectives, and we all recognize
that we will not achieve them overnight. We have
been pressing these standards, however, for four

years. I am pleased that the large banks and thrifts we
supervise have made substantial improvements to their
governance and risk management practices as a result.
Those improvements have made the industry much
stronger and better able to withstand financial stress.

Of course, no set of standards can cover every
eventuality. Our guidelines are very specific about
the standards we expect our largest institutions to
meet, but it is impossible for regulators to anticipate
and prescribe a remedy for every situation that might
eventually pose a problem for a large institution.

For that matter, it’s unrealistic to believe that senior
management and boards of directors can lay down
rules to guide employee action in every situation
that might arise. What is possible, though—and,

Comptroller’s Viewpoint 5



frankly, more effective—is for senior management to
foster a strong and healthy risk culture that promotes
responsible business practices, guards against
excessive or improper risk taking, and encourages
employees to act in the best interests of the whole
organization and its customers.

A healthy culture starts at the top. The tone set by
the bank’s senior leadership tells employees they

are expected to behave responsibly and ethically, to
put the long-term interests of the organization above
their own, and to treat customers fairly. In that sense,
a strong risk culture is really the beacon that guides
employees to behave responsibly, knowing that they
will have the support and approval of their superiors
and their colleagues. When that beacon goes dark, an
organization can lose its direction. Without a strong
risk culture, a bank might enter new markets or
introduce new products without proper due diligence.
It might lose sight of the risks of pursuing earnings
and growth at any cost. And the absence of a strong
risk culture can lead employees to subordinate ethical
considerations or the interests of the organization to
their own compensation.

The strength of an organization’s risk culture is not
easy for regulators to measure. It’s not like credit
quality or earnings strength. But it is important,
because it has an incredibly powerful influence

on risk decisions and behaviors at all levels of an
organization. We at the OCC are looking to boards of
directors and the senior management of the large banks
we supervise—in fact, of all banks—to set the tone at
the top that leads to a healthy organizational culture
that discourages improper practices and excessive risk
taking.

All of that, and more, applies to the OCC. Even as we
are asking more of the large banks we supervise, we
are also asking more of ourselves. The financial crisis
revealed opportunities to strengthen our supervisory
processes, so last year we invited a group of regulators
from three countries to take a hard look at our
supervisory work and offer recommendations for how
we might improve. This was not an easy process;

being evaluated by one’s peers can be uncomfortable.
But in the wake of the financial crisis, which did so
much damage to so many households, businesses, and
communities, we couldn’t do less.

To be clear, I believe the OCC performed as well

and perhaps better than most of our fellow regulators
during that difficult time. Of course, that is cold
comfort when one considers the extent of the damage
caused by the financial crisis. The fact is that we

all fell short, and we all have an obligation to do
everything we can to improve.

The peer review committee was composed of senior
supervisors from Australia, Canada, and Singapore—
three countries that proved especially resilient during
the financial crisis. It was led by long-time U.S.

and international regulator Jonathan Fiechter. The
committee found much to like about our approach to
supervision. The committee also found areas where it
thought we could improve, and it made a number of
helpful recommendations. For example, the committee
encouraged us to expand our program of lead experts
and recommended that we implement a rotation
program to limit the time examiners spend at any

one bank. It also offered suggestions on enhancing
the interagency CAMELS rating system to give
banks greater directional guidance and to make the
ratings more forward-looking. We set up a working
group of senior staff to review these and the other
recommendations made in the peer review committee’s
report and to oversee the implementation of needed
changes. This is an ongoing process, and we have
made a strong start.

We also recognized that the ability of the federal
banking system to fulfill its role in helping to maintain
a strong U.S. economy depends on the dedication

and professionalism of every person at the OCC. As
we finalize rules developed in response to the crisis
and work to implement the supervisory peer review
recommendations, we recognize that we must have
the foresight, resolve, and capability to identify,
understand, and manage the emerging challenges
facing the industry and our agency.
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Our new strategic plan provides a framework for
meeting that need. The plan speaks to core values

that harken back to the earliest days of the agency’s
existence, among them, integrity, expertise, and
independence. One additional core value that has
become increasingly important as the banking industry
has grown in size and complexity is collaboration,
both internal and external. We are more effective
working as part of a team than we can be working
alone.

The strategic plan sets three broad goals and provides
objectives and strategies to implement them. One

of our goals highlights our determination to foster

a vibrant and diverse system of national banks and
federal savings associations that supports a robust
U.S. economy. Another speaks to our determination
to continue to operate independently and effectively
into the future, and a third highlights the importance
of “One OCC,” focused on collaboration, innovation,
coordination, and process efficiency.

This strategic plan provides the framework for many
of our initiatives, including implementation of the
peer review recommendations, that will ensure the
OCC continues to be ready to meet the needs of an
evolving economy and federal banking system. While
it is never easy to challenge or change the way an
agency or business works, OCC employees embraced
the peer review process and are implementing the
recommendations enthusiastically. My hope is that
senior management at the large banks we supervise
will take the same path—not just complying with

our heightened standards but also actively embracing
them and conveying to employees that they represent
management’s expectations as well as those of the
OCC.

This report highlights the actions we took over the past
year to ensure that banks operate in a safe and sound
manner, provide fair access to financial services, treat
customers fairly, and comply with applicable laws and
regulations. But neither we nor the banks we supervise
can rest on our achievements. It takes continuous
effort to strengthen the reputation and resiliency of the

banking system and prevent practices and cultures that
foster imprudent and excessive risk taking.

The first Comptroller of the Currency, Hugh
McCulloch, encouraged bankers to “pursue a
straightforward, upright, legitimate banking business,”
never being “tempted by the prospect of large returns
to do anything but what may be properly done” under
the law. This was good advice in 1863, and it is good
advice today. Banking is still a business founded on
confidence and character. When those qualities are
absent, it causes trouble —not just for banks, but for
the households, businesses, and communities that
depend on a healthy banking system and falter in its
absence.

McCulloch’s principles are simple and straightforward,
and they provide the basis for every financial
institution to develop a strong risk culture. It is my
expectation that every national bank and federal
savings association will take these principles to heart,
so that their employees will engage in responsible
business practices and avoid excessive risk taking,

for the simple reason that they know that is what
management and their colleagues expect of them.
McCulloch’s words provide the basis not only for a
healthy corporate culture but also for a safe and sound
federal banking system that serves the people, the
communities, and the economy of the United States.

e

Thomas J. Curry
Comptroller of the Currency
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Section One

Year in Review

Fiscal year (FY) 2014 saw improvement in the health
of the U.S. banking system, as the aftereffects of the
financial crisis of 2007-2008 continued to ease and an
expanding economy provided new opportunities for
banks to lend and grow. It was also a year in which
the nation’s financial regulators continued to make
progress implementing Dodd—Frank, which provided
new tools to address risk and promote financial
stability.

Overall, OCC-supervised banks and savings
associations achieved noteworthy gains in 2014. In
aggregate, these banks logged improvement in loan
growth, net income, and asset quality, as the economy
rebounded and unemployment trended downward.
Significantly, community banks—generally defined
as banks with total assets under $1 billion—saw
better performance than in previous post-crisis years,
demonstrating a resilience that reflects the important
role these institutions play in the country’s economic
life. The OCC reaffirmed its commitment to the
vitality of community banking in 2014 in ways that are
discussed later in this report.’

Beyond its accomplishments in connection with
Dodd—Frank regulatory mandates, the OCC used its
independent authority to promote more effective bank
supervision. Efforts to achieve that goal included
addressing rising operational challenges, such as cyber
threats and third-party relationship risk management,
and reassessing and revising the agency’s own
supervisory strategies and techniques. The agency’s
long-standing commitment to self-improvement has
helped it acquire and retain its reputation as a global
leader in supervising financial institutions.

2 See section 2 of this report for a detailed review of the condition of the
federal banking system.

Changing Complexion of Risk in the
Federal Banking System

Bank supervision as carried out by the OCC comprises
three distinct activities. The OCC licenses entry

into the federal banking system and oversees the
system’s corporate structure. The agency regulates by
developing, implementing, and enforcing rules that
govern banks’ conduct and activities. And the agency
examines in accordance with the legal requirement that
all banks receive a full-scope, on-site examination at
least once during every 12-month period.® The largest
banks have teams of full-time, dedicated examiners
whose job is to provide continuous supervision of all
facets of the banks’ operations.

OCC examinations provide a detailed assessment

of a bank’s financial performance since its last
examination and the quality of its current management.
Examinations also help the OCC develop a better
sense of the industry’s direction and where potential
threats to the industry’s safety and soundness may

lie. When analyzed and synthesized with data from
other sources, OCC examination findings form an
important part of the broader picture of risk throughout
the banking system. This information helps OCC-
supervised banks identify areas of concern and adjust
their business strategies accordingly.

One way the OCC disseminates this information and
provides guidance is through annual and semiannual
publications such as the Survey of Credit Underwriting
Practices, the interagency Shared National Credits

3The OCC may extend this requirement to 18 months if (a) a bank has total
assets of less than $500 million; (b) it is well capitalized; (c) its previous
examination assigned a rating of 1 or 2 for management and a composite
rating of 1 or 2 under the Uniform Financial Institutions Rating System;

(d) it has not changed hands during the previous 12 months; and (e) it is
not subject to a formal enforcement proceeding. See the “Bank Supervision
Process” booklet of the Comptroller’s Handbook, September 2007,

pp. 12-13. Unless otherwise noted, all documents cited in this report can be
found on the “About the OCC,” “News and Issuances,” or “Publications”
pages at WWw.occ.gov.
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moderated the discussion.

( j ulminating a year of reflection on the
agency’s 150-year history, a March 2014
conference cosponsored by the OCC

and the Boston University Center for Finance,

Law, and Policy looked to the future of banking

and bank supervision. More than 300 attendees

heard Comptroller Curry, FDIC Vice Chairman

Thomas Hoenig, Financial Services Roundtable

Chief Executive Officer Tim Pawlenty, and other

distinguished presenters discuss the evolving nature

of risk and how the changing regulatory environment
is likely to affect banks’ ability to compete and serve
their customers in the coming years.

Among the conference highlights was the discussion
between former U.S. senator Christopher Dodd and

OCC-Boston University Conference Looks Forward

Photo by Frank Curran

The discussion between former U.S. senator Christopher Dodd, center, and former congressman Barney Frank, right, was one
of the highlights of the OCC-Boston University conference. OCC Senior Deputy Comptroller and Chief Counsel Amy Friend

former congressman Barney Frank on the landmark
legislation that bears their names. OCC Senior
Deputy Comptroller and Chief Counsel Amy Friend,
who played an important role in shaping the Dodd—
Frank legislation in her capacity as Chief Counsel

to the U.S. Senate Committee on Banking, Housing,
and Urban Affairs, moderated the discussion. Friend,
Dodd, and Frank discussed the law’s development
and enactment, assessed its accomplishments to
date, and offered their thoughts on what remains to
be done to prevent another financial crisis, protect
consumers, and create a sound economic foundation
to grow jobs and increase productivity.

(SNC) Review, and the Semiannual Risk Perspective.
In addition, the OCC distributes bulletins, alerts,

and other supervisory publications to banks and

other concerned parties about trends and issues in
banking and bank supervision. Finally, the OCC meets
regularly with bankers and industry associations to
share insights about current and emerging issues.

The Survey of Credit Underwriting Practices collects
input from OCC examiners on the underwriting
standards banks use to extend or renew credit, such
as financial reporting and collateral requirements,
repayment programs, terms, pricing, and covenants.

The January 2014 survey covered 86 banks with
assets of $3 billion or more for the 18-month period
ending on June 30, 2013. Examiners were queried on
retail and commercial loan products that represented
2 percent or more of each bank’s total loan portfolio.
The survey covered loans totaling about $4.5 trillion.*

The survey reflected a continuation of the trend toward
easing underwriting standards noted in previous years’
surveys. Easing standards in commercial loan products
tended to take the form of more aggressive pricing

and reduced collateral requirements and debt service

*OCC, 2014 Survey of Credit Underwriting Practices, January 2014.

Section One: Year in Review 9



requirements to protect lenders. Loosening of loan
covenants that typically require commercial borrowers
to meet certain performance thresholds to continue
drawing on their lines of credit also was noted. In the
retail category, banks eased collateral requirements,
pricing, and debt service requirements.

Risk management has been a major point of emphasis
in OCC supervision for many years, and the agency
reiterated and reinforced this priority in 2014.5
Examiners expect that credit risk will continue to
increase in 2015, reflecting easing underwriting
standards, strong competition for borrowers, and the
uncertain state of the economy. The OCC will continue
to review banks’ risk profiles to ensure that growth
does not come at the expense of safety and soundness.

In the annual SNC review, examiners from the OCC,
the Board of Governors of the Federal Reserve System
(Federal Reserve Board), and the FDIC jointly focus
on the quality of an important subset of bank loans:
large syndicated credits in which multiple lenders
participate. The 2014 review included examination

of $975 billion in credit commitments covering

28.7 percent of the $3.39 trillion SNC portfolio.®

A large share of this portfolio, and an even larger share
of'its criticized assets, was in the form of leveraged
loans—Iloans that result in the borrower having debt
that significantly exceeds industry norms. These loans,
which often are used to finance purchases of other
companies, offer lenders more attractive returns, in the
form of fees and higher interest rates, than other loan
products. They also, however, entail a higher degree of
risk.

The 2014 SNC review focused significant attention
on leveraged lending, including assessing the

impact of the March 2013 Interagency Guidance on
Leveraged Lending.” The review found that risk in the
overall SNC portfolio was centered in the leveraged
portfolio, noting a criticized rate of 33.2 percent for
leveraged loans, compared with 3.3 percent for the

’ See, for example, remarks by Thomas J. Curry, Comptroller of the
Currency, RMA Governance, Compliance, and Operational Risk
Conference, May 8, 2014, and remarks by Thomas J. Curry, ABA Risk
Management Forum, April 10, 2014.

¢ OCC, Shared National Credits Program, 2014 Review, November 2014.

7 OCC, “Guidance on Leveraged Lending,” bulletin 2013-9, March 22,
2013.
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non-leveraged portfolio.® While the high criticized
rate for leveraged loans illustrates the risk inherent

in this portfolio, the “pass” portion of the leveraged
portfolio also carried more than the normal degree of
risk, because these borrowers were considered to be
more vulnerable to risk rating downgrades during an
economic downturn. The analysis also showed that
while borrower leverage was not the sole driver of
an adverse rating classification, it was an important
factor because of its influence on repayment capacity.
Overall, the SNC review showed gaps between
industry practices and supervisory expectations

for safe and sound banking, as articulated in the
guidance. In response to these findings, the OCC,

the Federal Reserve Board, and the FDIC issued a
leveraged lending supplement to the SNC review that
identifies specific areas where institutions need to
strengthen compliance with the March 2013 guidance.

The Semiannual Risk Perspective draws on the
previously mentioned two reports, other financial data,
and insights from the OCC’s ongoing supervisory
activities to build a picture of risk conditions across
OCC-supervised banks. It is a product of the OCC’s
National Risk Committee (NRC), a cross-disciplinary
group drawn from the ranks of senior officials who
supervise banks of all sizes, as well as officials

from the law, policy, accounting, and economics
departments.” The NRC meets quarterly and, among
other things, issues guidance to examiners that
provides perspective on industry trends and highlights
risks and concerns that may require additional
monitoring and supervisory attention.

The spring 2014 Semiannual Risk Perspective pointed
to the three most salient threats to the future safety
and soundness of the federal banking system. The
first, as noted above, is credit risk, which the OCC
judges to be low but rising, not only in syndicated
leveraged lending but also in consumer products such
as indirect auto loans. Banks make indirect auto loans
through car dealerships, and it has become a matter of
supervisory concern that loans with certain subprime
characteristics reminiscent of the mortgage lending
bubble, such as low down payments and extended
terms, are being made in significant numbers.

8 Criticized assets fall into one of four categories, from least impaired to
most: special mention, substandard, doubtful, or loss.

® OCC, Semiannual Risk Perspective, Spring 2014, June 25, 2014.
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N the Central District

or Rachel Rieniets,
F recent developments

in technology and
the economy have brought
significant changes, to both
the banks she examines and
the way she does her job.
What hasn’t changed is the
importance of practicing firm
and fair supervision in the
context of a good working
relationship, such as the one
she has with the banks she
supervises.

“Even if they get to be larger—
and by ‘larger’ we mean still
under $1 billion—they still
really have community roots,”

she said.

Ms. Rieniets, a commissioned National Bank Examiner
(NBE), knows those communities well. A native
Minnesotan, she has lived and worked in Alexandria, Minn.,
a town of about 11,000, since 2008. Over the past six years,
she has traveled from her office in Alexandria (a satellite of
the Minneapolis field office) to examinations at community
banks all over Minnesota and parts of North Dakota.

She said improving economic conditions over the past year
have eased some of the pressures on banks—and on bank
examiners.

“We’re not seeing as many troubled institutions,” she said.
“We’re seeing the volume of their classified problems
improve. They’re able to work out deals. They’re able to
actually start some loan growth again.”

Ms. Rieniets said that new technology has had a major
impact on bank supervision. As the channels that banks use
to interact with their customers, such as mobile and Internet
banking, continue to evolve, “so does my ability to examine
that and identify risks,” she said. “There’s more training
that we all go through as examiners to keep up with the
technology advances in the banking industry.”

While new banking technology has changed the risks
examiners must identify, other developments have changed
the supervisory process itself. Thanks to technology, it is no
longer necessary for bankers to deliver reams of reports in
hard copy to on-site examiners. Instead, Ms. Rieniets said,
“bankers can just e-mail them to me using the OCC’s secure
e-mail system and I can work from my office.”

That doesn’t

mean

examiners will

stop visiting banks,

however. “There’s always going
to be certain work you have to do
on-site,” she said. “Sometimes
conversations with bank
management

are best held across the table looking
eye to eye.”

Keeping an appropriate distance from the banks he or she
examines is an important part of an examiner’s job, and the
OCC regularly reassigns examiners to new banks to bring in
a fresh perspective and help maintain that distance. It is also
important, however, for examiners and bankers to maintain
open lines of communication.

“We have really good working relationships with our
bankers,” Ms. Rieniets said. “The banks I work with are more
than comfortable calling me up and saying, ‘Rachel, we’ve
heard about this product out there, we think it’s a really great
idea. Where can we go to get additional information on it?
What are the pluses and minuses that you’ve heard?’

“They’ll run those types of things by you first to avoid a
violation of law or a regulation or an unsafe or unsound
practice. That’s a lot easier for the bank than when we come
on site and identify the practice as a problem. We will do

so and then it’s much harder to unwind that transaction or
practice.”

Even as the economy improves, loan growth has been
sluggish in many parts of the country, leading some banks to
turn to new products and services to build profits. But

Ms. Rieniets said the banks in her area tend to be cautious,
and the experience of the financial crisis has only
strengthened their focus on the central business of making
loans.

“There were a few lessons learned along the way. Our banks
are really working to ensure concentration management—in
other words, don’t put all your eggs in one basket. It’s much
more on the front burner when they’re starting to write the
strategic plan or look for loan growth.”

As dedicated as she is to her job, Ms. Rieniets prizes the
work-life balance that the OCC provides. “Too much time
away from home is always bad, but sometimes getting away
for a little bit is good,” she said. “You’ve got to walk that
fine line, and that’s something every examiner has to define
for themselves.”
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At the Joint Mutual Forum in July, which focused on issues affecting
federal mutual savings associations, bankers had the opportunity to
interact with regulators from the OCC and FDIC.

Another source of credit-risk-related concern has been
with home equity lines of credit (HELOC) nearing
their end-of-draw periods, when the principal amount
of the HELOC must begin to be repaid. At that time,
loans may reset to an amortizing payment or reach

a balloon maturity, potentially resulting in higher
monthly payments. While most borrowers in that
situation continue to meet their contractual obligations,
some find it difficult to make higher payments or to
refinance their existing loans because of changes in
their financial circumstances or declines in property
values. In guidance released in July, the OCC and
other federal financial regulatory agencies encouraged
financial institutions to communicate clearly and
effectively with borrowers about pending resets. The
guidance also provided broad principles for banks to
follow in managing risk as HELOCs reach their end-
of-draw periods."’

The Semiannual Risk Perspective also focuses on
strategic risk, which can arise when banks execute

a change in strategic direction or from flaws in their
business models and practices. A rising appetite for
risk in a highly competitive marketplace can lead
banks to expand into products and markets in which
they lack adequate expertise. Banks that overreach in
their bid to reduce overhead and back-office expenses
may cut into critical risk management capabilities.
Banks that do not devote adequate attention to
succession planning and employee retention could
find themselves at critical moments without essential
leadership and expertise. OCC examiners emphasize
the crucial role that bank boards of directors and senior

19" OCC, “Agencies Issue Guidance for Home Equity Lines of Credit
Nearing Their End-of-Draw Periods,” news release 2014-95, July 1, 2014.
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managers must play in overseeing the adequacy of
banks’ strategic planning and execution.

Finally, there is operational risk, which has been one
of the OCC'’s foremost concerns since the financial
crisis demonstrated how lapses in risk management,
internal audit, and corporate governance erode safety
and soundness. Since that time, the OCC has taken
action to address the following areas of operational
concern.

Third-Party Relationships

In an increasingly interconnected world, no bank is
entirely self-sufficient. Even the largest banks work in
various capacities with outside vendors, which may
supply retail system products, specialized support
functions, or other services. Smaller banks, with their
limited resources, typically find it more cost effective
to contract with a third-party provider for such critical
services as data processing and information security.
While banks can gain efficiencies and expertise by
outsourcing, this also exposes them to vulnerabilities
in the vendors’ systems—and in the systems of

any outside parties with which those vendors do
business—in addition to their own.

Banks that work with third parties remain ultimately
responsible for the products and services provided
by them or under their names. The OCC has taken
enforcement actions in recent years against agency-
supervised institutions for legal violations committed
by third parties that the banks hired to perform tasks
such as telemarketing or debt collection. The OCC
requires that banks establish and maintain effective
third-party risk management programs."'

The OCC continued to focus on third-party risk in

FY 2014. In October 2013, the agency issued updated
guidance designed, as Comptroller Curry said, to
provide “more comprehensive instruction for banks to
ensure these relationships and activities are conducted
in a safe and sound manner.”'? Among other things,
the guidance instructs banks to adopt an effective
third-party risk management process that follows a
continuous life cycle for all third-party relationships,

" The Bank Service Company Act of 1962 and subsequent legislation gave
regulators statutory authority to supervise third-party servicers of regulated
financial institutions. That function is largely carried out on an interagency
basis and coordinated through the FFIEC.

12 OCC, “Office of the Comptroller of the Currency Releases Guidance on
Third-Party Relationships,” news release 2013-167, October 30, 2013.
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and to have risk management processes commensurate
with the level and complexity of risk. The phases

of that life cycle include planning, due diligence,
third-party selection, contract negotiation, ongoing
monitoring, and contingency planning for terminating
the relationship, at which point banks may decide to
switch providers, discontinue the activity, or bring it
fully in-house."

Cybersecurity

Efforts to safeguard the security of bank information
systems and data remained one of the OCC’s areas of
highest concern in 2014.

Banks have long been a target for electronic attacks.
Hackers may have a number of motivations for
breaching bank systems, including fraud, political
activism, and intent to undermine public confidence in
the U.S. financial system. New and more sophisticated
threats surface almost daily and have affected a
number of organizations in various industries. For
example, attacks involving retailers cost merchants
and credit card issuers tens of millions of dollars

in lost business and remediation costs, and raised
concerns among consumers about the safety of
Internet commerce and electronic banking. In addition,
vulnerabilities requiring remediation continue to

be identified, such as the OpenSSL “Heartbleed”

and the Bash “Shellshock™ bugs that place financial
institutions, their third parties, and customers at risk.

The largest banks have many employees dedicated
to combating cyber threats. Many community banks,
however, often rely on third-party relationships for
cybersecurity. As cyber criminals seek the easiest
access point into the financial system, the OCC
emphasizes the need for community banks to be
vigilant against attacks on their systems.'

Meeting the challenge of cybersecurity continues to
require leadership on the part of industry executives,
government officials, and financial regulators.

As chairman of the FFIEC, Comptroller Curry
spearheaded an interagency effort to raise public
awareness, assist regulated financial institutions in
understanding and managing the threats they face,
disseminate best practices, and promote compliance

13 OCC, “Third-Party Relationships: Risk Management Guidance,” bulletin
2013-29, October 30, 2013.

14 Remarks by Thomas J. Curry, CES Government meeting, April 16, 2014.

with relevant regulatory requirements." In June
2014, the FFIEC launched a Web page that serves as
a central repository for statements, alerts, and other
related resources. An FFIEC webinar, Executive
Leadership of Cybersecurity: What Today'’s CEOs
Need to Know About the Threats They Don t See, was
held in May.'¢

Bank Secrecy Act

Violations of the BSA/AML laws can be extremely
costly for banks and may allow money launderers,

drug traffickers, and other criminals to gain access to
the banking system. Failure to maintain effective BSA
compliance programs can also be exploited by terrorist
groups and can harm national security. In 2014, the
OCC took several enforcement actions against banks
that failed to maintain effective BSA/AML programs
and file complete, timely, and accurate suspicious
activity reports (SAR). Among those actions was a
$350 million civil money penalty (CMP) against three
affiliated banks following a 2013 cease-and-desist
order in which the banks were ordered to correct
deficiencies in their compliance programs. The OCC
also collaborated on BSA enforcement-related activities
with other federal agencies and law enforcement entities
such as the Financial Crimes Enforcement Network
(FinCEN)."”

In 2014, however, the number of BSA-related
enforcement actions declined overall, and, in fact, the

15 Remarks by Thomas J. Curry, New England Council, May 16, 2014.
1 FFIEC, Cybersecurity Awareness, www.ffiec.gov/cybersecurity.htm.

170CC, “OCC Assesses $37,500,000 Penalty Against TD Bank, N.A.,

for Failures to File Suspicious Activity Reports,” news release 2013-145,
September 23, 2013; “OCC Assesses $4.1 Million Civil Money Penalty
Against Saddle River Valley Bank for Bank Secrecy Act Violations,” news
release 2013-147, September 24, 2013; “OCC Assesses a $350 Million
Civil Money Penalty Against JPMorgan Chase for Bank Secrecy Act
Violations,” news release 2014-1, January 7, 2014.
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N the VWesten District

aren Pham grew up
thousands of miles
rom her parents’

native Vietnam. They had

left the country as refugees
from poverty, violence, and
political repression. Settling
in the United States, they
owned a small business, and
they instilled in their youngest
daughter a strong work ethic
and a desire to achieve.

“I’'m proud to work for the
OCC,” said Ms. Pham, a
native of Los Angeles, Calif.
“It means a lot to my parents

- that the opportunities and the
education they worked so hard to provide have led to this
career, where my actions can make an impact for the better.”

Ms. Pham, an NBE in Santa Ana, Calif., brings a keen
sense of civic duty to her work at the OCC. She joined the
agency in 2006, after majoring in business administration
at the University of Southern California. “A good examiner
has to have a high level of skill and judgment—in banking,
communications, and organization—and also a lot of
adaptability,” she said. “I’m constantly challenged to
scrutinize myself and reassess my assumptions so that I can
do the best possible job.”

While examining more than 50 banks in her career,

Ms. Pham has encountered many types of problem banks.
She recalled one bank that underwrote poor-quality
commercial loans during the run-up to the financial crisis,
resulting in financial losses when the economy slipped into
recession.

In dealing with that bank and its challenges, Ms. Pham
drew on her diverse experience to develop an appropriate
supervisory response. This included requiring the bank to
establish a strong risk management framework, including
better monitoring of its riskiest customers. The bank also
reduced its troubled assets, boosted deposits from local
customers, and strengthened its information technology
program against disasters and cyber attacks.

“In spite of all the time and hard work it involved, the bank
understood that it was better off for it,” Ms. Pham said.

At another bank, Ms. Pham used her financial and teamwork
skills to address an excessive concentration of assets. The

bank—

through its

subsidiaries—

acquired

investments

whose total

value exceeded

the OCC’s

lending limit

of 15 percent

of the bank’s

capital and

surplus. “The

bank was

reluctant to

sell these

investments,” she said. “For a few years, it moved the
assets around among itself, its subsidiaries, and its holding
company, but didn’t really sell anything. We had to demand
a clear strategy and action plan.” Only then did the bank
take steps to correct the problem.

“Good communications made the difference with that
bank,” said Ms. Pham, “and good communication is
essential to bank examining in general.” She notes that
examiners must speak to many kinds of audiences, including
loan officers, bank managers, and board directors with no
background in banking. OCC reports of examination must
clearly explain the condition of each bank. Likewise, OCC
memorandums issued to banks and cease-and-desist orders
must clearly describe what a bank must do to improve.

Well-organized messages are important, and so is a well-
planned exam schedule. “It’s important to know how many
examiners to assign to each exam,” said Ms. Pham. “And,
depending on the complexity of the institution, we may also
bring in specialists in credit risk or information technology,
for example. We have to consider the examiners’ travel
needs and the amount of off-site supervision conducted from
our offices. It’s important to work efficiently, while also
being as effective as possible.”

Ms. Pham prides herself on her broad perspective as

a veteran examiner-in-charge. “I’ve examined banks

with a few million dollars in assets, and banks with tens

of billions,” she said. “I try to be a self-starter, use my
creativity, and understand the bank and who its customers
are. It’s gratifying when those efforts bring about positive
changes at banks. In the end, those changes benefit all users
of the financial system.”
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vast majority of OCC-supervised banks were found
to have programs in place that meet the requirements
of the BSA. OCC examiners are increasingly seeing a
stronger commitment from senior bank management
to resource these functions adequately, empower and
pay BSA staff accordingly, and, when mistakes—
inadvertent or deliberate—occur, hold the responsible
party or parties accountable. While these are positive
developments, BSA/AML risk remains high and the
OCC and the banking industry must remain vigilant in
this area.'®

Consumer Protection

In Dodd—Frank, the Consumer Financial Protection
Bureau (CFPB) received exclusive authority to write
regulations implementing specified federal consumer
financial laws, as well as authority to examine

banks with more than $10 billion in total assets for
compliance with those laws. For banks with

$10 billion or less in total assets, the OCC and the
other prudential banking regulators retained consumer
compliance examination and supervision authority to
enforce CFPB-authored regulations.

These legislative changes have not diminished the
OCC’s commitment to consumer protection. The
agency continues to enforce those laws with respect
to which the authority did not transfer to the CFPB,
including section 5 of the Federal Trade Commission
Act, the CRA, and the Servicemembers Civil Relief
Act (SCRA). OCC supervision and enforcement

staff also work closely with their CFPB counterparts
on matters affecting OCC-regulated entities, and

the OCC consults with the CFPB on its rulemaking
initiatives, as provided for in Dodd—Frank. As it has
always done, the OCC considers a bank’s consumer
compliance record in the process of evaluating merger
and acquisition applications and in the performance
evaluations that lead to a CRA rating. A bank’s
consumer compliance record also tells much about
the strength of the bank’s corporate governance and
culture. “There is no neat dividing line between
consumer compliance and safety and soundness
issues,” Comptroller Curry observed. “If an institution

'8 Remarks by Thomas J. Curry, Association of Certified Anti-Money
Laundering Specialists, March 17, 2014, and remarks by Thomas J. Curry,
American Bankers Association and American Bar Association Money
Laundering Enforcement Conference, November 17, 2013.

has a compliance issue, they are certain to have
underlying risk management issues.”!®

In 2000, the OCC became the first government agency
to use the authority of section 5 of the Federal Trade
Commission Act to take enforcement action against a
bank found to have engaged in unfair and deceptive
consumer acts or practices. Since then, the agency

has taken dozens of enforcement actions, resulting in
hundreds of millions of dollars in CMPs and restitution
paid to consumers victimized by illegal practices.

The OCC used this authority in 2014 to stop unfair
and deceptive add-on consumer products, which some
banks offered through marketing agreements with
third-party vendors. Banks were cited for offering
debt cancellation products that did not always cover
the consumer’s minimum monthly loan payment, as
promised, and for identity theft protection products
that did not deliver the promised benefits. Because
these cases involved third parties, the OCC’s consent
orders also required the cited banks to develop and
submit risk management plans for add-on consumer
products marketed or sold by the banks or their
vendors.?

The OCC retains its authority for ensuring compliance
with the SCRA. This law provides a range of legal and
financial protections to active duty military members,
reservists, and, to a lesser degree, National Guard
members. The SCRA’s provisions include foreclosure
and eviction protection and interest rate caps on certain
types of consumer debt. When SCRA violations occur
in OCC-supervised banks, the agency takes decisive
action, including requiring the bank to pay remediation
and correct the operational deficiencies that led to the
problem.?!

With respect to small-dollar lending, the OCC has
encouraged banks to make such products available

19 Remarks by Thomas J. Curry, Consumer Federation of America,
December 6, 2013.

2 OCC, “OCC Assesses $3 Million Penalty Against American Express
Bank, F.S.B.; Orders Restitution to Consumers for Unfair Billing and
Deceptive Marketing Practices,” news release 2013-198, December 24,
2013; “OCC Assesses $25 Million Penalty Against Bank of America,
N.A. and FIA Card Services, N.A.; Orders $459.5 Million in Restitution
to Customers for Unfair Billing Practices,” news release 2014-55, April
9,2014; “OCC Assesses Penalty Against U.S. Bank National Association;
Orders Restitution for Unfair Billing Practices,” news release 2014-128,
September 25, 2014.

2L OCC, “OCC Takes Action Against JPMC to Protect Consumers and to
Ensure Servicemembers Receive Credit Protections for Their Non-Home
Loans,” news release 2013-139, September 19, 2013.
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Comptroller Curry (far left) and other financial regulators meet with President Obama at the White House.

on more reasonable terms and subject to closer
supervision. With that goal in mind, the OCC issued
final guidance on deposit advance products, which

are short-term loans repaid from the customer’s next
direct deposit. The OCC’s guidance provides a regime
of careful compliance and risk management standards
to ensure that these products are safe for consumers as
well as for the banks that offer them.?

The OCC’s Customer Assistance Group (CAQG) is
another resource available to help bank customers.
The group handles complaints and concerns related to
applicable banking laws and regulations. In addition
to providing informal consumer education on a variety
of banking topics, the Customer Assistance Group
facilitates communication between banks and their
customers regarding individual disputes formally filed
with the OCC.

2 OCC, “Office of the Comptroller of the Currency Releases Final
Guidance Regarding Deposit Advance Products,” news release 2013-
182, November 21, 2013; remarks by Thomas J. Curry, 2014 National
Interagency Community Reinvestment Conference, April 1, 2014.

Community Reinvestment Act

The CRA requires banks to meet their communities’
needs for financial products and services. OCC
examiners evaluate banks’ CRA performance and
assign ratings of “outstanding,” “satisfactory,” “needs
to improve,” or, in the worst cases, “substantial
noncompliance.” Most banks strive to achieve
outstanding ratings, not only to enhance their public
reputations but also because their business depends
on the financial well-being of their customers and the
communities they serve. Also, the OCC considers a
bank’s record of CRA performance when reviewing
that bank’s application to establish a branch, merge or
consolidate with another insured depository institution,
or relocate a main office or a branch.

9 ¢

The federal financial regulatory agencies make
revisions to, refinements in, and clarification of CRA
policy through Interagency Questions and Answers
(Q&A), the most recent of which were issued in
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November 2013.% One of the issues addressed in
these Q& As concerned the geographical scope

of the products and services that qualify for CRA
consideration. Banks are evaluated for CRA purposes
based on their responsiveness to financial needs and
opportunities in their assessment areas, defined as the
areas in which a bank has its main office, branches,
and deposit-taking automated teller machines, and
the surrounding areas where the bank has originated
or purchased a majority of its loans. The November
2013 Q&A affirms that CRA consideration is extended
to community development activities conducted in

a broader statewide or regional area that includes

a bank’s assessment area, if the bank has been
responsive to needs and opportunities within its
assessment area. The OCC believes that this approach
provides a more flexible standard for evaluating CRA
performance and will stimulate banks to look outside
their assessment areas for opportunities to lend and
invest in rural communities.?* In 2014, the OCC
processed 906 public welfare investments—those that
provide capital for affordable housing, small business
development, and other community needs—totaling
$10.5 billion.

Changing Regulatory Environment

Acting on its own and in concert with other federal
financial regulators, the OCC in 2014 made significant
progress in fulfilling Dodd—Frank requirements and
completing other rules intended to achieve the law’s
broad objective of promoting transparency, financial
stability, and market integrity.

OCC-OTS Integration

As described in the Annual Report in previous years,
the OCC successfully completed the transfer of
responsibility for the examination, supervision, and
regulation of federal savings associations from the
OTS to the OCC by the July 21, 2011 deadline set
by Dodd-Frank.” Since then, the OCC has worked
toward the goal of greater supervisory uniformity for
banks and federal savings associations. The OCC has
undertaken a comprehensive, multiphase review of

3 OCC, “Agencies Release Final Revisions to Interagency Questions and
Answers Regarding Community Reinvestment,” news release 2013-176,
November 15, 2013.

2 Remarks by Thomas J. Curry, National Community Reinvestment
Coalition, March 12, 2014.

% OCC, Annual Report Fiscal Year 2012, pp. 22-23.

Photo by Ron White

Comptroller Curry testifies in February before the U.S. Senate
Committee on Banking, Housing, and Urban Affairs on the OCC’s
progress in implementing the provisions of Dodd-Frank.

OCC and OTS regulations to reduce regulatory burden
and duplication, promote fairness in supervision,

and create efficiencies for both types of institutions,
consistent with safety and soundness. In May, the
agency issued a final rule that integrated certain
national bank and federal savings association rules
issued on an interagency basis relating to consumer
protection in insurance sales, BSA compliance,
management interlocks, appraisals, disclosure and
reporting of CRA-related agreements, and the Fair
Credit Reporting Act.* In June, the agency issued

a proposal to integrate national bank and federal
savings association rules related to corporate activities
and transactions.”” And in September, the agency
issued a final rule integrating its national bank and
federal savings association rules relating to safety and
soundness standards.

Volcker Rule

Among the OCC’s important recent accomplishments
was finalizing the rules implementing section 619

of Dodd—Frank, better known as the Volcker rule,
together with the other federal banking agencies,

the Securities and Exchange Commission, and the
Commodities Futures Trading Commission.

The Volcker rule prohibits banks from engaging in
proprietary trading and from owning, sponsoring,
or having certain relationships with hedge funds or
private equity funds. Section 619, however, permits
banks to engage in related activities that preserve

2679 Fed. Reg. 28393, May 16, 2014.
2779 Fed. Reg. 33260, June 10, 2014.
279 Fed. Reg. 54518, September 11, 2014.
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market liquidity and allows banks to provide important
client-oriented services, including market-making,
underwriting, risk-mitigating hedging, and trading in
government obligations.

On December 10, 2013, after reviewing more than
19,000 comment letters, the OCC and the other
rule-writing agencies adopted joint final regulations
implementing the requirements of section 619. The
revisions adopted in the final rule addressed a number
of concerns expressed by commenters. The final rule

* provides exemptions for certain activities,
including market making-related activities,
underwriting, risk-mitigating hedging, trading
in government obligations, insurance company
activities, and organizing and offering hedge funds
and private equity funds.

» clarifies that certain activities are not prohibited,
including acting as agent, broker, or custodian.

» scales compliance requirements based on the
size of the bank and the scope of its activities.
Larger banks must establish detailed compliance
programs and their chief executive officers must
attest to the OCC that the bank’s programs are
reasonably designed to comply with the final
regulations. Smaller banks engaged in a modest
amount of Volcker rule-related activities are
subject to a simplified compliance program.

The rule is to be implemented by covered institutions
during a conformance period that runs through July 21,
20157

One of the major concerns expressed by community
banks during the rulemaking process concerned the
treatment of collateralized debt obligations backed by
trust preferred securities (TruPS). Community banks
pointed out that the proposed Volcker rule would have
required them to divest of these investments, and,

as a result, recognize an immediate write-down in
their value, an outcome that would have been at odds
with another Dodd—Frank provision that permitted
favorable treatment for regulatory capital purposes
for these instruments. The OCC and other rulemaking
agencies issued clarifying questions and answers and

2 OCC, “Agencies Issue Final Rules Implementing the Volcker Rule,”
news release 2013-186, December 10, 2013; testimony of Thomas J. Curry,
Committee on Financial Services, U.S. House of Representatives, February
5,2014. For an overview of Dodd—Frank implementation efforts, see
testimony of Thomas J. Curry, Committee on Banking, Housing, and Urban
Affairs, U.S. Senate, September 9, 2014.

later approved an interim final rule permitting banks to
retain certain collateralized debt obligations backed by
TruPS under specified circumstances.*

Swaps Margins

The Volcker rule is one of several Dodd—Frank
provisions that aim to curb speculation in derivative
products without interfering with the legitimate need
for financial institutions to manage risk through
their hedging activities. Dodd—Frank’s sections

731 and 764 require covered institutions to collect
cash or collateral for swaps that are not routed
through clearinghouses. In April 2011, federal
financial regulatory agencies issued a proposed rule
to establish margin requirements for swap dealers
and major swap participants. Then, in September
2013, the Basel Committee on Banking Supervision
and the International Organization of Securities
Commissions finalized their own agreements on
how to treat these instruments, and U.S. regulators
modified their proposed rule so that it conformed to
both the new international standard and Dodd—Frank’s
requirements.?!

In September 2014, federal financial regulatory
agencies released that rule for comment. The proposed
rule would establish minimum margin requirements
for swaps based on the relative risk of the counterparty
and of the swap itself. The proposed rule specifically
seeks to avoid unnecessarily burdening both
nonfinancial entities that use swap contracts to hedge
commercial costs and smaller financial companies
whose activities do not pose a risk to the financial
system. Although the comment period was still

under way in FY 2014, the OCC has already seen
improvement in the collateralization rates for industry
derivative exposures.*

3 OCC, “Agencies Issue FAQ Document Regarding Collateralized Debt
Obligations Backed by Trust Preferred Securities Under Final Rules
Implementing the “Volcker Rule,”” news release 2013-195, December 19,
2013; “Agencies Approve Interim Final Rule Authorizing Retention of
Interests in and Sponsorship of Collateralized Debt Obligations Backed
Primarily by Bank-Issued Trust Preferred Securities,” news release 2014-2,
January 14, 2014.

3! Testimony of Thomas J. Curry, Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, September 9, 2014.

320CC, “Agencies Seek Comment on Swap Margin Requirements,” news
release 2014-119, September 3, 2014.
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e
N the Northeastem Distrct

s banks in the
competitive New York
City metro area strive

for growth and profitability,
Kerry Ann Samuel works
hard to help the community
banks she examines manage the
accompanying risks.

“We remind them to do due
diligence and promote a strong
risk culture. If they don’t, we
warn them that things could
spiral out of control,” she said.

As the Analyst for the Deputy
Comptroller for Community
Bank Supervision in the
Northeastern District,

Ms. Samuel supports the Deputy Comptroller in managing all
11 field offices and two satellite office locations in the district,
acting as a bridge between OCC Headquarters and the field to
communicate and apply agency policies. Before taking that
job in October 2014, Ms. Samuel worked for five years as

the Analyst for one of the Assistant Deputy Comptrollers in
the New York field office. During this time, she supervised a
portfolio of community banks and participated in examinations
across the field office’s supervisory region, which comprises
New York City, Long Island, New Jersey, and parts of upstate
New York and Connecticut.

During her 12 years with the OCC as a field examiner,
portfolio manager, and ADC Analyst, she repeatedly

visited the banks in her portfolio. “We try to foster good
communication with the bankers,” she said. “We hold outreach
sessions at the district level, where bankers hear from OCC
experts on hot topics like compliance, IT, and operational
risk.” These sessions, which are also attended by senior OCC
managers for the region, give bankers regular opportunities

to ask questions and get up-to-date information about best
practices and emerging risks.

Every quarter, portfolio managers review their respective
banks. “We take this opportunity to touch base with bank
management and discuss the banks’ performance,” she said.
This is how the OCC provides “continuous supervision” of
banks.

OCC examiners generally live in the same communities as
the banks they supervise, and Ms. Samuel has lived in the

New York City area for many
years. Her familiarity with the
broad and diverse area covered by
the New York field office helps

her engage with the bankers.

“They know to reach out to us

if they’re having difficulties,”

Ms. Samuel said. “Bankers

often call us to ask what

we’re seeing in other banks”

in regard to emerging risks and best
practices. “We welcome those calls,
because they foster good communication
between the banks and the OCC.”

BankNet, the OCC’s secure Web site for communicating with
and receiving information from banks, provides enormous
value to bankers and examiners, she noted. The site has
enabled more efficient information sharing between banks and
the OCC. It allows banks to view statistics and trends at other
OCC-supervised institutions. In the New York field office
region, she said, at least one manager at every bank is signed
up to use the service.

Ms. Samuel said one of the biggest concerns of bankers in her
area has been strategic planning, particularly how to deploy
capital and excess liquidity. Although this is a concern many
businesses would like to have, problems can arise when banks
get involved with unfamiliar new products and services to try
to generate earnings.

Since the financial crisis, she said, “there hasn’t been as much
demand for loan products, and banks are trying to come up
with creative ways to generate earnings for shareholders. We
encourage bankers to look at their underwriting standards, to
talk to the board and collectively decide what the bank’s risk
appetite is and whether it is compatible with new or expanded
products and services.”

Cybersecurity is another major concern. “Cyber threats are as
big a risk to small banks as they are to large ones,”

Ms. Samuel said. “We talk to our banks repeatedly to remind
them of new and ongoing threats and to encourage them to
take appropriate testing and security measures.”

Ms. Samuel takes a lot of satisfaction in helping the banks
she works with. “I enjoy working at the OCC because I
truly believe in our mission,” she said. “In my early days

on the job, my manager told me, ‘Don’t just identify the
problems. When you do, try to come up with solutions.’ I try
to do that every day.”
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Stress Tests

Pursuant to section 165(i)(2) of Dodd—Frank, the
federal banking agencies in October 2012 issued
rules requiring banks with more than $10 billion

in consolidated assets to conduct annual company-
run stress tests to gauge how a bank’s risk may be
amplified in adverse market or financial conditions, as
occurred during the financial crisis. Banks with assets
of $50 billion or more must also submit to stress tests
conducted by their regulators.

In March, the banking agencies issued guidance for
self-testing by midsize banks, defined as those with
total assets between $10 billion and $50 billion. The
guidance is designed to accommodate different risk
profiles, sizes, business mixes, market footprints, and
complexities. Consistent with this flexibility, the final
guidance describes general supervisory expectations
for stress tests and, where appropriate, provides
examples of practices that are consistent with those
expectations.*

Liquidity

While many factors contributed to the financial crisis,
its proximate cause was a liquidity shortfall that left
major banks with assets that could not be sold in time
to meet the demand for cash from their customers and
counterparties. To mitigate the risks that such shortfalls
may pose to the financial system, the banking agencies
in 2010 issued an “Interagency Statement on Funding
and Liquidity Risk Management,” which summarizes
the agencies’ supervisory expectations for banks’
liquidity risk management.** Subsequently, the OCC,
the Federal Reserve Board, and the FDIC took steps to
issue a regulation that sets forth a quantitative standard
addressing the liquidity risks of the largest U.S.
banking organizations.

In November 2013, the OCC, the Federal Reserve
Board, and the FDIC issued a proposed rule
applicable to large, internationally active banking
companies (those with $250 billion or more in

total consolidated assets or $10 billion or more

in on-balance-sheet foreign exposure) and to any
consolidated bank or savings association subsidiary
of one of those companies that have, at the bank level,

3 0OCC, “Agencies Issue Final Dodd-Frank Act Stress Test Guidance for
Medium-Sized Firms,” news release 2014-31, March 5, 2014.

375 Fed. Reg. 13656, March 22, 2010.

total consolidated assets of $10 billion or more. The
proposal required these banking companies to maintain
high-quality liquid assets, for example, central bank
reserves, government and government-sponsored
enterprise securities, and corporate debt securities
that could be converted easily and quickly into cash.
The proposal called for these banking companies to
hold such assets on each business day in an amount
equal to or greater than their projected cash outflows
less their projected cash inflows over a 30-day period.
The ratio of a company’s high-quality liquid assets

to its projected net cash outflow is referred to as its
“liquidity coverage ratio.”

In September 2014, the agencies issued a final rule,
which will go into effect on January 1, 2015. It does
not apply to community banks.*°

Capital

As highlighted in the OCC’s 2013 Annual Report, the
financial crisis made plain that all institutions needed
stronger and higher-quality capital. In response, the
OCC, the Federal Reserve Board, and the FDIC
adopted a revised capital regime in 2013 that required
banks to hold more and higher-quality capital and
added a new, stricter leverage ratio requirement for
large, internationally active banking organizations,
known as the Basel IIT supplementary leverage ratio.’’
Unlike the more broadly applicable leverage ratio,
the supplementary leverage ratio adds off-balance-
sheet exposures to the measure of total leverage
exposure. The supplementary leverage ratio is a

more demanding standard because large banking
organizations often have significant off-balance-
sheet exposures arising from different types of
commitments, derivatives, and other activities.

Concurrent with the issuance of the revised capital
regime, the OCC and other federal banking agencies
proposed a rule to enhance the supplementary leverage
ratio requirement for the largest, most systemically
important U.S. banking organizations. Because the
very largest banks can have an outsized impact on

the entire financial system, it makes sense to require

3 OCC, “OCC and FDIC Propose Rule to Strengthen Liquidity Risk
Management,” news release 2013-169, October 30, 2013.

3 OCC, “Federal Banking Regulators Finalize Liquidity Coverage Ratio,”
news release 2014-120, September 3, 2014.

37 See the OCC’s Annual Report Fiscal Year 2013, pp. 8-12, for a full
discussion of the new capital regime.
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that they hold higher levels of capital. After careful
consideration of public comments, the federal

banking agencies adopted a final rule in May 2014. It
requires covered bank holding companies (those with
$700 billion or more in total consolidated assets or
$10 trillion or more in assets under custody) to
maintain a leverage buffer greater than 2 percentage
points above the minimum supplementary leverage
ratio requirement of 3 percent, for a total of

5 percent, to avoid restrictions on capital distributions
and discretionary bonus payments. In addition,

the rule added a 6 percent supplementary leverage
ratio threshold to the “well capitalized” category of
the prompt corrective action regulations for large,
interconnected U.S. banks.?® “This new leverage
capital rule,” Comptroller Curry said, “will not only
strengthen our largest and most systemically important
financial institutions, but will serve to reassure markets
in times of stress.”

In September 2014, the OCC and other federal banking
agencies further strengthened the supplementary
leverage ratio with revisions that more appropriately
capture banking organizations’ potential exposures.*
In particular, the revisions contained in this final rule
better capture leverage embedded in banks’ activities
of buying and selling credit protection through credit
derivatives. This action should further improve the
OCC'’s assessment of leverage at the largest banks that
are most involved in the credit derivatives business.

The supplementary leverage ratio rulemakings, along
with changes the agencies made in 2013 to the risk-
based capital standards, will improve the resilience
of the largest financial institutions and help maintain
public confidence in their ability to weather future
financial shocks. Importantly, the supplementary
leverage ratio also places an additional cushion
between those banks and both the FDIC insurance
fund and the resolution mechanisms of the federal
government. These capital rules, said Comptroller
Curry, “will go a long way toward preventing future
systemic breakdowns of the type that triggered the last
financial crisis.”

¥ OCC, “Agencies Adopt Enhanced Supplementary Leverage Ratio
Final Rule and Issue Supplementary Leverage Ratio Notice of Proposed
Rulemaking,” news release 2014-54, April 8, 2014.

3 0OCC, “Agencies Adopt Supplementary Leverage Ratio Final Rule,” news
release 2014-118, September 3, 2014.

Photo by Ron White

Comptroller Curry takes questions from directors of OCC-
supervised large banks.

Heightened Standards for Corporate
Governance and Risk Management

The financial crisis can be traced to failures of
corporate governance and risk management systems.
At some banks, boards of directors and senior
managers did not sufficiently understand aggregate
risk within their firms and lacked a sufficiently robust
risk framework—that is, the people, systems, and
processes for monitoring a complex set of risks.

In some cases, bank compensation programs were
structured to share upside benefits but not downside
risks. Inadequate and fragmented technology
infrastructures hindered efforts to identify, measure,
monitor, and control risk. Some of these banks’ risk
cultures discouraged independent risk managers

and audit and control personnel from asking tough
questions about management’s plans and execution.
While these problems existed to some extent at banks
of all sizes, problems at the largest, most complex
banks created the greatest potential threat to the
stability of the financial system.

For these reasons, the OCC developed a set of
“heightened expectations” to enhance supervision

and strengthen the governance and risk management
practices of large national banks. In September, the
agency issued final guidelines refining and formalizing
these standards and making them enforceable

under the Code of Federal Regulations (12 CFR 30,
appendix D). The heightened standards do not apply to
community banks.*

4 0CC, “OCC Proposes Formal Guidelines for its Heightened Expectations
for Large Banks,” news release 2014-4, January 16, 2014; “OCC Finalizes
Its Heightened Standards for Large Financial Institutions,” news release
2014-117, September 2, 2014.
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N the Southern District

s the center on his
college football
team, Bert

Hopgood was responsible
for helping his quarterback
quickly identify and
respond to risks on

the field. Today, as

an NBE in the OCC’s
Southern District, he is in
the business of making sure
banks identify risks to their
solvency.

Mr. Hopgood joined the
OCC in the Little Rock,
Ark., field office in January
2007, just months before the
economy entered its protracted downturn. He participated
in community bank examinations and acquired valuable
experience dealing with problem banks with poor loan
quality and, sometimes, significant losses. He looked for
red flags such as high percentages of delinquent loans and
excessive concentrations of lending.

He also analyzed how the banks managed those risks. “We
look at how well risks are identified, measured, monitored,
and controlled,” he said. “When a bank is in a troubled
condition, the root cause is usually management-related. We
look at whether bank management is proactive or reactive in
dealing with risk. We monitor the bank’s strategic planning.
If a bank plans to move into a new market, has it conducted
proper research and due diligence? Is it setting reasonable
growth goals and defined thresholds?”

Mr. Hopgood and his colleagues sometimes conduct
horizontal examinations, which focus on a subset of assets
across various institutions. These examinations help

the OCC gain insight into how banks are dealing with
specialized risks, insight that the agency is able to share
with other bankers.

In a recent horizontal exam, Mr. Hopgood found one bank
that had six carryover loans from 2013 out of a total 80
paid-out agricultural loans. “A carryover is a loan that

has not been paid off from the current year operations, as
most agricultural loans are,” explained Mr. Hopgood. “The
harvested crop is the security for the loan. When a carryover
is identified, we typically start with a ‘substandard’
classification and discuss with the bankers any mitigating
factors.

“We found the loan had carryover not because of poor
management by the borrower but because of a temporary
factor—bad weather,” Mr. Hopgood said. “A wet spring
had delayed the planting and irrigation of the soybean
crop. The loan classification remained ‘pass’ for several
reasons: current crop projections reflected an adequate cash
flow; the bank developed a prudent workout strategy with
a reasonable amortization and appropriate loan-to-value
ratio for the carryover; and there was a history of positive
borrower performance.”

“The horizontal exam gave us a good picture of agricultural
lending in Arkansas,” he added. “We were able to go
deeper into a particular line of business, learned more about
crops, weather, types of soil, and had a good exchange of
information with the bankers.”

“We require our banks to be proactive about dealing with
risk,” Mr. Hopgood said. “But we must be proactive
ourselves and learn as much as we can about our banks and
their customers. That knowledge makes us more effective
in preventing the next financial crisis and keeping the whole
system strong.”
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The guidelines set out roles and responsibilities for
front-line units, independent risk management, and
internal audit—what the OCC refers to as the “three
lines of defense” for banks. Those units must establish
appropriate systems to identify, measure, monitor,
and control risk taking. They must ensure that the
boards of directors have enough information on their
banks’ risk profiles and risk management practices
to ensure that operational units do not exceed the
board-approved enterprise risk appetite. If variances
arise, the boards of directors would then have more
meaningful data with which to pose a credible
challenge to management.

Under the OCC'’s heightened standards guidelines,
large banks are required to develop risk appetite
statements that define both quantitative and qualitative

parameters for safe and sound operating environments.

The guidelines require that these statements address
the question of how the bank will assess and accept
risks, articulating behavioral expectations that
shape risk culture. In addition, it makes clear that
quantitative limits on risk taking should be based on
sound stress testing processes and other methods,
taking into account banks’ earnings, capital, and
liquidity positions.

The OCC'’s heightened standards guidelines also
address standards for boards of directors of large
banks. The guidelines remind board members of
their duty to exercise sound independent judgment
and to actively oversee their banks’ compliance with
safe and sound banking practices. The guidelines
stipulate that each covered bank’s board have at
least two independent members, that each bank must
establish and maintain an ongoing training program
for the independent board members, and that each
bank conduct an annual self-assessment of the board’s
effectiveness.”!

Diversity

The OCC'’s long-standing commitment to a diverse
workforce was codified in Dodd—Frank’s section 342,
which required the OCC to establish an Office of
Minority and Women Inclusion (OMWTI). This office
is responsible for all OCC matters relating to diversity
in management, employment, and business activities,

4 Remarks by Thomas J. Curry, ABA Risk Management Forum, April 10,
2014.

Photo by Ron White

OCC volunteers assemble food packages for the charity group
Bread for the City in Washington, D.C.

and for developing standards to assess the diversity
policies and practices of entities regulated by the OCC.
Section 342 required each federal financial regulatory
agency to establish an OMWTI office and develop
assessment standards.

In 2012, the OCC and five other federal financial
regulatory agencies focused their efforts on developing
the assessment standards. Agency representatives

held roundtable discussions with a range of parties,
including representatives from financial institutions,
holding companies, and industry trade groups, to
solicit input on assessment standards and to learn
about the challenges and successes of current diversity
programs and policies. The agencies also held
roundtables with financial professionals, consumer
advocates, and community representatives to gain a
better understanding of issues facing minorities and
women in employment and business contracting in the
financial sector.

Information obtained from these discussions helped
shape the proposed joint assessment standards released
for comment in October 2013. These proposed
standards covered four key areas:

*  Organizational commitment to diversity and
inclusion.

*  Workforce profile and employment practices.

*  Procurement and business practices and supplier
diversity.

* Practices to promote transparency of
organizational diversity and inclusion.

Section One: Year in Review 23



The agencies tailored the standards to account for a
number of variables, including asset size, number of
employees, governance structure, income, number
of members or customers, contract volume, location,
and community characteristics. The agencies also
recognized that standards may need to change and
evolve over time.*

The agencies collectively received more than 200

provide redress for affected consumers, and restore a
healthier equilibrium between supply and demand in
the nation’s housing markets.

These initiatives continued to bear fruit in FY 2014.
The OCC’s quarterly reports on the performance of
first mortgages recorded a rise in the percentage of
mortgage loans that were current and performing,
while the number of mortgages in the process of

comments on the proposal from financial institutions,
public interest organizations, trade associations,
government officials, and other members of the public.
The agencies are carefully considering these comments

foreclosure dipped from 604,000 at the end of the third
quarter of calendar year 2013 to 391,000 at the end

of the second quarter of calendar year 2014. Between
January 1, 2008, and March 31, 2014, servicers had

as they formulate the final standards.

Stabilizing Housing
Finance

The financial crisis exposed
problems in mortgage lending
and gave rise to higher standards
for mortgage lenders and related
businesses. Dodd—Frank required
lenders to certify that borrowers
have the ability to repay their
mortgages, held lenders liable

for mortgages extended to
unqualified borrowers, expanded
protections for those holding
“high-cost” mortgages (generally,
borrowers with the lowest credit
scores), and required clearer and
more comprehensive disclosures.
The law also required that issuers
of securities backed by mortgages that did not meet
these standards retain a financial interest in those
securities.

At the same time, federal programs such as the Home
Affordable Mortgage Program provided alternatives
for homeowners who fell behind on their mortgage
payments or whose outstanding mortgages exceeded
their homes’ market value. Regulators imposed heavy

penalties on lenders who misrepresented the quality of

mortgage loans sold to investors or engaged in illegal
or unethical foreclosure practices. Together, these
actions aimed to restore integrity to mortgage lending,

implemented 3,525,000 loan modification agreements,

helping thousands of Americans to
avoid foreclosure and remain in
their homes.*

In January 2013, the OCC
released a status report on the
Independent Foreclosure Review
Settlement reached between
regulators and the largest
mortgage servicers. It showed
that more than $3.3 billion had
been disbursed to qualified
borrowers by OCC-supervised
servicers, and billions more had
been provided in the form of
foreclosure prevention assistance,
including borrower counseling
and education.** Nonprofit
organizations also played a

key role in advising homeowners and would-be
homeowners on obtaining mortgages and meeting the
financial responsibilities of home ownership.*

A major concern has been whether, in making
mortgage lending safer, the Dodd—Frank mandates
would make mortgages more difficult to obtain for
otherwise creditworthy borrowers. The OCC issued
guidance throughout the fiscal year with a view to

4 OCC, “Federal Financial Regulators Proposing Joint Standards for
Assessing Diversity Policies and Practices of Regulated Entities Pursuant
to Section 342 of the Dodd—Frank Act,” news release 2013-165, October
23,2013.

4 OCC, “Improvement in Mortgage Performance Continues, OCC
Reports,” news release 2013-197, December 23, 2013; “Mortgage
Performance Improvement Continues, OCC Reports,” news release 2014-
129, September 25, 2014.

4 0CC, “Report Highlights Status of Independent Foreclosure Review
Payment Agreement,” news release 2014-65, April 30, 2014.

4 Remarks by Thomas J. Curry, National Asian American Coalition,
October 18, 2013.
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making it possible for banks to continue making sound
loans to potential homeowners.

First, in October 2013, the federal banking agencies
issued guidance to reassure lenders that a decision to
originate only mortgages that meet the standards for
qualified mortgages would not lead to a presumption
that the lender was in violation of fair lending rules,
which make it illegal to discriminate in any aspect of a
credit transaction based on characteristics that include
race, religion, marital status, color, national origin, sex,
and age.*®

Second, in December, the agencies issued a statement
saying that a residential mortgage loan would not

be subject to regulatory criticism solely because it
did not meet the higher Dodd—Frank standards. The
OCC emphasized that such loans would continue to
be evaluated on their merits, taking into account loan
terms, borrower qualification standards, loan-to-value
limits, and other traditional factors.*’

Supervising Community Banks

Community banks and their employees play a crucial
role in providing consumers and small businesses in
communities across the nation with essential financial
services and sources of credit that are critical to
economic growth and job expansion. Community
bankers offer hands-on counseling and credit products
tailored to meet small businesses’ specific needs.
Community bankers strengthen communities by
helping them meet municipal finance needs and by
actively participating in civic life. Community bankers
deeply understand their local markets’ unique needs
and tailor their bank products and services to meet
those needs. The willingness and ability of community
bankers to work with their customers through good
times and bad is one reason local businesses rely on
community banks. And it is one reason so many of
these communities have thrived.

These advantages help explain why well-managed
community banks weathered the financial crisis

and provided a steady source of credit to their
communities. These advantages also help explain the

4 OCC, “Federal Regulators Provide Guidance on Qualified Mortgage Fair
Lending Risks,” news release 2013-164, October 22, 2013.

470CC, “Agencies Issue Statement on Supervisory Approach for Qualified
and Non-Qualified Mortgage Loans,” news release 2013-188, December
13,2013.
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Toney Bland, Senior Deputy Comptroller for Midsize and
Community Bank Supervision, testifies in September before the
U.S. Senate Committee on Banking, Housing, and Urban Affairs.

considerable improvement in the overall condition

of community banks since the crisis. The number of
troubled institutions has declined significantly, capital
has increased, asset-quality indicators are improving,
and lending opportunities are rebounding. Indeed,
community banks have experienced growth in most
major loan categories and at a faster pace than that of
the federal banking system as a whole.

Yet, community banks still face many challenges.
Some community bankers express concern about

the long-term viability of their business models and
frustration that too much of their time and resources
are spent trying to track and comply with an ever
expanding array of regulatory requirements. Economic
recovery and job creation continue to lag in many
regions and communities, and many community
bankers face the challenge of finding profitable
lending and investment opportunities without taking
on undue credit or interest rate risk. Strategic risk

is a concern for many community bankers as they
search for sustainable ways to generate earnings in the
current environment of prolonged low interest rates,
increased competition, and rising compliance costs.

In addition, although the volume and sophistication of
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Al Headguarters

ince 2010,

the OCC

has made
significant advances
in building its
capacity to deal
with increasing
levels of
operational risk.
As part of this
effort, the agency
in December 2012
appointed Valerie
Abend to be
Director and Senior
Critical Infrastructure Officer.

Reporting to the Deputy
Comptroller for Operational Risk, Ms. Abend brings
deep public and private sector experience to her position.
Before joining the OCC, she was a Managing Director at
BNY Mellon and served as a Deputy Assistant Secretary
of the Treasury for Critical Infrastructure Protection and
Compliance Policy.

Ms. Abend learned the importance of advance preparations
for disaster first-hand when her family lost its home to
Hurricane Andrew in 1992. She continues to emphasize that
lesson in helping the agency and the banks it supervises
contend with evolving cyber threats and other operational
issues.

Ms. Abend is the Comptroller’s representative and
inaugural chair of the FFIEC’s Cybersecurity and Critical
Infrastructure Working Group. The group was formed at
Comptroller Curry’s initiative to raise industry awareness
of cybersecurity risks and act as a vehicle for interagency
coordination and collaboration on cyber issues.

In 2014, staff members from the FFIEC agencies piloted
new cybersecurity examination procedures at more than 500
community institutions to assess their level of preparedness
to deal with evolving and increasing cybersecurity threats.
The agencies are now evaluating the results of this

exercise, which will help inform future supervisory policy,
procedures, and examiner training.

It is essential that bankers understand cybersecurity risks
and how their strategy and business decisions impact
these risks over time. “By monitoring and managing the
technologies they use, the products and services they offer,
and their connections to third parties, employees, and
customers,” said Ms. Abend, “banks can better understand
their cybersecurity risk.”

The OCC is making a concerted effort to help community
banks improve their awareness of cyber threats and risk
mitigation tactics. “While community banks tend to rely
more heavily on third-party service providers to manage
their core systems, there are risks on both sides of these
relationships,” she said. “It is important that community
banks have the information they need to support their
ongoing efforts to manage this risk.” To support this effort
further, the FFIEC launched a cybersecurity Web site that
provides a single resource for bankers seeking the latest
supervisory news and information on the evolving cyber
environment.

The OCC will continue to expand these efforts. After all,
Ms. Abend said, “the threats to financial institutions are
vast and growing in sophistication and volume. We need
to identify and assess cyber risks, share information, and
decide what guidance and alerts to issue.” Ms. Abend will
be a leading participant in these efforts.
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cyber threats continue to challenge banks of all sizes,
community banks must be especially vigilant to the
risk posed by third-party providers, on which they tend
to be especially dependent.

Given the importance of community banking to the
United States, two-thirds of the OCC’s examination
force is dedicated to supervising community banks.
OCC examiners are part of the communities in

which they work and are empowered to make most
supervisory decisions at the local level. The entire
agency works to support these examiners, providing
them with easy access to licensing specialists, lawyers,
compliance and information technology specialists,
and a variety of other subject matter experts.*®

The OCC has been especially sensitive to the views
and concerns of community banks about regulatory
burden in the rulemaking process. A number of the
steps taken specifically to minimize that burden for
community banks have already been noted in this
Annual Report, notably the TruPS exception in the
implementation of the Volcker rule, the supplementary
leverage capital rules, and limits on the applicability of
the new liquidity standards. To emphasize when a new
supervisory initiative or rulemaking applies—or does
not apply—to community banks, OCC bulletins now
include a short section labeled “Note for Community
Banks,” which tells community banks whether and to
what extent the guidance may apply to them.

Moreover, the Economic Growth and Regulatory
Paperwork Reduction Act of 1996 mandates that
the OCC, the FDIC, and the Federal Reserve Board
review their regulations every 10 years to identify,
with the public’s help, outdated, unnecessary, or
unduly burdensome regulations applicable to insured
depository institutions. The current review got
under way in June 2014, when the federal financial
regulatory agencies published a Federal Register
notice soliciting public comment on regulations
relating to applications and reporting, powers and
activities, and international operations. Other

48 Testimony of Toney Bland, Senior Deputy Comptroller for Midsize and
Community Bank Supervision, Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, September 16, 2014.

categories of regulations will be presented for
comment in future Federal Register notices.*

The OCC continued to provide attention to two
special types of community banks in 2014:

mutual savings associations and minority-owned
depository institutions. The agency’s responsibility
for federal savings associations, including mutual
savings associations, derives from the provision of
Dodd-Frank under which the OCC absorbed the
mission of the OTS. One way that the OCC fulfills
that responsibility is through the Mutual Savings
Association Advisory Committee, which provides
information and advice to the OCC on conditions in
that sector of the banking system and on regulatory
changes that support the health and viability of those
associations. The OCC’s committee comprises a
diverse group of officers and directors of mutual
savings associations of varying types, sizes, operating
strategies, and geographic areas, as well as two
representatives from federal savings associations in a
mutual holding company structure.

OCC data presented to the committee at its July 2014
meeting showed that, like other OCC-supervised
community banks, federal mutual savings associations
are generally well capitalized and have relatively few
asset-quality problems. All federal savings associations
operate under the lending restrictions in the Home
Owners’ Loan Act, which encourages them to provide
housing credit and limits the amount of commercial
lending in which they may engage. If a federal savings
association wishes to broaden its business strategy, for
example, to embrace more of a mix of business loans
and consumer credit, it must convert its charter to a
national bank charter, which can be an expensive and
time-consuming process. For a federal mutual savings
association to convert to a national bank charter, it
must first convert to a stock thrift. Comptroller Curry
has suggested the need for legislation to modernize the
mutual savings association charter and provide these
institutions with greater flexibility to expand their
businesses and serve their communities.>

Minority-owned depository institutions also face
challenges. They provide financial services, including

4 OCC, “Economic Growth and Regulatory Paperwork: Regulatory
Review to Identify Outdated, Unnecessary, or Unduly Burdensome
Regulations,” bulletin 2014-28, June 26, 2014.

50 Remarks by Thomas J. Curry, Joint Mutual Forum, July 24, 2014.
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New OCC Strategic Plan

s 2014 came to a close, the OCC took the
Aopportunity, as Comptroller Curry put it,

to “step back, check our bearings, and
make sure we continue on the right path to fulfill
our mission and vision.” The result was the OCC’s
Strategic Plan, Fiscal Years 2015-2019, published
in September 2014.

The strategic plan establishes three goals:

*  To achieve a vibrant and diverse system of
national banks and federal savings associations
that supports a robust U.S. economy.

*  To work toward “one OCC,” focusing on
collaboration, innovation, coordination, and
process efficiency.

*  To ensure that the OCC is positioned to
continue operating independently and
effectively into the future.

The strategic plan reaffirms the agency’s mission
to ensure that national banks and federal savings
associations operate in a safe and sound manner,
provide fair access to financial services, treat
customers fairly, and comply with applicable
laws and regulations. The plan presents a vision
in which the OCC is a preeminent prudential
supervisor that adds value through proactive and
risk-based supervision, is sought after as a source
of knowledge and expertise, and promotes a
vibrant and diverse banking system that benefits
consumers, communities, businesses, and the U.S.
economy. To succeed in that mission and achieve
that vision, the OCC commits itself to the core
values of integrity, expertise, collaboration, and
independence—values that always have been the
bedrock of the OCC'’s culture.

28

depository services and small business lending, to
communities that may lack other sound financial
options. Partly for those reasons, federal financial
regulatory agencies are required by law to give
minority-owned depository institutions special
support.

OCC support has come in several forms. In 2013, the
OCC adopted a policy change that allows minority
banks to broaden their capital base with the help of
non-minority investors. The OCC also formed the
Minority Depository Institutions Advisory Committee,
with representation from African-American, Asian-
American, Native American, and Hispanic institutions,
as well as from other banks and government agencies
offering opportunities through partnerships with
minority institutions. In addition, the OCC maintained
an active outreach program to minority bankers,
through regular supervisory channels and executive-
level initiatives facilitated by the OCC’s Community
Affairs Department and External Outreach and
Minority Affairs Department. The OCC provided
technical training, such as the 2014 workshop on
cybersecurity, which was specifically designed for the
leaders of minority institutions.>!

Toward a Better OCC

Throughout 2014, the OCC advanced initiatives
designed to preserve and enhance the agency’s status
as a preeminent bank supervisor. The agency did so, in
part, by using lessons of the financial crisis to identify
necessary improvements. The OCC’s Annual Report
Fiscal Year 2013 described the eight key elements of
the agency’s strategic initiatives: aligning, supervising,
leading, funding, connecting, engaging, messaging,
and assessing. Those initiatives yielded significant
accomplishments in 2014:

* Adoption of an automated testing and assessment
process to expedite the evaluation and hiring of
new examiners.

* Improvements in internal communications.

* A more formal approach to succession planning.

* A streamlined process for sharing examination
findings with other bank regulatory agencies.

» Improvements in supervisory analytics.

31 Remarks by Thomas J. Curry, National Bankers Association, October 3,
2013; remarks by Thomas J. Curry, National Bankers Association, October
1,2014.
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In addition, the OCC conducted a comprehensive
review of the agency’s approach to supervising large
and midsize banks. The review was conducted by an
independent, international, peer review team of bank
supervisors from countries whose banks demonstrated
particular resilience during the financial crisis.
Jonathan Fiechter, a distinguished U.S. regulator who
served in senior-level positions at the OTS, the OCC,
and the World Bank, headed the team, which delivered
its report to the OCC in December 2013.%

Fiechter and his colleagues praised the OCC’s
employees and the agency’s supervisory approach, and
flagged several areas where the agency could improve.
The peer review team recommended that the agency
expand the role and number of lead experts who

assess specific activities and risk areas across multiple
banks in the agency’s large bank supervision program.
The team recommended adopting a formal examiner
rotation program to limit the time an examiner spends
at any one bank. The team also recommended that

the OCC improve the way it evaluates risk at specific
banks. It suggested refinements in the interagency
CAMELS supervisory rating system and the OCC’s
Risk Assessment System.>® The team also offered ideas
to improve employee recruitment and retention.*

In response, the OCC formed two cross-functional
working groups, one to evaluate recommendations
related to policy enhancement and the other related
to process improvement. The groups developed draft
project lists and implementation plans, which were
distributed to all OCC employees for comment. The
OCC issued approved plans in July 2014 and assigned
the plans to working groups for implementation,
which was under way as the fiscal year ended. Future
issues of the OCC’s Annual Report will chronicle the
agency’s progress in these important areas.

2 OCC, An International Review of OCC's Supervision of Large

and Midsize Institutions: Recommendations to Improve Supervisory
Effectiveness, December 4, 2013; “OCC Releases International Peer
Review of OCC Supervision of Large and Midsize Institutions,” news
release 2013-184, December 5, 2013.

3 CAMELS is an interagency supervisory rating system used by the
supervisory agencies to classify a bank’s overall condition. Examiners rate
the bank’s capital adequacy, asset quality, management, earnings, liquidity,
and sensitivity to market risk.

3 OCC, “OCC Announces Actions to Respond to International Peer Review
Recommendations,” news release 2014-75, May 28, 2014; “Summary of
OCC’s Responses to the Supervision Peer Review Recommendations,”
news release 2014-75, May 28, 2014.

Jonathan Fiechter explains the recommendations of the
International Peer Review to OCC staff members in December

2013.

Photo by Ron White
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N Large Bank Supenvision

uring
his 12
years as

a trust examiner

with the state of

Ohio, there was

very little Greg

McDougle had

not seen and

done. So when

the OCC made

him a job offer,

he viewed it as

an opportunity

to move on and

up—to take

advantage of the agency’s
outstanding training program,
to travel, and to work in the largest and most complex banks.

That was 15 years ago. Today, Mr. McDougle is an
important member of the Large Bank team that supervises
Cleveland-based KeyCorp, which holds nearly $90 billion
in assets.

During those years, he said, the trust business has undergone
significant change. What was once a largely local, hands-
on, service-oriented line of business has become more
centralized, automated, and complex. It has become more
competitive, as nonbank providers vie with banks for a
limited number of affluent customers. “Competition,”

Mr. McDougle pointed out, “has meant new options and
more efficient service delivery for trust customers.” But it
has raised systemic risk, as trust officers find themselves
venturing further onto the risk curve to generate returns and
income.

As a result of these changes, the work of the trust examiner
has also changed. Other examiners used to tease

Mr. McDougle that there was only one regulation he needed
to know and enforce: 12 CFR 9, “Fiduciary Activities of
National Banks.” That was never true, of course: Each
state has its own fiduciary and tax laws with which national
banks with multistate operations have to comply. It is even
less true today, with the growing complexity of financial
products and the internationalization of capital markets.

As Mr. McDougle explained, “trust examiners have to be
expert in the nuances of the Bank Secrecy Act and money
transfers, for example, just as they are in the mechanics of

trust administration.”

It is an expression of the agency’s regard for

Mr. McDougle that he was chosen to be a member of its
Policy Enhancement Team. The OCC formed this team,
along with a separate Process Improvement Team, to design,
prioritize, and implement the changes recommended by the
international peer review report delivered to the OCC in
December 2013. Because of the likely impact of the peer
review initiatives on large and midsize bank examiners, the
OCC, in consultation with the National Treasury Employees
Union, agreed to include several such examiners on each
team to ensure that the field perspective is taken properly
into account. Mr. McDougle was among those selected to
provide that perspective.

In his work on the Policy Enhancement Team, he has

taken a special interest in the initiative to improve the way
the OCC defines matters requiring attention (MRA), how
the agency trains its examiners to recognize them, and

how it tracks the way banks address them. That initiative
was already under way when the peer review report was
delivered, but it gained momentum when the agency
appointed a sub-group in July 2014 to develop a final policy,
an MRA reference guide, and tracking rules.

The MRA and other peer review initiatives will undoubtedly
change the way the OCC conducts its business and the way
large and midsize bank examiners operate. That kind of
change is often difficult. But Mr. McDougle believes that
when all is said and done, these changes will result in a
stronger OCC and a stronger federal banking system.
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Section 'Two

Condition of the Federal

Banking System

Summary

As measured by return on equity (ROE), national
banks and federal savings associations were generally
profitable in fiscal year 2014. System-wide, ROE
stood at approximately 10 percent in the first half of
calendar year 2014, slightly below the level of a
year earlier. While noninterest income fell during that
period, the fall was offset by declines in provisions for
loan and lease losses and noninterest expenses. ROE
at community banks, those with less than $1 billion in
total assets, rose over the same period, on the strength
of higher noninterest income, lower provisions, and
lower noninterest expenses. ROE at midsize banks
edged down, as falling noninterest income more than
offset a modest rise in net interest income. Credit
quality continued to improve throughout the federal
banking system, with charge-off rates for all major

loan categories now at or below their 25-year averages.

Discussion

For the first half of calendar year 2014, net income

at OCC-supervised banks decreased by $1.7 billion
compared with a year earlier. System profitability

as measured by ROE stood at 9.9 percent for the
second quarter, above the 9.4 percent posted a year
earlier but still well below pre-crisis levels. Also in

the second quarter, profitability rose at large banks

and community banks but slipped at midsize banks.
Banks still face pressure on net interest margins (NIM)
because of the unprecedented length and duration of

55 Only data for the first half of calendar year 2014 were available

by publication deadline. This section of the Annual Report presents
consolidated data for national banks and federal savings associations,
reflecting the expansion of the OCC’s mission under Dodd—Frank.

the low interest rate environment. Compared with a
year ago, however, fewer midsize and community
banks experienced NIM compression. The factors
supporting earnings over the past several years, mainly
falling loan-loss provisions and cost cutting, are not
likely to be sustainable sources of profit growth.

Operating profit. Pre-provision net revenues fell

by $6.0 billion (6.3 percent) in the first half of 2014
compared with the first half of 2013. Noninterest
income, largely in the form of fees on bank products
and services, fell by $9.0 billion, noninterest expense
fell by $2.5 billion, and net interest income rose by
$0.5 billion, reflecting modest loan growth. A

$3.9 billion drop in provision expenses also boosted
pretax net income.

Loan-loss provisions, which have declined since 2009,
are now running at only two-thirds the level of net
charge-offs. As a share of total loans, provisions stand
at a three-decade low and may not have much more
room to fall. The low level of provisions is a matter of
supervisory focus.

Pressure is likely to continue on net interest income,
the main source of revenue for most banks. Loan
volume is growing again, but in the first half of 2014
declining loan yields (due to the low interest rate
climate) offset slightly higher loan volume for the
federal banking system as a whole.

Community banks have narrowed the gap in ROE
with larger banks. In the first half of 2014, net interest
income for community banks rose 3.3 percent on a
4.4 percent increase in loans on the books. Smaller
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banks have not been as successful as their larger
peers, however, in reducing noninterest expenses,
some of which are attributable to higher compliance
and regulatory costs. Further, the steady decline in
provisions that has boosted net income for several
years must reverse at some point.

Loan performance. Loan performance has improved
steadily over the past four years. For all major loan
categories, charge-off rates declined again in the first
half of 2014 compared with a year earlier, and are now
below their 25-year averages.

To strengthen their positions, many banks increased
the amount and quality of capital and raised their
liquidity over the last several years. The result is a
stronger banking system than exis