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INTRODUCTION 

1. Jones Day, legal counsel for Financial Guarantee Insurance Corp. 

(“FGIC”), has asked me to assess the process that led to an $8.7 billion settlement of 

breach of representation and warranty claims (referred to herein as the “Proposed 

Settlement”)1 between Residential Capital, LLC (“ResCap”) and its subsidiaries 

(collectively, the “Debtors”), Ally Financial Inc. (“AFI”), and a group of institutional 

investors represented by Ms. Kathy Patrick and Mr. Talcott Franklin.  My opinion and 

analysis focus on (i) the sufficiency of the process for determining the amount of the 

Proposed Settlement, (ii) the involvement and interaction of key participants in the 

deliberations regarding the Proposed Settlement, (iii) the governance and corporate 

controls overseeing the communications during the settlement process, (iv) the approval of 

the amount of the Proposed Settlement, and (v) the expert report submitted by Mr. Frank 

Sillman. 

2. This report presents my expert observations and conclusions, based on my 

education and professional experience in the area of risk management and corporate 

governance. 

3. I reserve the right to revise the opinions set forth in this report based on 

additional relevant information that may be made available. 

4. I am being compensated at my standard rate of $500 per hour for my work 

on this assignment. 

                                                 
1 The “Proposed Settlement” refers to two substantially identical RMBS Trust Settlement 
Agreements, one between the Debtors and a group of the Debtors’ creditors led by Ms. 
Kathy Patrick, and one between the Debtors and a group of the Debtors’ creditors led by 
Mr. Talcott Franklin Group [Docket No. 1887].  Prior versions of the Settlement were filed 
on June 11, 2012 [Docket No. 320] and August 15, 2012 [Docket No. 1176]. 
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 2  

QUALIFICATIONS 

5. I am currently employed at the Robert H. Smith School of Business at the 

University of Maryland, where I hold the titles of Tyser Teaching Fellow in the Finance 

Department and Executive-in-Residence.  I have been employed with the University of 

Maryland since July 2009.   

6. I have written extensively on public policy issues surrounding risk 

governance during the mortgage crisis as well as other mortgage-related origination, 

securitization and servicing practices during and after the financial crisis.  For instance, I 

was commissioned by the Acting Director of the Office of Financial Research, U.S. 

Treasury Department to conduct a study of risk governance best practices, which study 

appeared as a feature article in the Global Association of Risk Professionals (GARP) Risk 

Professional Magazine, “Incentives, Behaviors and Cognitive Bias in the Risk Function”, 

Global Association of Risk Professionals Risk Professional Magazine, April 2012.  I was 

also commissioned by the Mortgage Bankers’ Association Research in Housing America 

to conduct a study on risk management practices during the mortgage crisis: Anatomy of 

Risk Management Practices in the Mortgage Industry: Lessons for the Future; Mortgage 

Bankers Association, Research Institute for Housing America Study, 2010.  I am under 

contract by John Wiley and Sons to write a textbook entitled, Fundamentals of Financial 

Risk Management, which is in process.  And I write a weekly column in the American 

Banker on risk governance, banking, regulatory reform and risk management issues. 

7. Before assuming my current position at the University of Maryland, I was 

employed at Citigroup as Managing Director and Chief Risk Officer for the US Consumer 

Lending Group, where I oversaw risk management of Citigroup’s held-for-investment 
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 3  

portfolio of first mortgage loans, home equity lines of credit, student and auto loans, an 

approximately $400 billion portfolio at the time.  In that capacity, I had responsibility over 

such activities as loan credit policy, loan loss reserving, counterparty risk management, 

portfolio performance reporting, default and collections strategy and credit risk modeling, 

among other things.  In that capacity, I interacted closely with business, finance and legal 

colleagues on matters relating to representation and warranty (“R&W”) breaches with 

other counterparties. I was employed at Citigroup from November 2007 until July 2009.  

8. In addition to my tenure at Citigroup, I have held senior executive roles at 

two other major mortgage lenders:  Countrywide Bank and Washington Mutual 

(“WaMu”).  At Countrywide Bank, where I was employed from February 2004 to 2007, I 

served as Managing Director and Chief Risk Officer for the bank’s approximately $100 

billion held-for-investment portfolio of mortgages.  In that capacity, I was responsible for 

credit and market risk management, was the bank management liaison to the Board Credit 

Committee, and frequently presented at the Countrywide Financial Corp., Board Credit 

Committee as well.  My areas of focus at Countrywide included loan loss reserving 

activity, portfolio performance reporting, credit policy development, mortgage analytics, 

and market, interest rate and liquidity risk management, among other things.  During this 

time, I also served as a dual employee of the parent entity Countrywide Financial Corp. 

and its subsidiary Countrywide Bank.  At WaMu, I served as Chief Credit Officer from 

February 2007 to November 2007, where I had responsibility for corporate credit oversight 

of the approximately $300 billion mortgage, retail, credit card and commercial lending 

divisions of the company.  I served as management co-liaison to the Board Finance and 

Credit Committee. 
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9. Prior to my banking experience, I was employed at Fannie Mae from 

October 1993 to July 1994 and at Freddie Mac from January 1996 to February 2004, where 

I held various management positions in risk management.  At Freddie Mac, for example, I 

headed mortgage credit policy, mortgage analytics and model deployment group.  In these 

positions, I interacted frequently with senior management of other large mortgage lenders 

in negotiating terms of business for sale of mortgages to Freddie Mac and in developing 

pricing and credit structuring alternatives. 

10. I was employed as a financial economist with the Office of Thrift 

Supervision from February 1991 to October 1993 and from July 1994 to January 1996.  In 

that capacity, I conducted empirical research on the mortgage industry and thrift institution 

cost structure and profitability. 

11. I earned a Ph.D. from Cornell University in the field of financial economics 

in 1985.  I also hold a B.S. degree in economics and public policy from the University of 

Denver, which was conferred  in 1979. 

12. My expertise relevant to this matter relates to risk governance, the R&W 

process, and controls and mortgage credit risk analytical methods based on my academic, 

banking, and regulatory experience and training. 

13. A copy of my curriculum vitae is attached as Exhibit A to this report. 

MATERIALS RELIED UPON 

14. In forming my opinions presented in this report, I reviewed and considered 

the documents listed in Exhibit B. 
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SUMMARY OF OPINIONS 

15. My opinion is that the process surrounding the Proposed Settlement 

suffered from (i) numerous deficiencies surrounding corporate and risk governance, (ii) an 

underlying failure to conduct a comprehensive internal assessment of R&W exposure 

specific to the residential mortgage-backed securities (“RMBS”) trust deals in question, 

and (iii) a lack of sufficient empirical evidence and analysis to support the final Proposed 

Settlement amount of $8.7 billion.  The basis for this determination is as follows:   

(i) The process for informing the ResCap Board of Directors (the 
“ResCap Board” or the “Board”) as to the negotiation and terms of 
the Proposed Settlement was not consistent with corporate 
governance best practices, industry norms, or the guidelines 
generally applicable to bank directors.   

(ii) The ResCap Board was given insufficient time and information with 
which to meaningfully evaluate the Proposed Settlement.  In 
addition, at times there appeared to be potential conflicts of interest 
of ResCap Board members that contributed to breakdowns in 
effective board governance. 

(iii) The negotiations concerning the Proposed Settlement appear to have 
been led by individuals largely outside the risk management 
function (and, in fact, outside of ResCap itself).  As a result, 
important information regarding the Proposed Settlement does not 
appear to have flowed to appropriate risk review committees or 
senior risk officers prior to Board review and approval.  By failing 
to involve the risk management organization, which was in the best 
position vis a vis ResCap management to understand the expected 
losses to the deals associated with the Proposed Settlement, ResCap 
could not develop the factual basis necessary for effective arms-
length settlement negotiations. 

(iv) Mr. Frank Sillman’s expert opinion did nothing to remedy the 
Board’s inadequate settlement process.   
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 6  

ANALYSIS 

A. Corporate Governance Deficiencies in ResCap’s Negotiation, Assessment, and 
Approval of the Proposed Settlement 

16. With regard to the ResCap Board’s assessment of the Proposed Settlement, 

it appears that the directors were not afforded sufficient time or provided with sufficient 

analysis to make an informed judgment as to the suitability of the Proposed Settlement for 

ResCap.  In fact, it appears that until the settlement was presented to the Board on May 9, 

2012, some of the directors were unaware that a settlement process was ongoing (and none 

whose depositions I reviewed had substantive knowledge of that process).  The lack of 

information afforded to and deliberation afforded by ResCap’s Board was outside of the 

industry norm, and led to a fundamentally flawed decision-making process. 

17. Various authoritative sources, including a publication released by the Office 

of the Comptroller of the Currency (the “OCC Report,” attached hereto as Exhibit C),2 

provide clear expectations regarding the roles and responsibilities of board members of 

commercial banking institutions.3  In the OCC Report, the Office of Comptroller of 

Currency (“OCC”) outlines a number of fiduciary responsibilities of bank board members 

including a “duty of care” obligation requiring a director to exercise a level of care of “an 

ordinarily prudent person in similar circumstances.”4  Moreover, the “duty of care” 

requires that board members “acquire sufficient knowledge of the material facts related to 

                                                 
2 Office of the Comptroller of the Currency, The Role of a National Bank Director, The 
Director’s Book, October 2010. 
3 Here, the primary regulator for AFI is the Federal Deposit Insurance Corp.  However, the 
OCC has extensive experience in overseeing large complex institutions and as such their 
guidance on Board governance is relevant to this opinion. 
4 OCC Report at 78.  Counsel has informed me that ResCap is a Delaware corporation, and 
that Delaware corporate law imposes a duty of care upon directors.   
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 7  

the proposed transaction, and to thoroughly examine all information available to them with 

a critical eye.”5  Based on the documents available to me in this matter, it is my opinion 

that the Board was unable to render a decision consistent with the “duty of care” 

requirement.   

18. Based on my review of numerous emails and deposition testimony, it is my 

understanding that Timothy Devine, an AFI employee, had a significant role in the 

settlement negotiations leading up to the Proposed Settlement.  The relevant emails and 

deposition testimony also demonstrate that the ResCap Board had limited knowledge of 

the settlement process (which began after Kathy Patrick contacted William Solomon, 

general counsel to AFI, by email on October 17, 2011).  In fact, the ResCap Board does 

not appear to have been formally or fully informed about the settlement process that 

ensued until the May 9, 2012 board meeting—the meeting at which the Board ultimately 

voted to approve the Proposed Settlement.6   

19. My review of the relevant documents and deposition testimony also 

suggests that the Board’s understanding of who was involved in the settlement negotiations 

was incomplete, at best.  For example, John Mack, an independent ResCap Board member, 

testified that he was not aware that AFI played a significant role in driving the negotiations 

(even though the contemporaneous emails and deposition testimony show that Mr. Devine, 

AFI’s general counsel, had a very significant role in leading the negotiations through every 

step).7  Instead, Mr. Mack erroneously believed that the company’s attorneys, Morrison & 

                                                 
5 Id. 
6 Dep. Ex. 9019-61.   
7 See Mack Tr. 41:9-25, 43:19-25 (Nov. 14, 2012).   
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Foerster, were responsible for leading the settlement process from the legal side, and that 

Thomas Marano, the chairman of the ResCap Board, was in charge on a business level.8   

Mr. Marano, however, testified at deposition that he was only generally aware of the 

concepts behind the Proposed Settlement prior to receiving the board meeting documents, 

and he was neither copied on relevant emails nor seemingly involved in the negotiations at 

all.9  It appears that the Board never fully understood or appreciated who was negotiating 

on ResCap’s behalf in the settlement process.10   

20. The Board—who was kept largely in the dark over the (short) course of 

settlement discussions—was ultimately afforded just 52 minutes to consider and approve 

the Proposed Settlement.  ResCap’s outside counsel, Gary Lee of Morrison & Foerster, 

first sent board materials to the Board just 22 minutes ahead of the start of the telephonic 

board meeting.11  These materials, which consisted of only two pages of summary 

information, including a small table describing the Proposed Settlement and key features of 

the RMBS deals (such as cumulative and projected losses and defect rates), were not of 

sufficient detail for Board members to make an informed determination of the factual basis 

for entering into the $8.7 billion Proposed Settlement.  And even if the materials had been 

sufficient, 22 minutes was an insufficient period of time for the Board to review and 

consider the Proposed Settlement.  In my experience, for an issue as significant as the 

                                                 
8 See id. 42:2-21.   
9 Marano Tr. 147:13-150:24 (Nov. 12, 2012).   
10 It also appears that some Board members did not know of the settlement negotiations at 
all.  James Whitlinger, a ResCap Board member, testified that the first time he heard about 
the Proposed Settlement figure of $8.7 billion was when the Board received the meeting 
documents.  Whitlinger Tr. 47:19-24 (Nov. 15, 2012).   
11 Dep. Ex. 9019-60; Marano Tr. 145:23-147:11; Whitlinger Tr. 28:25-31:10.   
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Proposed Settlement, the Board should have had a detailed package of materials at least a 

few days to a week prior to the meeting. 

21. Not only did the Board receive inadequate materials regarding the Proposed 

Settlement, but they also did not take sufficient time to consider it.  The time allocated in 

the agenda for Board discussion of the Proposed Settlement was 30 minutes.12  In my 

opinion, with a typical board meeting having duration between 2-6 hours, 30 minutes for 

discussion of matters of such financial significance as the Proposed Settlement was 

insufficient for constructive dialogue between the Board members and management.13  

And while the minutes to the May 9, 2012 Board meeting reflect that some discussion took 

place with regard to defect rates, the minutes do not describe the nature or extent of any 

discussions.14   

22. In fact, it appears that the Board failed to raise or address issues critical to 

approval of the Proposed Settlement.  To that end, when asked at deposition if he recalled 

whether any Board member had asked Mr. Cancelliere about the source or derivation of his 

defect rates—defect rates being a key assumption underlying the settlement amount—Mr. 

Whitlinger testified that he did not recall any Board member even asking such a question.15   

23. In addition to the defects in time and materials, there appears to be potential 

conflicts of interest at the ResCap Board level.  For example, Mr. Mack testified that he 

was involved in negotiating an agreement between ResCap and AFI to resolve ResCap’s 

                                                 
12 Id.  
13 Corporate Board Member and PricewaterhouseCoopers, What Directors Think: Annual 
Board of Directors Survey, 2009.  
14 Dep. Ex. 9019-61.   
15 Whitlinger Tr. 37:25-38:9. 
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affirmative claims against AFI.16  His testimony reveals that AFI’s goal in these 

negotiations was to shield AFI from any future liability from claims arising on ResCap 

RMBS deals.17  When asked if he understood the fiduciary responsibility he had to ResCap 

unsecured noteholders or other creditors in his negotiations, Mr. Mack indicated that he 

looked at the negotiation on a consolidated basis and not on a legal entity basis (i.e., not on 

the basis of its impact on ResCap alone).18  This testimony leads me to believe that there 

was, at the very least, a significant amount of misunderstanding over the Board’s fiduciary 

responsibility to ResCap, and potential conflicts of interest in negotiating a settlement 

potentially adverse to ResCap with clear benefits to AFI.   

24. The OCC Report includes guidance for bank directors in avoiding conflicts 

of interest.  The OCC Report states that directors with a potential conflict of interest in any 

matter should refrain from any deliberations and voting on such issues.19  Applying the 

OCC’s guidance for bank directors to the facts, the ResCap Board was not in a position to 

fulfill its “duty of care” obligation to serve the interest of ResCap where potential conflicts 

of interest arose on the ResCap Board, undermining the effectiveness of Board members to 

carry out their fiduciary responsibilities to the interests of ResCap stakeholders. 

25. In addition, since the settlement and a plan support agreement providing 

AFI with broad releases had been negotiated and were explicitly tied together, it was 

inappropriate for AFI affiliated directors to participate in the deliberations.  No apparent 

analysis of the potential conflicts was undertaken by the Board or ResCap management.  
                                                 
16 See, e.g., Mack Tr. 99:5-100:7. 
17 See, e.g., id. 84:25-85:5.   
18 See id.  88:11-89:12.   
19 OCC Report at 76.   
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All the Board members voted to approve the Proposed Settlement.20 

B. Risk Oversight and Governance Deficiencies in ResCap’s Negotiations, 
Assessment, and Approval of the Proposed Settlement 

26. Throughout the deposition testimony and documents I have reviewed, there 

are rare references to any senior ResCap executive responsible for independent risk 

management being asked to review or approve the value of the Proposed Settlement.  From 

a corporate governance perspective, organizations that employ risk management best 

practices are best able to assess and manage their risks.  The Federal Reserve, in 

recognition of observed lapses in corporate and risk governance practices at many financial 

institutions, proposed a set of rules requiring more stringent risk controls at the largest 

firms, including establishment of formal risk committees of the board of directors and a 

position of Chief Risk Officer.21  In the case of the Proposed Settlement, without a senior 

risk executive empowered by the Board to provide an independent review of the estimates 

provided by Ms. Patrick, ResCap was severely handicapped in its ability to have a 

balanced discussion on the merits of the $8.7 Proposed Settlement.  Instead, lacking that 

authoritative risk voice, the deliberations ignored important empirical arguments that 

would have affected negotiation of the Proposed Settlement, aligning it with the 

empirically supported R&W reserve estimates that were well below those of the final 

agreed upon settlement amount. 

27. Further, the testimony of Mr. Jeffrey Cancelliere, the primary representative 

from ResCap risk management involved in the Proposed Settlement, reveals several 

                                                 
20 Dep. Ex. 9019-62; see also Dep. Ex. 9019-61. 
21 Federal Reserve System, Enhanced Prudential Standards and Early Remediation 
Requirements for Covered Companies, Federal Register, Vol. 77, No. 3, January 5, 2012. 
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deficiencies in the risk governance process—particularly those related to ResCap’s ability 

to independently vet the Proposed Settlement amount.  AFI and ResCap engaged in a 

shared services business model for various functions, which apparently included risk 

management.22  During the period from November 2011—the start of preliminary 

settlement discussions between Kathy Patrick and ALI/ResCap—to April 2012, Mr. 

Cancelliere reported to Mr. Todd Kushman, an employee of AFI.23  This reporting 

structure—wherein Mr. Cancelliere reported to an AFI superior—created a potential 

conflict of interest.  Mr. Kushman would have controlled Mr. Cancelliere’s compensation 

and employment opportunities, and as such this arrangement undermined the independence 

of the ResCap risk management function.  Ultimately, the structure may have inhibited Mr. 

Cancelliere from meaningfully objecting to a Proposed Settlement that exceeded ResCap’s 

reported R&W reserves. 

28. In fact, Mr. Cancelliere expressed reservations with regard to Ms. Patrick’s 

assumptions regarding default transition rates (roll rates), severity rates and defect rates.24  

His deposition testimony, however, suggests that he did not formally communicate these 

concerns to a senior risk executive at ResCap or to the Mortgage Credit and Operational 

Risk Committee.  In light of the size of the Proposed Settlement, a more formal process for 

vetting the reasonableness of the settlement amount—which allowed ResCap to internally 

vet the amount without its employees fearing reprisals—should have been in place at 

ResCap. 

                                                 
22 Cancelliere Tr. 21:15-22:4 (Nov. 14, 2012).   
23 Id. 20:12-21.   
24 Id. 110:11-111:14, 113:8-25; 122:23-123:16, 124:20-125:14.   
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29. Moreover, aside from the potential conflict issues, it is my opinion that Mr. 

Cancelliere possessed neither the authority nor background to provide any formal strategic 

assessment of the Proposed Settlement from a risk management perspective.  Mr. 

Cancelliere’s focus was solely on the R&W reserve methodology and estimates25 and so he 

was not in a position to provide an authoritative view of the risk issues involved in the 

Proposed Settlement.  And even with the involvement he did have in the process, Mr. 

Cancelliere’s role was to support the process, limited to assisting Mr. Devine and others in 

evaluating Ms. Patrick’s proposed settlement figure and providing background to other 

AFI and ResCap employees actively engaged in the negotiations.26  Mr. Cancelliere was 

asked at a deposition whether, during the settlement negotiations, he opined on an 

appropriate defect rate to apply to the RMBS exposure.  Mr. Cancelliere testified that he 

did not offer such an opinion, and that he instead left that up to the legal professionals.27  

While input from legal staff regarding the contract language relating to R&Ws would be 

warranted in this process, ignoring a key input—namely defect rates to be factored into the 

Proposed Settlement amount—within the purview of risk management, was in my opinion 

a deficiency in the process.  

30. In my opinion, a better settlement process would have engaged and 

informed the senior executive responsible for risk management, and then allowed for a 

                                                 
25 Cancelliere Tr. 21:22-22:4. 
26 For example, Mr. Devine—who as discussed above played a primary role in the 
negotiations—at times directed Mr. Cancelliere’s analysis without informing Mr. 
Cancelliere’s supervisor of the nature of the requests.  A consequence of this lapse in 
communications was to limit the impact of risk management in providing a view on the 
direction of the negotiated Proposed Settlement amount.   
27 Cancelliere Tr. 112:16-113:2.   
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formal evaluation of the settlement amount in the relevant risk and executive committees 

before taking it up directly to the ResCap Board.  Use of this governance model would 

have provided an opportunity to subject the analysis to a broader management discussion 

as well as specifically allowed risk management to formally weigh in on the Proposed 

Settlement.  Moreover, it would probably have improved the rigor of the analysis 

conducted on any settlement amount, which in my opinion was limited.  Despite claims 

that the settlement negotiations were fluid and unfolding quickly, the process should have 

been conducted in such a way as to provide greater opportunity to permit analysis beyond 

what was provided to support the Proposed Settlement. The risk management function 

appears to have had very limited involvement in the settlement process, a process 

deficiency that diminished the communication of any deep comparative analysis of the 

ResCap R&W reserve to proposed settlement amounts.28 

C. Deficiencies in the ResCap Board’s Assessment of the Proposed Settlement 

31. The process by which ResCap analyzed the merits of Ms. Patrick’s initially 

proposed settlement amount of $10 billion was deficient in at least two critical respects.  

First, it appears from the testimony of Mr. Cancelliere and others that the approach taken 

in the settlement evaluation process was to use the initial $10 billion proposal as the 

                                                 
28 Other risk management deficiencies in ResCap’s risk management appeared during the 
settlement negotiation.  Mr. Cancelliere, for example, testified that he did not engage or 
have knowledge of the Quality Assurance Group (“QC”) group’s processes for conducting 
post-funding audits.  Cancelliere Tr. 27:14-17.  Greater interaction between these units 
should have been in place to inform the R&W reserve estimation process.  This lack of 
interaction between the reserve estimation and QC groups further indicates a fragmentation 
of risk management that limited ResCap management from obtaining more accurate 
information with regard to R&W exposures. 
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benchmark by which ResCap would render its settlement decision.29  To that end, at an 

April 25th, 2012 settlement meeting amongst ResCap, AFI and Ms. Patrick, ResCap and 

AFI presented Ms. Patrick with a document30 showing differing loss outcomes ranging 

from $3 billion to $6 billion on the 392 ResCap RMBS deals—derived from defect rates 

that were not derived from the deals in question.  ResCap should have started settlement 

discussions based on its own estimates regarding the possible losses related to  R&W 

litigation, repurchase obligations, and related claims (i.e., losses between $0 - $4 billion 

over existing accruals).31   

32. Second, ResCap failed to perform an appropriate level of due diligence in 

understanding material deviations between the Bank of America loans used in developing 

Ms. Patrick’s initial $10 billion settlement figure and the ResCap loans specific to reaching 

a RMBS trust settlement.32  Ms. Patrick relied heavily on the Bank of America settlement 

in deriving her $10 billion demand to ResCap.  But understanding material differences in 

the risk profile of these two populations is critical to determining any adjustment for 

settlement purposes.  

33. There is correspondence involving ResCap personnel suggesting that the 

Bank of America deals performed worse than the ResCap deals.33  That issue appears not 

to have been aggressively pursued during the course of the negotiations and yet would 

                                                 
29 Cancelliere Tr. 119:23-122:12.   
30 Dep. Ex. 9019-19. 
31 Dep. Ex. 9019-94, Mack Tr. 49:4-51:5; see also Dep. Ex. 9019-93.   
32 Important factors driving the settlement were estimated lifetime loan losses and defect 
rates.   
33 Dep. Ex. 9019-144; RC-9019_00060347-49.     
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have been a major factor explaining differences in lifetime losses between the two 

populations of loans.  ResCap should have requested more details on key risk 

characteristics of the Bank of America pools, such as percentage low documentation, 

percentage investor-owned, origination channel distributions, geographic distributions, 

percent piggyback second liens, along with other factors such as product mix that was 

provided.  Such information, even if provided at a highly aggregated level, could have 

provided ResCap with greater insight into the relative risk of its loans to those reflected in 

the Bank of America agreement secured by Ms. Patrick.   

34. Ms. Patrick assumed a lifetime loss on the ResCap deals in question of 

$48.7 billion versus the estimated lifetime loss rate of $44.1 billion reported by ResCap 

applying standard default models in place at the time for estimating their reserve.  The 

burden should have been on Ms. Patrick to show why her estimate was valid given that the 

ResCap estimate was consistent with the approach used in their public disclosures of R&W 

reserves.  Instead, the higher estimate of $48.7 billion was derived in part from historical 

losses during a more severe economic period (2007-2009) than the loans in question for 

the Proposed Settlement, which were subject to a more favorable economic environment 

and hence would be expected to perform better.  Application of historical roll rates was 

significantly higher than the forward-looking roll rates suggested by Mr. Cancelliere.34  

Further, Ms. Patrick’s loss estimates were affected by assumptions regarding loss severities 

that reflected a harsher home price environment than what the ResCap collateral would 

experience going forward.  

35. ResCap’s efforts to compute an implied defect rate assuming ResCap’s 

                                                 
34 Cancelliere Tr. 196:11-21.   
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estimated lifetime losses of $44.1 billion and the initial settlement amount of $10 billion 

further reflected ResCap’s inability to compare its potential repurchase risk on the RMBS 

deals to the initial settlement amount.  ResCap did not assess the validity of the proposed 

defect rate using its own QC findings (which should have been performed), but instead 

assessed its validity using the initial settlement amount as the base for comparison.  This 

approach contravenes accepted industry practice, which would have relied upon derived 

internal estimates of defect rates based on loan file reviews on the specific deals in 

question.   

D. The Expert Opinions of Frank Sillman Did Not Remedy the Board’s 
Inadequate Settlement Process 

36. ResCap has submitted two declarations from Mr. Frank Sillman, a 

purported expert, opining on the reasonability of the final negotiated Allowed Claim of 

$8.7 billion.35  Mr. Sillman was retained and began to analyze the Proposed Settlement 

only after ResCap agreed to it.36  Therefore, Mr. Sillman’s post hoc analysis, even if it 

were reliable, which it is not, did nothing to remedy the Board’s inadequate settlement 

process.   

37. Mr. Sillman’s analysis, was in fact unreliable because the model he used to 

predict loan level losses was inadequate and the factors he used to determine a “loss share 

rate” are unverifiable.  First, Mr. Sillman provides a loan level loss analysis using an 

                                                 
35 Declaration of Frank Sillman in Support of Debtors’ Motion Pursuant to Fed. R. Bankr. 
P. 9019 for Approval of the RMBS Trust Settlement Agreements, Docket Nos. 320-8 and 
1664-2, June 11, 2012 (the “Original Sillman Declaration”); Supplemental Declaration of 
Frank Sillman in Support of Debtors’ Motion Pursuant to Fed. R. Bankr. P. 9019 for 
Approval of the RMBS Trust Settlement Agreements, Docket No. 1664-3, September 28, 
2012 (the “Supplemental Sillman Declaration”). 
36 Sillman Tr. 25:21-23;104:16-23. 
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industry standard model that was not built using ResCap specific loans.37  While such 

models are used in the industry, Mr. Sillman provides no information on how well the 

model accurately predicts losses for ResCap-specific loans.  Instead, Mr. Sillman should 

have relied upon the modeled losses used for reporting the ResCap R&W reserve. 

38. Second, much of Mr. Sillman’s analysis is unverifiable.  Mr. Sillman 

testified that some of his calculations were done “in [his] head” or based on his 

“professional experience.”38  Mr. Sillman has also not provided sufficient support for many 

of the factors that feed into his  “loss share rate,” which is comparable to the defect rate 

described in the Proposed Settlement.39  For example, the audit rates Mr. Sillman provides 

are not tied to specific ResCap loans nor has Mr. Sillman provided any corroborating 

evidence to support why these audit rates would be applicable to ResCap. 40  Similarly, the 

demand rates Mr. Sillman provides are based solely on his experience and do not have 

empirical support.41  Mr. Sillman also calculates breach rates for the ResCap trusts by 

comparing them to two other repurchase experiences:  Bank of America and Lehman 

Brothers Holdings, Inc.42  Even though the breach rates Mr. Sillman assigns to the ResCap 

trusts are comparatively high, he fails to analyze how or why he chose those higher rates.  

In sum, I am unable to substantiate Mr. Sillman’s opinion that the $8.7 billion Allowed 

                                                 
37 Supplemental Sillman Declaration, ¶ 4.   
38 Sillman Tr. 291:4-293:17; 225:18-228:16. 
39 The loss share rate is determined from several factors, including “breach rates,” “agree 
rates,”   and “audit rates.”  Please see the Original Sillman Declaration, ¶¶ 44-63, for Mr. 
Sillman’s explanation of these terms.  
40 Original Sillman Declaration, ¶¶ 47-54.  
41 Id. at ¶ 56.  
42 Id. at ¶¶ 57-58.   
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Claim is reasonable based on his testimony and two declarations. 

CONCLUSION 

39. Based on discovery documents reviewed to date, I conclude that the 

processes surrounding ResCap’s assessment and approval of the Proposed Settlement were 

deficient and did not allow ResCap management to evaluate ResCap’s potential risk 

exposure to such claims in a full and fair manner.  Moreover, the ResCap Board did not 

have sufficient time or information to review the Proposed Settlement before rendering a 

decision.  These process deficiencies contributed to the ResCap Board approving an 

Allowed Claim that was significantly higher than estimates drawn from ResCap’s own 

experience.  The expert opinion of Frank Sillman, who ResCap only hired after the 

Proposed Settlement was approved by the Board, did nothing to remedy the Board’s 

inadequate settlement process. 

* * * 

40. This report sets forth only a summary of the testimony I expect to provide at 

a hearing or trial.  I reserve the right to supplement or amend this report should additional 

information become available. 

 

Respectfully submitted, 

 
 
/s/ Clifford V. Rossi   
Clifford V. Rossi  
 
Dated:  December 3, 2012  
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Clifford Victor Rossi 
9609 Watkins Rd    (301) 253-4055 - Home 

Gaithersburg, MD 20882   (301) 908-2536 - Work 

crossi@rhsmith.umd.edu - e-mail 

 

 

Professional Experience 

 

University of Maryland, Robert H. Smith School of Business 

 

Tyser Teaching Fellow and Executive-in-Residence, 7/2009 - present 

Managing Director, Center for Financial Policy, 7/2009 - 7/2011 

 

Adjunct Finance Faculty, (1995 - 2003) – concurrent with Freddie Mac experience 

 

 Courses taught at undergraduate and graduate level include 

o Derivatives 

o Fixed-Income Securities 

o Computational Finance 

o Financial Institutions Management 

o Investments Management 

o Asset-Backed Securitization (designed as new course offering) 

o Financial Engineering Independent Study - Development of a Mortgage 

Cash Flow Simulation Model 

 Book under contract with John Wiley & Sons, Inc. titled; Fundamentals of 

Financial Risk Management. 

 

 

Citigroup 

Consumer Lending Group/Real Estate Lending Group 

 

Managing Director, Chief Risk Officer, 11/2007 – 7/2009 

 

 Responsible for managing North America credit risk exposure for a $300+B 

portfolio of 1
st
 and 2

nd
 mortgage, auto and student loans for the Consumer 

Lending Group, Citimortgage, Citibank, and Citifinancial legal entities 

 Provided strategic risk direction for portfolio asset disposition and originations 

 Functional responsibility over credit policy, credit portfolio management, $6.5B 

loan loss reserve, loss forecasting, stress testing, and risk mitigation strategy 

 Managed an organization of 700 professionals (7 direct reports) with an annual 

budget of $100+MM. 

 Oversaw development of analytical tools and models for integrated risk 

management and mortgage valuation including stochastic cash flow simulation, 

pricing and structuring models and underwriting and collections scorecards 
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 Developed a statistical arbitrage initiative designed to leverage proprietary 

customer data for identifying market trading opportunities 

 Provided strategic direction along with capital markets and market risk heads on 

macro- and micro-hedging strategies on the mortgage portfolio 

 Advised business heads on credit risk strategy including P/L and balance sheet 

impacts from market dislocations relating to securitization, credit risk transfer as 

well as counterparty exposures. 

 Provided strategic direction to credit managers of global mortgage portfolios 

totaling $40+B. 

 Member of Citi Mortgage Inc. Board of Directors, and Finiti (joint venture) Board 

of Directors 

 

 

Washington Mutual – (WaMu) 

 

Senior Vice President, Chief Credit Officer, 2/2007 – 11/2007 

 Responsible for enterprise credit risk strategy, credit risk and portfolio 

management, counterparty credit risk, credit policy and related functions including 

portfolio analytics and loan review for WaMu’s $300B portfolio of mortgages, 

commercial real estate, retail and small business loans and credit cards 

 Advised ALCO, the Executive Committee, business heads and their credit 

organizations on strategic credit issues including credit risk profile and risk 

tolerance as well as chair the Bank’s Credit Risk Management Committee. 

 Directly responsible for managing WaMu’s $1.6B Allowance for Loan and Lease 

Loss reserves process and chair WaMu’s Credit Reserves Committee 

 Served as senior management liaison to Board Finance Committee  

 Designed and established operational controls, standard performance reporting 

processes, and other ongoing review processes  

 Served as WaMu’s spokesperson to external constituencies including securities 

analysts, external auditors, OTS, consumer groups, and others regarding WaMu’s 

credit quality and lending activities. 

 Jointly with the Chief Market Risk and Operational Risk Officer developed 

economic capital allocations for credit  

 Managed an organization of 140 professionals including 8 direct reports. 

Completed major restructuring within the group that improved roles and 

responsibilities between business risk areas and corporate functions as well as 

efficiency (12% reduction in overall expenses) 
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Countrywide Financial Corporation/Countrywide Bank 

 

Managing Director, Chief Risk Officer 

Countrywide Bank, 8/2005 – 2/2007 

 

Executive Vice President, Chief Credit Officer 

Countrywide Bank, 2/2004 – 8/2005 

 Board-delegated authority for managing credit and interest rate risk for the Bank’s 

$100 billion residential and commercial loan portfolio.  Bank management liaison 

to Bank and CFC Board of Directors Credit Committees as well as primary point 

of contact for external party reviews of Bank credit and interest rate risk including 

rating and regulatory agencies 

 Developed credit and interest rate risk infrastructure for a top 10 National Bank, 

building an organization of 125 employees focused on integrated risk 

management, mortgage credit policy, portfolio management, credit risk transfer, 

asset-liability management, appraisal management and model development 

 Led enterprise Basel II Advanced – IRB capital initiative including development 

of capital methodologies for residential and commercial credit exposures, 

securitizations and market, credit and operational risk aggregation 

 Responsible for developing enterprise-wide constrained portfolio optimization 

capability for asset selection and disposition (Held-for-Investment/Held-for-Sale) 

and liability structure management leveraging risk-adjusted return 

(EVA/RAROC) and economic capital capabilities 

 Managed enterprise credit risk transfer strategy and valuation group.  Developed 

analytic tools and strategies for transferring credit risk via mortgage insurance, 

credit default swaps, senior-sub structures and related mechanisms 

 Oversaw development of credit and interest rate risk models including stochastic 

mortgage cash flow competing risk default and prepayment models for credit 

portfolio valuation and credit-VaR (Value-at-Risk), automated underwriting and 

behavioral scorecards, credit enhancement and portfolio optimization models, 

ALM and deposit pricing models 

 Oversaw ALM and ALCO processes for the bank including recommendation and 

reporting of market-VaR and liquidity tolerances, hedging, convexity, 

prepayment, net interest income, and embedded option and volatility analysis 

 Developed methodology and managed Bank allowance for loan and lease loss 

reserves 

 Developed and managed counterparty credit department and led the effort to 

develop a consistent enterprise-wide risk grading framework for counterparty 

credit risk assessment 

 Developed and approved credit underwriting guidelines, appraisal policy, quality 

control and fraud detection activities for Bank products including HELOCs, fixed-

rate second lien mortgages, PayOption ARMs, Hybrid ARMs, reverse mortgages, 

builder finance, and commercial real estate loans 

 Established housing and economic outlook group to conduct housing market 

surveillance 
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Freddie Mac 

 

Senior Director, Mortgage Analytics & Model Deployment, 1/98 – 2/2004 

 

Principal/Senior Economist, 1/96 – 1/98 

 Led a group of financial engineers, econometricians and financial analysts who 

provided analytic solutions to mortgage credit risk and pricing business problems   

 Adapted complex proprietary financial simulation models of mortgage credit and 

prepayment risk for valuing nonstandard financial contracts including various 

types of derivatives such as call options, credit swaps, and other credit 

enhancements 

 Developed risk-adjusted return and economic capital capabilities for assessing the 

$600B+ Single Family mortgage portfolio 

 Responsible for development of mortgage credit policy guidelines for single 

family business 

 Managed credit portfolio quality group responsible for monitoring credit 

performance including measurement of life cycle delinquency and losses 

 Developed mortgage credit risk models for use in Freddie Mac’s Loan Prospector 

automated underwriting system.  Had a major role in developing Risk Grade 

Evaluator (RGE) for scoring jumbo and subprime loans.   Took the lead role in 

developing scorecards for FHA and VA mortgages, the first scorecards of that 

kind in the government mortgage market 

 Responsible for development, analysis and implementation of scorecard cutoff 

and override policies for Freddie Mac’s conventional scorecard 

 

 

Office of Thrift Supervision (OTS) 

 

Senior Financial Economist, (2/91 - 10/93 & 7/94 - 1/96) 

 Responsible for conducting empirical research and short-term policy analysis on 

issues affecting financial institutions and markets   

 Research interests included the determinants of thrift industry derivatives use and 

interest rate risk, credit/interest rate risk tradeoffs and capital requirements, 

industry consolidation and cost economies, and the economics of low income 

lending  

 Short-term projects included analysis of thrift interest-rate risk exposure to risk-

controlled arbitrage strategies, the value of thrift goodwill (this analysis was 

introduced as evidence in the Glendale Federal Supreme Court case on goodwill), 

and privatization of Freddie Mac and Fannie Mae   

 Frequent communication to the OTS Director and senior staff on various agency 

issues (e.g., provided analysis for Congressional testimony by the Director on 

reforming the Federal Home Loan Bank System, bank/thrift charter merger, and 

resolving the BIF/SAIF premium disparity) 
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Fannie Mae 

 

Financial Economist, (10/93 - 7/94) 

 Responsible for conducting a program of original research analyzing default 

incidence and loss severity for guarantee fee pricing  

 Developed and completed a statistical analysis designed to distinguish the 

underwriting performance of lenders, brokers, and correspondents based on 

Fannie Mae’s book of business 

 Other duties included estimation of pool level prepayment models as part of the 

GSE capital stress test requirements 

 Initiated and completed an empirical analysis of the cost structure implications 

from Fannie Mae seller consolidation 

 

 

Economic Research Service (ERS)/US Treasury Department Office of Domestic Finance 

 

Senior Financial Economist, (10/85 - 2/91) 

 Served as agency expert on financial institutions and markets affecting rural 

America 

 Developed a publication synthesizing the performance and trends of financial 

institutions and markets serving rural areas and current research on these issues  

 Conducted empirical research on such issues as commercial bank and thrift cost 

structure and capitalization, mortgage prepayment, and secondary market 

participation in rural and agricultural credit markets 

 

Education 

  

 Ph.D. - Cornell University 1985 

  Financial Economics major field, quantitative methods, finance subfields 

 

 M.S. -  Cornell University 1983 

                        Financial Economics major field, finance subfield 

 

 B.A. -  University of Denver (conferred) 1979 

  The George Washington University  

  Economics and Public Affairs majors, overall GPA 3.70 

 

 

Selected Publications/Presentations 

 

Global Systemic Risk Since the Financial Crisis - A Framework for Understanding the 

Effectiveness, Impacts and Harmonization of Macroprudential Regulation, Deloitte White 

Paper, July 2012. 
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“Incentives, Behaviors and Cognitive Bias in the Risk Function”, Global Association of 

Risk Professionals Risk Professional Magazine, April 2012. 

 

Forging Best Practices in Risk Management, Mark J. Flannery, Paul Glasserman, David 

K.A. Mordecai and Clifford Rossi, Office of Financial Research Working Paper No. 2-

2012, March 2012. 

 

Procyclical versus Countercyclical Policy Effects on Financial Markets, Financial 

Services Roundtable, Cluff Fund Trustees White Paper, 2011. 

 

“Lessons in Mortgage Risk-taking: Implications for Mortgage Insurance and QRM,” 

keynote presentation to Radian Guaranty Board of Directors, August 2011. 

“QRM Rule Should Recognize Life is Full of Tradeoffs,” American Banker Op Ed, 

August 1, 2011. 

 

Risk-Adjusted Performance: Lessons from the Financial Crisis, Journal of Structured 

Finance, Summer 2011, Vol. 17, No. 2, pp. 28-35. 

 

Mortgage Insurance: A Case for QRM Eligibility, White Paper, July 2011. 

 

Toward Comprehensive GSE and Housing Finance Reform, Journal of Business and 

Technology Law, June 2011. 

 

Implications of Prompt Corrective Action for Credit Unions, White Paper, June 2011. 

 

Frameworks for Systemic Risk Monitoring, Pew Foundation Report, Conference Co-

Organizer, 2011. 

 

Countercyclical Policy Effects on Banking, Financial Services Roundtable, Cluff Fund 

Trustees White Paper, 2011. 

 

Analysis of CFTC Proposed Position Limits on Commodity Index Fund Trading, Center 

for Financial Policy White Paper, March 2011. 

 

Assessing the Impact of Proposed Fed Debit Interchange Fees, Financial Services 

Roundtable, Cluff Fund TrusteesWhite Paper, 2011. 

 

The Impact of Brokered Deposits on Bank Failure, Financial Services Roundtable, Cluff 

Fund TrusteesWhite Paper, 2010. 

 

Anatomy of Risk Management Practices in the Mortgage Industry: Lessons for the 

Future; Mortgage Bankers Association, Research Institute for Housing America Study, 

2010, Journal of Business and Technology Law, forthcoming May 2011. 
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“Mortgage Banking Issues – A Banker’s Perspective,” presentation to OCC National 

Bank Examiners Conference, 2008. 

 

“Integrated Risk Management: An Emerging Paradigm for Balance Sheet Management,” 

presentation to FFIEC Capital Markets Specialists Symposium, 2008. 

 

“Best Practices in Managing Credit and Interest Rate Risk in a Residential Mortgage 

Portfolio,” presentation to OCC National Bank Examiners Conference, 2005. 

 

“Mortgage Banking Cost Structure: Resolving an Enigma,”  Journal of Economics and 

Business, April 1998. 

 

“The Characteristics of Derivatives Users: An Analysis of the Thrift Industry,” Journal of 

Economics and Business, 49:587-598, 1997. 

 

“Automated Underwriting of FHA Mortgages: Forging a Strategic Partnership Between 

Freddie Mac and FHA,” presentation at the Credit Scoring Control V Conference, 

University of Edinburgh Management School, Edinburgh, Scotland, 1997. 

 

“An Empirical Comparison of Linear Probability and Logit Models of Mortgage 

Default,” presentation at the Credit Scoring Control V Conference, University of 

Edinburgh Management School, Edinburgh, Scotland, 1997. 

 

“The Economics of Low-Income Mortgage Lending,” Journal of Financial Services 

Research, 11:169-188, 1997. 

 

“Statistical Evidence of Mortgage Redlining? A Cautionary Tale,” Journal of Real Estate 

Research, 1995. 

 

“Reasons for Caution in Statistical Testing for Redlining,” Fair Lending Analysis, A 

Compendium of Essays on the Use of Statistics, American Bankers Association, 1995. 

 

“Implications of FIRREA on Thrift Industry Cost Structure,” Journal of Financial 

Services Research, 8:29-44, 1994. 

 

“Lender Underwriting Performance Effects on Guarantee Fees,” Fannie Mae Working 

Paper, 1994. 

 

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 30 of 161



 

 
 
 
 

EXHIBIT B 
 
  

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 31 of 161



 

 -1-  

Materials Considered for the Expert Report of Dr. Clifford Ross 
 

 Description 
  
 Bates Numbered Documents (by starting Bates number) 
1 RC-9019_00033237 
2 RC-9019_00033288 
3 RC-9019_00046270 
4 RC-9019_00047609 
5 RC-9019_00047796 
6 RC-9019_00047807 
7 RC-9019_00047808 
8 RC-9019_00047809 
9 RC-9019_00047811 
10 RC-9019_00047812 
11 RC-9019_00047822 
12 RC-9019_00047866 
13 RC-9019_00047906 
14 RC-9019_00047917 
15 RC-9019_00047918 
16 RC-9019_00047942 
17 RC-9019_00048010 
18 RC-9019_00048011 
19 RC-9019_00048021 
20 RC-9019_00048067 
21 RC-9019_00048597 
22 RC-9019_00048948 
23 RC-9019_00048950 
24 RC-9019_00048954 
25 RC-9019_00048969 
26 RC-9019_00048970 
27 RC-9019_00048984 
28 RC-9019_00048987 
29 RC-9019_00048989 
30 RC-9019_00049082 
31 RC-9019_00049104 
32 RC-9019_00049153 
33 RC-9019_00049155 
34 RC-9019_00049157 
35 RC-9019_00049164 
36 RC-9019_00049175 
37 RC-9019_00049196 
38 RC-9019_00049218 
39 RC-9019_00049221 
40 RC-9019_00049398 
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41 RC-9019_00049486 
42 RC-9019_00049668 
43 RC-9019_00050226 
44 RC-9019_00050237 
45 RC-9019_00050246 
46 RC-9019_00050306 
47 RC-9019_00050446 
48 RC-9019_00050455 
49 RC-9019_00050457 
50 RC-9019_00050460 
51 RC-9019_00050701 
52 RC-9019_00050824 
53 RC-9019_00050845 
54 RC-9019_00051061 
55 RC-9019_00051166 
56 RC-9019_00051758 
57 RC-9019_00051840 
58 RC-9019_00053075 
59 RC-9019_00053078 
60 RC-9019_00053225 
61 RC-9019_00053767 
62 RC-9019_00053777 
63 RC-9019_00054289 
64 RC-9019_00054290 
65 RC-9019_00054306 
66 RC-9019_00054324 
67 RC-9019_00054327 
68 RC-9019_00054670 
69 RC-9019_00055347 
70 RC-9019_00055348 
71 RC-9019_00055420 
72 RC-9019_00055572 
73 RC-9019_00055615 
74 RC-9019_00055651 
75 RC-9019_00056315 
76 RC-9019_00056316 
77 RC-9019_00057131 
78 RC-9019_00057135 
79 RC-9019_00058226 
80 RC-9019_00058227 
81 RC-9019_00058305 
82 RC-9019_00060264 
83 RC-9019_00060265 
84 RC-9019_00060347 
85 RC-9019_00060360 
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86 RC-9019_00060783 
87 RC-9019_00060789 
88 RC-9019_00060790 
89 RC-9019_00060793 
90 RC-9019_00060867 
91 RC-9019_00060878 
92 RC-9019_00060884 
93 RC-9019_00060927 
94 RC-9019_00061237 
95 RC-9019_00061255 
96 RC-9019_00061411 
97 RC-9019_00061424 
98 RC-9019_00061443 
99 RC-9019_00061928 
100 RC-9019_00062057 
101 RC-9019_00062411 
102 RC-9019_00062636 
103 RC-9019_00063333 
104 RC-9019_00067799 
105 RC-9019_00067802 
106 RC-9019_00067839 
107 RC-9019_00068842 
108 RC-9019_00069517 
109 RC-9019_00069899 
110 RC-9019_00069941 
111 RC-9019_00071068 
112 RC-9019_00071130 
113 RC-9019_00071503 
114 RC-9019_00075649 
115 RC-9019_00076081 
116 RC-9019_00076084 
117 RC-9019_00076085 
118 RC-9019_00076306 
119 RC-9019_00081505 
120 RC-9019_00081506 
121 RC-9019_00081564 
122 RC-9019_00081565 
123 RC-9019_00081583 
124 RC-9019_00081627 
125 RC-9019_00081628 
126 RC-9019_00084074 
127 RC-9019_00084088 
128 RC-9019_00084089 
129 RC-9019_00084876 
130 RC-9019_00085110 
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131 RC-9019_00085111 
132 RC-9019_00085112 
133 RC-9019_00085116 
134 RC-9019_00087082 
135 RC-9019_00087083 
136 RC-9019_00087139 
137 RC-9019_00087174 
138 RC-9019_00087983 
139 RC-9019_00087984 
140 RC-9019_00088967 
141 RC-9019_00089208 
142 RC-9019_00089209 
143 RC-9019_00089210 
144 RC-9019_00089211 
145 RC-9019_00089373 
146 RC-9019_00089375 
147 RC-9019_00089378 
148 RC-9019_00090060 
149 RC-9019_00090063 
150 RC-9019_00090064 
151 RC-9019_00090149 
152 RC-9019_00090150 
153 RC-9019_00090199 
154 RC-9019_00090200 
155 RC-9019_00090213 
156 RC-9019_00092054 
157 RC-9019_00092056 
158 RC-9019_0048003 
159 TFCP_0000088 
160 TFCP_0000089 
161 TFPC_0000016 
162 TFPC_0000308 
163 TFPC_0000437 
  
 Pleadings and Case-Related 
164 Declaration of Frank Sillman in Support of Debtors’ Motion Pursuant to Fed. R. 

Bankr. P. 9019 for Approval of the RMBS Trust Settlement Agreements, Docket 
Nos. 320-8 and 1664-2, June 11, 2012. 

165 Supplemental Declaration of Frank Sillman in Support of Debtors’ Motion Pursuant 
to Fed. R. Bankr. P. 9019 for Approval of the RMBS Trust Settlement Agreements, 
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PREFACE
�

A bank’s board of directors plays a critical role in the successful operation 
of the bank. The health of a bank depends on a strong, independent, 
and attentive board that adopts effective corporate governance 
practices. The board has the fundamental responsibility of directing 
the management of the bank’s business and affairs, and establishing a 
corporate culture that prevents the circumvention of safe and sound 
policies and procedures. In addition, directors have certain fiduciary 
responsibilities to the bank’s shareholders, depositors, regulators, and 
communities it serves. 

The Office of the Comptroller of the Currency (OCC), the agency 
responsible for regulating national banks,1 recognizes the challenges 
facing current and prospective bank directors. The OCC published this 
book to help bank directors fulfill their duties in a prudent manner. 
The book summarizes laws and regulations that directors should be 
aware of and contains concepts and standards for the safe and sound 
operation of a bank. 

The Director’s Book was first published in 1987 and revised in 1997. 
This 2010 edition updates the guidance to reflect legal and regulatory 
changes since 1997. Directors should tailor their implementation of 
the guidance in this book to reflect the size, scope of operations, and 
risk profile of the bank on whose board they serve. 

The guidance in this book does not constitute a legal opinion that 
conduct consistent with it protects a director from liability. Conversely, 
conduct inconsistent with such guidance does not necessarily result 
in violation of the law and possible liability. Instead, directors should 

1 The Dodd-Frank Wall Street Reform and Consumer Protection Act, signed into law on July 21, 
2010, provides that supervisory authority for federal thrifts is to be transferred from the Office of 
Thrift Supervision to the OCC. The date of the transfer must be within one year of enactment, with 
the possibility of a six-month extension. 
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review their responsibilities and conduct on an ongoing basis and seek 
advice from counsel when necessary. 

The guidance in this book does not create rights for banks or bank 
directors, or create obligations for the OCC. In particular, the OCC is 
not bound by any internal procedures set forth in the guidance, other 
than the extent to which the OCC may be bound by existing law. 

Additional information on specific topics mentioned in this book can 
be found on the OCC’s Web site at www.occ.treas.gov or on the OCC’s 
National BankNet Web site at www.banknet.gov. National BankNet 
is an OCC-operated Web site exclusive for national banks. BankNet 
goes beyond standard Web-based services and enhances the private 
exchange of information between the OCC and the banks it charters. 
BankNet subscribers have access to numerous analytical tools that help 
directors compare a bank’s performance with a custom peer group and 
established benchmarks. 
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I
�
THE BOARD OF DIRECTORS 

IMPORTANCE OF THE BOARD 

BOARD COMPOSITION 

THE BOARD AND THE OCC 

THE BOARD’S ROLE IN RISK MANAGEMENT 

THE BOARD AND OTHER REGULATORS 

IMPORTANCE OF THE BOARD 

National banks, like other corporate organizations, have shareholders 
who elect boards of directors. Bank directors face unique challenges, 
however, because banks differ from other corporations. Although 
banks, like other corporations, use their capital to support their 
activities, most of the funds banks put at risk belong to others, primarily 
depositors. Banks lend and invest customers’ deposits to earn profits 
and reasonable returns to shareholders and to meet the credit needs of 
their communities. Generating a return to shareholders with depositors’ 
funds requires that the board prudently consider the risks that a bank 
undertakes. Properly managing these risks is a critical challenge faced 
by the board and bank management. 

Directors of a national bank are accountable not only to their share-
holders and depositors but also to their regulators. Banks are regulated 
in part because Congress provides for federal insurance of deposits while 
also subjecting banks to regulatory oversight. This regulatory oversight 
is appropriate because of the risks inherent in the banking system, the 
safety net provided by deposit insurance, and the importance of a safe 
and sound banking system to the nation’s economy. 

The board sets the tone and direction of the bank and establishes 
guidelines on the nature and amount of risk the bank may take. The 
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board oversees and supports management’s efforts, reviews manage-
ment’s recommendations before approving or rejecting them, and makes 
sure that adequate controls and systems exist to identify and manage 
risks and address problems. The bank’s systems and controls, as well as 
the volume and complexity of the controls, should be appropriate to the 
bank’s size, the nature and scope of its operations, and its risk profile. 
The issues that the board faces are generally dictated by the nature and 
scope of the bank’s operations. The size of the bank, however, does 
not necessarily mean that the bank does not offer sophisticated bank 
products. The board of a smaller bank may need to be as familiar with 
more sophisticated bank products as the board of a larger bank. 

In difficult economic times or when management is ineffective, an 
active, involved board can help a bank survive. During these times, the 
board must evaluate the bank’s problems, take appropriate corrective 
actions, and, when necessary, keep the bank operating until the board 
ensures that management is again effective and the bank’s problems 
have been resolved. 

A board should perform a self-assessment of its effectiveness periodically 
and determine whether it is taking the steps necessary to correct 
deficiencies. It also should review how well board committees are 
meeting their responsibilities. Bank counsel, auditors, or other advisors 
can often assist the board in these efforts. OCC examiners evaluate how 
well the board meets its responsibilities and make recommendations for 
improvement if they find weaknesses. 

A board should conduct orientation programs for new directors. While 
these programs vary based on the bank’s size and complexity, at a 
minimum these programs should explain the operation of the bank and 
the banking industry and clearly outline the responsibilities of board 
members, individually and as a group. Ongoing education programs 
that describe local and overall economic conditions, emerging industry 
developments, opportunities, and risks also are important tools for 
maintaining director expertise and board effectiveness. 
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BOARD COMPOSITION
�

A board’s effectiveness depends in large part on how well its members 
work together to identify and address issues important to the bank’s 
future. A national bank must have at least five, but no more than 25, 
directors. The board and shareholders establish the number of directors 
in the bank’s bylaws. 

Membership on a bank’s board gives a person a valuable opportunity 
to share his or her expertise with the bank, help the community, 
and advance professionally. The position of director is prestigious, 
identifying the incumbents as trusted and respected members of the 
communities in which the bank operates. At the same time, a well-
respected individual’s alliance with a bank may lend stature to the bank. 
Board membership is also an opportunity to contribute to the local 
economy’s growth and development. 

Typically, a board includes individuals who are bank officers or 
employees—called “management” or “inside” directors—and “outside” 
directors who are neither officers nor employees of the bank. Outside, 
independent2 directors bring experiences from their fields of expertise. 
These experiences provide perspective and objectivity as the director 
oversees bank operations and evaluates management recommendations. 

When searching for new directors, boards should seek individuals who 
exercise independent judgment and who actively participate in decision 
making. The principal qualities of an effective bank director include 
strength of character, an inquiring and independent mind, practical 
wisdom, and sound judgment. Some boards establish additional 
criteria to supplement these attributes. These may include individual 
qualifications, such as technical skills, career specialization, or specific 
backgrounds. Such criteria may change over time if, for example, 

2 Generally, a director is viewed as independent if he or she is a non-management director free of any 
family relationship or any material business or professional relationship (other than stock ownership 
and the directorship itself ) with the bank or its management. Additional requirements for meeting the 
independence standard are required by the Sarbanes-Oxley Act for public banking companies and by 
12 CFR 363 for larger banking companies. 
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the bank plans to offer new products or services or expand beyond 
current markets. 

The board’s nominating procedures can help identify and retain 
qualified directors. Many banks nominate directors on the basis of their 
independence, diversity, technical qualifications, and capabilities. Many 
directors are also selected because of their position in the community or 
their relationship to the bank (for example, a large shareholder). 

Prospective directors should determine whether the bank’s board 
actively oversees bank operations. If directors, outside directors in 
particular, are not encouraged to actively contribute and participate 
in board discussions, prospective directors should weigh this carefully 
against their impending responsibilities and corresponding potential 
liabilities when deciding whether to serve. 

In most cases, individuals nominated as national bank directors serve 
in that capacity immediately after they are approved in accordance with 
the bylaws. If, however, the bank is not in compliance with minimum 
capital requirements, is in a troubled condition, or is not in compliance 
with a directive to correct a problem promptly, the bank must file a 
notice with the OCC about proposed new directors before they can 
serve on the board. The OCC also may object to proposed directors of 
new banks during the first two years the bank is in business. 

When prior notice is required, the OCC conducts background checks 
and reviews the biographical and financial information submitted 
by the proposed director. The OCC has 90 days to disapprove the 
nomination of a proposed director. 

In addition to the citizenship and residency requirements contained 
in 12 USC 72, the qualifications of a candidate seeking to become a 
member of the board of directors of a national bank include 

□	 Basic knowledge of the banking industry, the financial regulatory 
system, and the laws and regulations that govern the operation of 
the institution. 
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□	 Willingness to put the interests of the bank ahead of personal 
interests. 

□	 Willingness to avoid conflicts of interests. 

□	 Knowledge of the communities served by the bank. 

□	 Background, knowledge, and experience in business or another 
discipline to facilitate oversight of the bank. 

□	 Willingness and ability to commit the time necessary to prepare for 
and regularly attend board and committee meetings. 

ADVISORY DIRECTORS 

Some institutions supplement their boards with advisory directors, 
with titles such as associate directors, honorary directors, or directors 
emeriti. Advisory directors may serve the board, directly or indirectly, 
through an advisory board. These individuals provide information and 
advice but do not vote as part of the board. 

A board with advisory directors generally brings a broader perspective 
to a bank. Advisory directors are often former directors of newly 
purchased banks and may represent a large constituency of customers 
or communities that are not otherwise represented on the board. A 
bank may use advisory directors in the following situations: 

□	 When the operations of the bank are geographically dispersed and 
the board wants input from more segments of the communities 
served by the bank. 

□	 When the board itself is small and the directors want direct 
involvement with a broader array of community leaders. 

□	 To assist in business development. 

□	 To gain access to special expertise to assist the board in its planning 
and decision-making activities. 

□	 To help identify likely candidates for future board openings. 

Because of their limited role, advisory directors generally are not 
liable for board decisions. The facts and circumstances of a particular 
situation, however, as well as whether an advisory director functions 
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in effect as a full director, are likely to determine whether an advisory 
director may have liability for individual decisions, including factors 
such as 

□	 Whether advisory directors were elected or appointed. 

□	 How advisory directors are identified in corporate documents. 

□	 How advisory directors participated in board meetings. 

□	 Whether advisory directors exercised significant influence on the 
voting process. 

□	 How advisory directors were compensated for attending board 
meetings. 

□	 Whether the advisory director had a prior relationship with the 
bank. 

An advisory director who in fact functions as a full director may be 
liable for board decisions in which he or she participated as if that 
person were a full director. Individuals cannot shield their actions from 
liability simply by inserting the word “advisory” in their title. 

THE BOARD AND THE OCC 

SUPERVISORY ACTIVITIES 

The OCC supervises national banks by conducting on-site 
examinations and by performing periodic monitoring. These activities 
help determine the condition of individual banks and the overall 
stability of the national banking system. The OCC and other federal 
bank regulatory agencies use the Uniform Financial Institutions Rating 
System, or “CAMELS,” to assign composite and component ratings to 
banks.3 The frequency of OCC on-site examinations is determined by 
the bank’s size, complexity, risk profile, and condition. These on-site 
examinations are conducted either annually or up to every 18 months 
(unless the bank is experiencing problems, in which case it may be 
examined more frequently). 

3 A bank’s composite CAMELS rating integrates ratings from six component areas—capital adequacy, 
asset quality, management, earnings, liquidity, and sensitivity to market risk. The ratings range from 1 
to 5 with 1 being the highest rating and least supervisory concern. 
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Examiners meet with bank management during the examination 
to obtain information or to discuss issues. When the examination is 
complete, the examiners prepare a report of examination and conduct 
a meeting with the bank’s board of directors (except for some smaller 
affiliates of large banks, in which case the meeting may be conducted 
with the lead bank’s board) to discuss the results of the examination. 
Each director is responsible for thoroughly reviewing and signing the 
report of examination. 

An environment in which examiners and board members openly and 
honestly communicate benefits a bank. OCC examiners have experience 
with a broad range of banking activities and can provide independent, 
objective advice on safe and sound banking principles and compliance 
with laws and regulations. 

Directors are encouraged to meet with OCC examiners to discuss 
the condition of the bank and the results of the examination. 
Outside directors may choose to meet with OCC examiners without 
management’s presence. Directors should pay close attention to and 
review carefully any written communications from the OCC. They 
should ask questions and raise issues of concern. Directors also should 
ensure that bank management completes any specific follow-up actions 
in a timely manner. 

The activities of OCC examiners do not diminish the board’s 
responsibilities to oversee the management and operation of the bank. 
Directors are independently responsible for knowing the condition of 
the bank and should not rely on the examiners as their sole source of 
information to identify or correct problems. Instead, the board should 
look to its senior management, its auditors, and other outside experts 
to identify and correct any problems. 
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APPEALS PROCESS 

The OCC desires consistent and equitable supervision and seeks to 
resolve disputes that arise during the supervisory process fairly and 
expeditiously in an informal, professional manner. When disputes 
cannot be resolved informally, the board of directors of a national bank 
may ask its supervisory office to review the disputed matter or appeal 
the matter to the OCC Ombudsman. 

Functioning as an independent adviser and decision maker, the OCC 
ombudsman can accept appeals from boards of directors related to, 
for example, examination ratings, the adequacy of loan loss reserve 
positions, and significant loan classifications. The ombudsman may not 
accept appeals related to the appointment of receivers and conservators, 
preliminary examination conclusions communicated to a national 
bank before a final report of examination is issued, enforcement-related 
actions or decisions, formal and informal rulemakings pursuant to 
the Administrative Procedures Act, or requests for information filed 
under the Freedom of Information Act. With the prior consent of the 
Comptroller of the Currency, the ombudsman may stay an appealable 
agency decision or action during the resolution of an appealable matter. 

COMPLIANCE WITH LAWS AND REGULATIONS 

A board of directors should be aware that, in addition to the OCC’s 
supervisory responsibilities, the agency enforces banking and other laws 
and regulations that apply to national banks. For example, the OCC 
enforces compliance with the legal lending limit, which restricts the 
amount a bank may lend to a single borrower (or to related borrowers 
that are financially interdependent) to prevent undue concentrations 
of credit. Other banking laws the OCC enforces include restrictions 
on loans to insiders and transactions with affiliates. Insider and affiliate 
transaction laws are intended to prevent the misuse of a bank’s resources 
by such persons or companies. 
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Other laws and regulations under OCC purview include those designed 
to protect consumers4 or to facilitate broader law enforcement efforts. 
For example, the OCC administers compliance with the Equal Credit 
Opportunity Act, a law that requires lenders to make credit decisions 
without discriminating on the basis of certain enumerated factors. The 
OCC’s law enforcement efforts include examining for, and enforcing 
compliance with, the Bank Secrecy Act (BSA), Anti-Money Laundering 
program requirements, and Office of Foreign Assets Control regulations. 
The OCC also assesses a bank’s performance under the Community 
Reinvestment Act (CRA). 

REGULATION OF PROBLEM BANKS 

Problem banks generally have composite CAMELS ratings of 3, 4, or 5 
and often possess one or more of the following deficiencies: 

□	 Excessive growth or aggressive growth strategies. 

□	 Ineffective or dishonest management. 

□	 Insider abuse and fraud. 

□	 Excessive amount of low-quality assets or inordinate concentrations 
of credit. 

□	 Insufficient capital. 

□	 Inadequate policies, procedures, or internal controls. 

□	 Deferred loan loss provisions, chargeoffs, or recognition of securities 
impairment. 

□	 Strained liquidity, including reliance on brokered deposits. 

□	 Significant medium- and long-term interest rate risk exposure. 

□	 Lack of a viable strategic plan. 

□	 Failure of the board or senior management to understand the bank’s 
activities and their risks. 

4 Under the Dodd-Frank Wall Street Reform and Consumer Protection Act, effective July 21, 2011, 
the Bureau of Consumer Financial Protection will assume certain designated consumer financial 
protection functions of the OCC for banks with more than $10 billion in assets. 
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When the OCC identifies or communicates problems or weaknesses 
to a bank, the bank’s senior management and board of directors are 
expected to promptly correct them. The actions the bank takes or 
agrees to take in response to problems or weaknesses are important 
factors in determining whether the OCC takes enforcement action and 
the severity of that action. If the OCC believes a bank has significant 
weaknesses, the OCC may conclude that the bank requires additional 
or special supervision. In such cases, the OCC usually examines and 
monitors the bank more frequently. The OCC works with the board 
and bank management to determine necessary corrective action to 
return the bank to a safe and sound condition. 

A problem bank becomes subject to a number of enhanced regulatory 
restrictions as its composite or component CAMELS ratings or Prompt 
Corrective Action capital category declines or when it is subject to a 
formal enforcement action. The board is responsible for ensuring that 
bank management is aware of such restrictions and complies with them. 

THE BOARD’S ROLE IN RISK MANAGEMENT 

The OCC recognizes that banking is a business of assuming risks 
in order to earn profits. Risk levels, however, must be appropriately 
managed. A bank’s safety and soundness are contingent upon effectively 
managing its risk exposures. Some transactions or activities may expose 
a particular bank to a level of risk so great that its board may reasonably 
conclude that no amount of sound risk management can effectively 
control it. 

To manage risk effectively, a bank must have a well-informed board of 
directors that guides its strategic direction. A key component of strategic 
direction is establishing the bank’s risk tolerance. The board establishes 
the bank’s risk tolerance by approving policies that set standards for the 
nature and level of risk the bank is willing to assume. These policies 
should generally be written and periodically reviewed and updated. 

After adopting policies, the board must ensure that its guidance 
is effectively communicated and adhered to throughout the bank. 
A well-designed monitoring system is the best way for the board to 
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hold management accountable for operating within established risk 
tolerance levels. 

Capable management and appropriate staffing are essential to 
effective risk management. Bank management is responsible for the 
implementation, integrity, and maintenance of risk management 
systems. Management must 

□	 Keep the directors adequately informed about the bank’s activities. 

□	 Implement the board-approved strategic direction. 

□	 Develop policies that reflect the bank’s risk tolerance and that are 
compatible with the bank’s strategic direction. 

□	 Oversee the development and maintenance of management 
information systems that provide timely, accurate, and pertinent 
information. 

□	 Ensure that the strategic direction and risk tolerances are effectively 
communicated and adhered to throughout the organization. 

Because market conditions and bank structures vary, no single risk 
management system works for all banks. Each bank should develop its 
own risk management system tailored to its needs and circumstances. 
The sophistication of the risk management system increases with the 
size, complexity, and geographic diversity of each bank. All sound risk 
management systems, however, have several common fundamentals. 
For example, bank staff responsible for implementing sound risk 
management systems should perform those duties independently of the 
bank’s risk-taking activities. Regardless of the risk management system’s 
design, it should include mechanisms for identifying, measuring, 
monitoring, and controlling risks: 

□	 Identifying. Proper risk identification focuses on recognizing and 
understanding existing risks or risks that may arise from changing 
economic conditions or new business initiatives. Risk identification 
should be a continuous process, and risks should be understood at 
both the transaction (individual) and portfolio (aggregate) level. As 
part of its identification process, banks should consider not only 
the risks arising from normal or “business as usual” conditions, but 
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also the nature and level of risks that may arise from more adverse 
or “stressed” conditions. 

□	 Measuring. Accurate and timely measurement of risk is essential to 
effective risk management systems. A bank that does not have risk 
measurement tools has limited ability to control or monitor risk 
levels. The sophistication of the risk measurement tools a bank uses 
should reflect the type and complexity of its products and services. 
All banks should periodically test their measurement tools to make 
sure they are accurate. Sound risk measurement tools assess the 
risks at the transaction and portfolio levels. 

□	 Monitoring. The bank should monitor risk levels to ensure timely 
review of risk positions and exceptions. Monitoring reports should 
be timely, accurate, and informative, and should be distributed to 
appropriate individuals for action, when needed. 

□	 Controlling. The bank should establish and communicate risk 
limits through policies, standards, and procedures that define 
responsibility and authority. These limits should serve as a means 
to control exposures to the various risks associated with the bank’s 
activities. The limits should be tools that management can adjust 
when conditions or risk tolerances change. The bank should have 
a process to authorize and document exceptions or changes to risk 
limits when they are warranted. 

OCC’S SUPERVISION BY RISK PROGRAM 

This overview of the OCC’s supervision by risk program is included to 
provide boards of directors with a general description of the importance 
of risk management to banking. More detail on the supervision by risk 
program can be found in the “Bank Supervision Process” booklet of the 
Comptroller’s Handbook. 

The OCC’s supervision of national banks is directed at identifying 
significant or emerging problems in individual banks and the banking 
system and ensuring that such problems are appropriately corrected. 
Because banking is essentially a business of assuming and managing 
risk, the OCC has adopted a supervisory philosophy that is centered 
on evaluating risks and risk management systems. The OCC applies 
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this philosophy to all supervisory activities it conducts, including safety 
and soundness, information technology, compliance, and fiduciary 
activities. 

Supervision by risk consists of determining the quantity of risk exposure 
in a bank and evaluating the quality of risk management systems in 
place to control risk. Supervision by risk provides consistent definitions 
of risk, a structure for assessing these risks, and integration of risk 
assessment in the supervisory process. 

Supervision by risk places the responsibility for controlling risks with 
the board of directors and management. The OCC assesses how well 
a bank manages its risks over time, rather than assessing only the 
condition at a single point in time. 

CATEGORIES OF RISK 

Risk is the potential that events, expected or unanticipated, may have 
an adverse effect on a bank’s earnings, capital, or enterprise value. To 
achieve more comprehensive and efficient examinations of national 
banks, the OCC has defined eight categories of risk inherent in bank 
activities. These risks may be both current and prospective and are not 
mutually exclusive, because any product or service may expose a bank 
to multiple risks. The risks may also be interdependent—an increase in 
one category may cause an increase in others. For analysis and discussion 
purposes, however, the OCC identifies and assesses the risks separately. 

The following is a brief description of the eight risks. A more 
complete discussion of these risks is contained in the “Community 
Bank Supervision” and “Large Bank Supervision” booklets of the 
Comptroller’s Handbook. The OCC does not require banks to adopt 
its risk definitions. Directors and bank management should, however, 
understand the nature of these risks and ensure that the bank’s risk 
management systems adequately address all relevant risks. 

□	 Credit risk. The risk to earnings or capital arising from an obligor’s 
failure to meet the terms of any contract with the bank or otherwise 
to perform as agreed. Credit risk is found in all activities where 
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success depends on counterparty, issuer, or borrower performance. 
It arises any time bank funds are extended, committed, invested, 
or otherwise exposed through actual or implied contractual 
agreements, whether reflected on or off the balance sheet. 

□	 Interest rate risk. The risk to earnings or capital arising from 
movements in interest rates. Interest rate risk arises from differences 
between the timing of rate changes and the timing of cash flows 
(repricing risk), from changing rate relationships among different 
yield curves affecting bank activities (basis risk), from changing rate 
relationships across the spectrum of maturities (yield curve risk), 
and from interest-related options embedded in bank products 
(options risk). 

□	 Liquidity risk. The risk to earnings or capital arising from a bank’s 
inability to meet its obligations when they come due without 
incurring unacceptable losses. Liquidity risk includes the inability 
to manage unplanned decreases or changes in funding sources. 
Liquidity risk also arises from the failure to recognize or address 
changes in market conditions that affect the ability to liquidate 
assets quickly and with minimal loss in value. 

□	 Price risk. The risk to earnings or capital arising from changes in 
the value of either trading portfolios or other obligations that are 
entered into as part of distributing risk. These portfolios are typically 
subject to daily price movements and are accounted for primarily 
on a mark-to-market basis. This risk arises most significantly 
from market-making, dealing, and position-taking in interest 
rate, foreign exchange, equity, commodities, and credit markets. 
Price risk also arises in banking activities whose value changes are 
reflected in the income statement, such as in lending pipelines and 
mortgage servicing rights. The risk to earnings or capital arising 
from the conversion of a bank’s financial statements from foreign 
currency translation is also price risk. 

□	 Operational risk. The risk to earnings or capital arising from 
inadequate or failed internal processes or systems, the misconduct 
or errors of people, and adverse external events. Operational losses 
result from internal fraud; external fraud; employment practices 
and workplace safety; clients, products, and business practices; 
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damage to physical assets; business disruption and systems failures; 
and execution, delivery, and process management. 

□	 Compliance risk. The risk to earnings or capital arising from 
violations of, or nonconformance with, laws, rules, regulations, 
prescribed practices, internal policies and procedures, or ethical 
standards. Compliance risk also arises in situations where the laws 
or rules governing certain bank products or activities of the bank’s 
clients may be ambiguous or untested. This risk exposes the bank to 
fines, civil money penalties, payment of damages, and the voiding 
of contracts. Compliance risk can lead to diminished reputation, 
reduced enterprise value, limited business opportunities, reduced 
expansion potential, and an inability to enforce contracts. 

□	 Strategic risk. The risk to earnings, capital, or enterprise value 
arising from adverse business decisions, improper implementation 
of decisions, or lack of responsiveness to industry changes. This risk 
is a function of the compatibility of an organization’s strategic goals, 
the business strategies developed to achieve those goals, the resources 
deployed, and the quality of implementation. The resources needed 
to carry out business strategies are both tangible and intangible. 
They include communication channels, operating systems, 
delivery networks, and managerial capacities and capabilities. The 
organization’s internal characteristics must be evaluated against 
the effect of economic, technological, competitive, regulatory, and 
other environmental changes. 

□	 Reputation risk. The risk to earnings, capital, or enterprise value 
arising from negative public opinion. This risk affects the bank’s 
ability to establish new relationships or services or continue 
servicing existing relationships. This risk may expose the bank to 
litigation or financial loss, or impair its competitiveness or ability 
to attract or retain funding or capital. Reputation risk exposure is 
present throughout the bank and requires management to exercise 
an abundance of caution in dealing with customers, investors, and 
the community. 
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EVALUATING A BANK’S RISK MANAGEMENT SYSTEM 

The board should ensure that bank management adequately identifies 
the risks associated with particular activities and has put in place systems 
and controls to manage those risks. When OCC examiners assess a 
bank’s risk management system, they consider policies, processes, 
personnel, and control systems. A significant deficiency in one or more 
of these components constitutes a deficiency in risk management. All 
of these components are important, but the sophistication of each may 
vary depending on the bank’s complexity. Noncomplex community 
banks normally have less formalized policies, processes, and control 
systems in place than do large or more complex banks. 

□	 Policies are written or verbal statements of the bank’s commitment 
to pursue certain results. They set standards and courses of action 
to achieve specific objectives established by the board. Policies 
should be consistent with the bank’s underlying mission, values, 
and principles. They also clarify the bank’s tolerance for risk. 
Mechanisms should be in place to trigger a review of policies in the 
event that activities or objectives change. 

□	 Processes are the procedures, programs, and practices that impose 
order on the bank’s pursuit of its objectives. Processes define how 
daily activities are carried out. Effective processes are consistent with 
the underlying policies and are governed by appropriate checks and 
balances. 

□	 Personnel are the bank staff and managers who execute or oversee 
processes. Personnel should be qualified and competent and should 
perform as expected. They should understand the bank’s mission, 
values, policies, and processes. Compensation programs should be 
designed to attract, develop, and retain qualified personnel and 
encourage strong risk management practices that appropriately 
balance risk and reward. 
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□	 Control systems are the tools and information systems that bank 
managers use to measure performance, make decisions about 
risk, and assess the effectiveness of processes. The audit program 
is a critical element of the bank’s control systems. Feedback from 
these tools and information systems must be timely, accurate, and 
pertinent. 

When risks are excessive or not properly managed, the OCC works 
with the board and bank management to determine necessary corrective 
action. 

THE BOARD AND OTHER REGULATORS 

The boards of directors of national banks may have occasion to contact 
federal bank regulatory agencies other than the OCC, namely, the Board 
of Governors of the Federal Reserve System and the Federal Deposit 
Insurance Corporation (FDIC). The following table summarizes the 
primary and secondary supervisory responsibilities of the three bank 
regulatory agencies. The table also shows that these agencies have 
jurisdictions that sometimes overlap. When this occurs, the agencies 
work together and share information to reduce burden to both the 
bank and the agencies. 

Bank Regulatory Agency Supervisory Responsibilitya 

OCC National Banks (Primary) 
Federal Branches and Agencies of Foreign Banks (Primary) 

Board of Governors of the 
Federal Reserve System 

Bank Holding Companies (Primary) 
State Member Banks (Primary) 
National Banks (Secondary) 
Federal Branches and Agencies of Foreign Banks (Secondary) 

FDIC Insured State Nonmember Banks (Primary) 
Insured National Banks (Secondary) 
Insured State Member Banks (Secondary) 
Insured Branches and Agencies of Foreign Banks (Secondary) 

a The Dodd-Frank Wall Street Reform and Consumer Protection Act, signed into law on July 21, 
2010, provides that supervisory authority for federal thrifts, state thrifts, and thrift holding companies 
is to be transferred from the Office of Thrift Supervision to the OCC, FDIC, and Federal Reserve, 
respectively. The date of the transfer must be within one year of enactment, with the possibility of a 
six-month extension. 
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Bank boards also should be aware that certain activities may be subject 
to regulation by other entities.5 The Gramm-Leach-Bliley Act codified 
the concept of “functional regulation,” recognizing the role of the state 
insurance commissioners, the U.S. Securities and Exchange Commission 
(SEC), and the U.S. Commodities Futures Trading Commission as the 
primary regulators of insurance, securities, and commodities activities, 
respectively. 

5 See footnote 4. 
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II
�

THE BOARD’S RESPONSIBILITIES
�

ESTABLISH AN APPROPRIATE CORPORATE CULTURE
�

HIRE AND RETAIN COMPETENT MANAGEMENT
�

BE AWARE OF THE BANK’S OPERATING ENVIRONMENT
�

MAINTAIN AN APPROPRIATE BOARD STRUCTURE
�

MONITOR OPERATIONS
�

OVERSEE BUSINESS PERFORMANCE
�

SERVE COMMUNITY CREDIT NEEDS
�

Although a board of directors does not guarantee a bank’s success, the 
board must oversee the bank to ensure that the bank operates in a safe 
and sound manner and complies with applicable laws and regulations. 
The board must establish an appropriate corporate culture and set 
the “tone at the top,” hire and retain competent management, stay 
informed about the bank’s operating environment, and ensure that the 
bank has a risk management system suitable for the bank’s size and 
activities. The board also must oversee the bank’s business performance 
and serve community credit needs. Problems arising from failures in 
any of these areas represent the board’s failure to properly exercise its 
oversight responsibilities and can result in individual liability. 

ESTABLISH AN APPROPRIATE CORPORATE 

CULTURE
�

The board of directors must create a corporate culture and work 
environment that supports and encourages responsible, professional, 
and ethical behavior. The board must commit to establish an ethical 
culture that acknowledges and maintains an effective internal control 
environment and risk management system. The board and senior 
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management must establish this culture by upholding corporate integrity 
and enforcing zero tolerance for compromised ethics. Directors should 
understand that their and management’s actions and behaviors reflect 
their attitudes about and commitment to integrity, honesty, and ethical 
conduct. This “tone at the top” shapes corporate culture and permeates 
the bank’s relationships with its shareholders, employees, customers, 
suppliers, local communities, and other constituents. 

The adoption of a written code of ethics and business conduct is a 
fundamental step in establishing the ethical culture of a bank and 
designed to prevent unethical and fraudulent behavior within the bank. 
The board is responsible for overseeing the development, periodic 
review, and monitoring of the code of ethics and other insider policies 
that address conduct, conflicts of interest, and other relevant issues. 
Such a code is intended to focus the board and management on areas of 
ethical risk, provide guidance so personnel can recognize and deal with 
ethical issues, and help foster a culture of honesty and accountability. 

The code of ethics should establish guidelines and provide practical 
examples on the following topics: 

□	 Conflicts of interest. 

□	 Corporate opportunities. 

□	 Self-dealing and acceptance of gifts or favors. 

□	 Confidentiality of proprietary and customer information. 

□	 Fair dealing. 

□	 Protection and proper use of bank assets. 

□	 Integrity of books and records. 

□	 Vacation policies. 

□	 Compliance with laws, rules, and regulations (including insider 
trading laws). 

□	 Reporting any illegal or unethical behavior; i.e., a “whistle-blower” 
policy. 
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The code of ethics should identify an ethics officer, bank counsel, 
or some other individual from whom employees can seek advice in 
ethically ambiguous situations. The code of ethics should require all 
directors to disclose all conflicts of interest—no matter how small—to 
the entire board. All directors should be required to sign a statement 
acknowledging receipt and understanding of the code of ethics. 

The board and executive management set the tone for risk taking. A 
culture that encourages risks without controls can set the stage for 
unethical behavior and fraud. In order for strong controls to be an 
integral part of day-to-day operations, the board and management must 
take steps to provide a clear bank-wide understanding and appreciation 
of risk management. 

HIRE AND RETAIN COMPETENT MANAGEMENT 

A profitable and sound bank is the result of talented and capable 
management. Effective management has the ability to manage day-
to-day operations to achieve the bank’s performance goals. Such 
management has the industry expertise to help the board plan for the 
bank’s future in a changing and competitive marketplace as well as 
generate new and innovative ideas for board consideration. Effective 
management has the technical expertise to design and administer the 
systems and controls necessary to carry out the bank’s policies, manage 
risks, and ensure compliance with laws and regulations. 

One of the board’s most fundamental responsibilities, therefore, is to 
select and retain competent management. When a bank hires a chief 
executive officer (CEO), the board or a designated board committee 
should actively manage the selection process. Selection criteria should 
include integrity, technical competence, character, and experience in 
the financial services industry. The board’s choice for a CEO should 
share the board’s operating philosophy and vision for the bank to ensure 
that mutual trust and a close working relationship are maintained. 

The board should consider a formal performance appraisal process to 
supervise management’s performance. Such a process helps to ensure 
that periodic evaluations take place and demonstrates that the board 
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is fulfilling its responsibility to supervise management. Performance 
appraisals should evaluate criteria relevant to each position, such as 

□	 The bank’s record of complying with laws and regulations. 

□	 Criticisms contained in audit and examination reports and their 
resolution. 

□	 Management’s responsiveness to board directives, including com-
pliance with board-approved policies. 

□	 The timeliness, quality, and accuracy of management’s recom-
mendations and reports. 

□	 Management’s presentations to the board. 

□	 The bank’s business success, including business performance 
indicators used by bank management—such as actual versus 
projected performance, comparative bank performance, and peer 
group comparisons. 

The board should review the performance of the CEO and other selected 
senior officers, as appropriate. In addition, the board should consider 
requiring performance appraisals for all bank employees. Compensation 
and benefit packages should contain reasonable terms and conditions 
and not discriminate against any individuals or groups. They must not 
be excessive or lead to material financial loss or excessive risk taking for 
the bank. While the board may want to consider the compensation and 
benefit packages of similarly situated banks, the board should tailor the 
compensation package to the bank’s size and financial condition, and 
the nature, scope, and complexities of its operation. 

The board or a designated committee should monitor personnel 
turnover rates to evaluate whether the bank is retaining the expertise 
and human resources needed to fulfill its goals. The board also should 
verify that the bank has adequate training programs to support needed 
skill levels and to keep personnel up-to-date on developments in the 
financial services industry. 

The board should develop a management succession policy to address 
the loss of the CEO and other key executives. This policy should 
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identify critical positions and qualified potential, including interim, 
replacements. If no individual in the bank is suitable, the succession 
policy should identify a temporary replacement (often a director) who 
could serve until the board finds a successor. The board should review 
these contingency plans annually to determine if they remain workable. 

If the board needs to dismiss a member of the bank’s management for 
poor performance, dishonesty, conflicts of interest, or other reasons and 
it fails to do so, this failure may represent a serious breach of the board’s 
responsibilities. Management employment contracts that explicitly 
state the board’s statutory authority to remove a member of the bank’s 
management can clarify the board’s right to act. 

INCENTIVE COMPENSATION 

Incentive compensation can be a useful tool in the successful 
management of a bank. However, compensation programs can provide 
executives and employees with incentives to take imprudent risks 
that are inconsistent with the long-term health of a bank. Incentive 
compensation programs at banks should be supported by strong 
corporate governance, including active and effective oversight by the 
board of directors. The board is ultimately responsible for ensuring 
that a bank’s incentive compensation programs for all employees, 
not solely senior executives, are appropriately balanced and do not 
jeopardize the bank’s safety and soundness. The boards of banks that 
use incentive compensation to a significant degree should actively 
oversee the development and operation of incentive compensation 
policies, systems, and related control processes. Smaller banks that are 
not significant users of incentive compensation should have programs 
tailored to their size and complexity of operations. 

A sound incentive compensation program should be developed using 
three overarching principles: 

□ Balanced risk-taking incentives. 

□ Compatibility with effective controls and risk management. 

□ Strong corporate governance. 
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The board should have access to a level of expertise and experience in 
risk management and compensation practices in the financial services 
sector that is appropriate for the nature, scope, and complexity of the 
bank’s activities. The board should also ensure that the bank’s risk 
management function is involved in the design and administration of 
the incentive compensation program. The board should ensure that 
the design of the incentive compensation program balances risk and 
financial results in a manner that prevents employees from exposing the 
bank to imprudent risks.6 

Given the key role of senior executives in managing the overall risk-
taking activities of an organization, the board should directly approve 
compensation programs involving senior executives and closely monitor 
payments relative to risk outcomes. The board should also approve and 
document any material exceptions or adjustments to the incentive 
compensation programs established for senior executives and should 
carefully consider and monitor the effects of any approved exceptions 
or adjustments to the programs. 

The structure, composition, and resources of the board of directors 
should be constructed to permit effective oversight of the bank’s 
incentive compensation programs. Banks should establish a 
compensation committee that reports to the board to administer 
the organization’s incentive compensation programs. Smaller banks 
with less complex incentive compensation programs may not find it 
necessary or appropriate to require specially tailored board expertise or 
to retain and use outside experts in this area. 

6 Under the Dodd-Frank Wall Street Reform and Consumer Protection Act, the OCC will be issuing 
regulations or guidance prohibiting any type of incentive-based compensation that encourages 
inappropriate risk taking by providing an executive officer, employee, director, or principal shareholder 
with excessive compensation, fees, or benefits; or that could lead to material financial loss to the bank. 

THE DIRECTOR’S BOOK • THE ROLE OF A NATIONAL BANK DIRECTOR 24 

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 69 of 161



          

     

 

 

 

 

 

 

 

 

 

 

BE AWARE OF THE BANK’S OPERATING 

ENVIRONMENT
�

Directors should understand generally both the bank’s business 
environment and the legal and regulatory framework within which the 
bank’s activities operate. Rapid and ongoing changes in the financial 
services industry require this understanding to keep the bank healthy 
and competitive. 

Laws and regulations governing banking effectively impose on bank 
directors a potential for personal liability. Because of the breadth and 
importance of these laws, directors should be familiar with them and 
should determine that the bank has appropriate policies and procedures 
to maintain compliance with them. 

These laws and regulations subject the banking industry to compre-
hensive regulation. This regulatory scheme addresses, among other 
things: 

□	 Markets served. 

□	 Permissible products and services. 

□	 Permissible investments. 

□	 Dividend restrictions. 

□	 Transactions with affiliates. 

□	 Capital requirements. 

□	 Geographic location. 

□	 Lending limit to a single borrower. 

□	 Transactions with directors and other insiders. 

By working with management, directors can stay informed about 
economic and industry trends or other matters. For example, they can 
participate in the following: 

□	 Management presentations on bank activities and developments in 
the industry. 
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□	 Bank counsel briefings or reports on legislative and regulatory 
changes, pending litigation, and emerging compliance issues or 
other legal developments. 

□	 Bank auditor briefings on major accounting or tax developments. 

Other sources of expertise can keep the board up-to-date on issues 
and trends affecting the bank’s operating environment. National 
trade associations, state bankers’ groups, management consultants, 
correspondent banks, and other professionals can help a board identify 
and understand emerging problems in the industry and recommend 
solutions. Industry organizations, for example, offer information and 
training on legislative and regulatory changes, emerging compliance 
and risk issues, new products or services, technological advances, or 
problem areas. The OCC and other bank regulatory agencies also 
provide general guidance on emerging issues. 

MAINTAIN APPROPRIATE RELATIONSHIPS WITH THE 

PARENT HOLDING COMPANY AND BANK SUBSIDIARIES
�

A bank that is part of a holding company often has a different operating 
environment from an independent bank. A bank holding company can 
be a source of strength for its subsidiary banks and may determine 
policies and perform key bank functions. The holding company’s 
directors may oversee and review the role and responsibilities of 
a subsidiary bank’s board of directors. A director who serves on the 
board of both a bank and its holding company must comply with the 
director’s fiduciary duties to the bank, including the duty of loyalty. 
This duty bars conflicts of interest that may arise when actions that are 
in the best interest of the holding company conflict with those that are 
in the best interest of the bank. 

For its part, the primary duty of the subsidiary bank’s board of directors 
is to protect the bank. The bank’s board must carefully review holding 
company policies that affect the bank to ensure that they adequately 
serve the bank. The board is responsible for either approving or 
recording its lack of approval of holding company directives that 
affect the bank and then monitoring those directives. If the board is 
concerned that the holding company is engaging in practices that either 
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may harm the bank or are otherwise inappropriate, the board should 
notify the holding company and discuss modifications. If the holding 
company’s board does not respond to the bank’s concerns, the bank’s 
board should dissent on the record and consider action to protect the 
bank. The bank’s board should hire an independent legal counsel or 
accountant if it decides it is necessary. The board also may raise its 
concerns with bank supervisors. 

A diversified bank holding company that has nonbank subsidiaries raises 
additional concerns that a bank board must consider. For example, the 
board of a holding company’s subsidiary bank should be aware of the 
activities and condition of its holding company affiliates. No bank 
operates in a vacuum, and an affiliate’s unsafe and unsound activities 
could adversely affect the bank’s reputation as well as its condition. 
Certain transactions with affiliates may not be in the best interests 
of the bank and, in some cases, may be unlawful. These may include 
unearned or excessive management or servicing fees charged by the 
holding company or its affiliates, pressure for excessive dividends, or 
requests that the bank purchase low-quality assets from affiliates (which 
is specifically prohibited). 

The operating environment of a bank with subsidiaries raises other 
issues. The board at the bank level must oversee the subsidiaries 
and verify that effective controls are maintained. Representation on 
the subsidiary’s board is one way to be certain that the bank’s board 
participates in policy making. The bank’s board should confirm that it 
has authority to audit operations and review findings of the subsidiary’s 
own internal or external auditors. 

MAINTAIN AN APPROPRIATE BOARD 

STRUCTURE
�

The board must ensure that it has an organizational structure to keep 
it informed and to provide it with adequate support. The board should 
carefully consider the extent and nature of the demands that are placed 
on it and should identify areas that committees could appropriately 
address. Board committees allow for a division of labor and enable 
directors with the requisite expertise to handle matters that require 
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detailed review or in-depth consideration. Committees may make 
decisions on the board’s behalf or submit recommendations for its 
consideration, depending on their specific charters. 

Committees also help directors get involved and give them important 
insights to help them oversee the activities of the bank. Participation in 
committee meetings gives directors an opportunity to consider issues 
thoroughly and better understand the activities of bank management. 
Overlapping committee memberships can help integrate board 
activities. 

Each committee should have a clear statement of its mission, 
authority, responsibility, and duration. Committee charters help 
ensure that important board functions are not neglected because of 
misunderstandings or incomplete delegations. Standing committees 
may address ongoing responsibilities. Ad hoc committees may handle 
special projects, allowing in-depth consideration of one-time issues. 

Committees should report regularly to the board. The entire board 
is ultimately responsible for all board and committee decisions. The 
board must assure itself that the committee acted responsibly and its 
recommendations are reasonable. 

The best committee structure for a bank depends on the bank’s size, scope 
of operation, and risk profile, the board’s composition, and individual 
directors’ expertise. Board committees typically oversee the bank’s risk 
management by ensuring that management has implemented 

□	 Sound policies and procedures, either written or verbal. 

□	 Accurate and reliable risk measurement systems. 

□	 Timely and meaningful risk reporting processes. 

□	 Effective risk controls, such as policy limits, authorizations, and 
product approvals. 

Some committees are required by regulation. An audit committee is 
required for any bank with assets in excess of $500 million and must 
be composed entirely of outside directors. A trust audit committee 
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is required for a bank with trust powers. Audit, compensation, and 
corporate governance/nominating committees are required for banks 
whose securities are registered with the SEC or the OCC and must be 
composed entirely of independent directors.7 

EXECUTIVE COMMITTEE 

An executive committee generally is authorized to act for the board in its 
absence. Large institutions and banks with large boards most commonly 
have executive committees. This committee usually handles matters 
requiring board review that arise between board meetings. Executive 
committees can relieve the board of detailed reviews of information and 
operational activities. Generally, all major bank functions are subject 
to review and approval by the executive committee. The executive 
committee coordinates the work of other board committees. An 
executive committee, however, should not have the authority to exercise 
all board powers; for example, the board generally reserves the right to 
execute extraordinary contracts such as mergers and acquisitions. 

AUDIT COMMITTEE 

An audit committee performs a key role because it oversees the audit 
function and financial reporting processes and helps strengthen 
communication between management and the auditors. The audit 
committee also often oversees risk management and compliance 
with the laws and regulations affecting the bank. Because the audit 
committee evaluates bank operations, outside directors should serve on 
this committee whenever possible. National banks with assets in excess 
of $500 million at the beginning of the fiscal year must have an audit 
committee made up entirely of outside directors. 

7 The definition of “independence” varies depending on whether the bank is a public company and 
on which exchange its stock is listed. The board should consult legal counsel if it is unsure of the 
requirements. 
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The audit committee of a large bank must include members with 
banking or related financial expertise. The committee must have 
access to its own outside counsel, and the audit committee may not 
include any large customers of the bank. In certain circumstances, these 
requirements may be met at the holding company level.8 

The audit committee should supervise the audit function directly to 
verify that auditors, internal and external, are independent of bank 
management and are objective in their findings. The committee should 
work with these auditors to verify that the bank has comprehensive 
audit coverage. The committee should hire senior audit personnel, set 
compensation, review audit plans, and evaluate performance. It should 
seek to retain auditors who are fully qualified to audit the kinds of 
activities in which the bank engages. The committee may meet with 
the bank’s examiners as necessary, sometimes without management, 
to review reports and discuss findings. Finally, the committee should 
monitor management’s efforts to correct deficiencies described in an 
audit or a regulatory examination. 

In addition to traditional audit functions, the audit committee may be 
a vehicle for communicating risk management concerns to the board. 
The audit committee should ensure that risk management evaluation 
functions are independent, because the objective is to evaluate 
management’s ability to manage risk within the policies established by 
the board of directors. As a result, many banks have a requirement 
that risk management findings be reported directly to the board’s audit 
committee. The audit committee may also be responsible for overseeing 
internal loan review. 

8 For additional information regarding audit committee requirements, including those of public 
companies, refer to the “Internal and External Audits” booklet of the Comptroller’s Handbook. 
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LOAN COMMITTEE 

A loan committee ensures that management’s handling of credit risk 
complies with board decisions about acceptable levels of risk. The 
committee reviews the bank’s lending policies and monitors the lending 
officers’ compliance with such policies. It verifies that management 
follows appropriate procedures to recognize adverse trends, to identify 
problems in the loan portfolio early, to take corrective actions, and to 
maintain an adequate allowance for loan and lease losses (ALLL). The 
committee should determine that risk controls are in place governing 
compliance with loan-related or other applicable laws and regulations. 
In many banks, this committee also evaluates credit applications and 
helps make credit decisions, especially for credits involving large dollar 
amounts. 

ASSET/LIABILITY MANAGEMENT COMMITTEE 

An asset/liability management committee’s primary responsibility is 
to oversee the bank’s actions relating to interest rate risk and liquidity 
risks. The committee may be responsible for overseeing controls to 
manage price and compliance risks. 

Among other activities, the committee typically reviews interest rate 
risk exposures and approves management strategies for investment 
securities activities, derivatives transactions, deposit programs, and 
lending initiatives. It evaluates the bank’s liquidity position and 
assesses how anticipated changes may affect that position. Asset/ 
liability management committees in more complex banks may approve 
trading strategies and review trading positions in securities, derivatives, 
or foreign exchange. If the bank’s broker-dealer business subjects the 
bank to the rules of the Municipal Securities Rulemaking Board or 
rules implementing the Government Securities Act, the committee also 
typically reviews compliance activities relating to these rules. 

RISK MANAGEMENT COMMITTEE 

At some banks, the traditional loan and asset/liability committees have 
been replaced with a broader risk management committee responsible 
for overseeing all of the bank’s risk management activities. This type 
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of committee structure promotes an integrated approach to evaluating 
and monitoring interrelated risks, especially in banks with complex 
activity and product mixes. 

FIDUCIARY COMMITTEES 

A national bank with trust powers generally establishes at least two 
fiduciary committees: one for policy deliberations, and one to oversee 
fiduciary audit functions. The policy committee, usually called the 
fiduciary or trust committee, oversees fiduciary activities to ensure that 
the board meets its responsibilities and the bank complies with the 
multitude of statutes and regulations governing these activities. The 
fiduciary committee provides guidance on such matters as the types 
of fiduciary services offered, fiduciary investment practices, brokerage 
placement practices, retention of legal counsel, and appropriate fee 
structures. The committee approves and oversees policies on hiring a 
staff competent to perform fiduciary activities. Finally, the committee 
takes all necessary steps to avoid conflicts of interest between the bank, 
its directors, officers, and employees and the fiduciary interests of 
customers and beneficiaries. 

A fiduciary audit committee, separate from the fiduciary committee, 
oversees the annual or continuous audits of the bank’s fiduciary activities. 
The fiduciary audit committee reviews controls for operational, 
reputation, and compliance risks as they relate to fiduciary activities. 
All national banks with fiduciary powers must have a fiduciary audit 
committee, although this committee may be combined with the audit 
committee. 

COMPENSATION COMMITTEE9 

A compensation committee determines that the bank’s compensation 
and benefits packages are aligned with prudent risk taking and do 
not provide excessive benefits or lead to material financial loss to the 
bank. Because of potential conflicts of interest, only outside directors 
should serve on this committee whenever possible. The committee 

9 Specific requirements for compensation committees are to be issued at a later date, as prescribed by 
the Dodd-Frank Wall Street Reform and Consumer Protection Act. 
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approves or recommends to the board compensation and benefits 
packages or plans for management, directors, and employees. These 
compensation and benefits packages may include salaries, bonuses, 
incentive compensation, vacations, termination benefits, profit-sharing 
plans, contributions to employee pension plans, stock option and stock 
purchase plans, and indemnification agreements. When reviewing 
these plans, the committee should consider the following issues: 

□	 Combined value of all cash and noncash benefits provided to the 
individual. 

□	 Compensation history of the individual and other individuals with 
comparable expertise at the bank. 

□	 The bank’s financial condition. 

□	 Comparable compensation practices at similar institutions, based 
on such factors as asset size, geographic location, and complexity of 
business activities. 

□	 Projected total cost and benefit to the bank for post-employment 
benefits. 

□	 Any connection between the individual and any fraudulent act or 
omission, breach of trust or fiduciary duty, or insider abuse with 
regard to the bank. 

CORPORATE GOVERNANCE/NOMINATING COMMITTEE 

A nominating committee generally recommends nominees for election 
as directors and may recommend successors to key management 
positions when positions become vacant. The committee may 
develop a management succession plan that specifies key management 
positions and qualified potential replacements. A larger bank may 
have a succession plan that addresses positions ranging from middle 
management to the CEO, while a smaller bank’s plan may address only 
potential successors to the CEO. The committee also should appoint 
temporary replacements when key positions become vacant. (In smaller 
banks, a director is sometimes appointed as a temporary replacement.) 
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Over time, the nominating committee’s function has been expanded to 
provide leadership in shaping a bank’s corporate governance practices 
by overseeing the composition, structure, compensation, and evaluation 
of the board and its committees. In this expanded role, the governance/ 
nominating committee’s primary responsibility is to safeguard the 
board’s independence. In addition, the committee may oversee and 
review the bank’s processes for providing information to the board, 
including the information’s quality and timeliness. 

MONITOR OPERATIONS 

Although the board may depend on management’s expertise to run the 
bank’s daily operations, the board remains ultimately responsible for 
monitoring the bank’s operations. The board can monitor the bank’s 
operations through management reports, but it must do more than 
merely accept and review these reports; it must be confident that they 
are accurate, reliable, and contain sufficient details to allow effective 
monitoring. 

The board and bank management must work together to promote the 
bank’s best interests. Both must understand that management works 
for the board—the board does not work for management. When 
management dictates the actions for the board to take, the board 
neither fulfills its responsibilities nor serves the bank well. 

While they support each other, the board and management have their 
own distinct roles and responsibilities. The board should ascertain that 
lines of authority are clear and that management understands and 
carries out board policies and directives. 

The board should ensure that management has incorporated a sound 
system of internal controls into the bank’s daily operating procedures. 
Internal controls are designed to safeguard assets, ensure the accuracy 
and reliability of data, ensure compliance with policies and laws and 
regulations, and promote management efficiency. Internal controls 
include basic precautions, such as ensuring proper separation of duties— 
those responsible for physical custody of an asset should not also be 
responsible for accounting for it—and verifying accounting data. 

THE DIRECTOR’S BOOK • THE ROLE OF A NATIONAL BANK DIRECTOR 34 

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 79 of 161



          

 

 

AUDIT PROGRAM 

A board may evaluate whether it is meeting its oversight responsibilities 
through a comprehensive audit and control program. Generally, the 
audit program consists of an ongoing internal audit function and an 
external audit. 

Federal regulation requires that the audit address certain specific areas. 
The internal audit should provide an ongoing focus on internal controls 
and a periodic review of all aspects of bank operations. The internal 
audit should review compliance with approved policies, applicable laws, 
and regulations. Although the board should decide how frequently 
the internal audit function needs to review specific operations, areas 
suitable for more frequent scrutiny include those that present the 
greatest inherent risks or that have shown weaknesses in past reviews. 

If the board or audit committee determines that an external audit is 
appropriate, it should select an external auditor experienced in the 
types of activities in which the bank engages. The value of the auditor’s 
judgment depends to a large extent on the auditor’s understanding 
of the issues being reviewed. For example, if a bank is considering 
expanding into swaps, futures, and options, the board should be certain 
that the auditor is qualified to assess resulting risks and management 
techniques. 

FULL-SCOPE AUDIT 

Many banks have chosen an independent public accountant to conduct 
full-scope audits of their annual financial statements. This type of audit 
can provide the board with an objective, third-party opinion on the 
adequacy of management systems and accounting controls and the 
accuracy of financial information. In addition to the auditor’s opinion 
regarding financial statements, the board should expect to receive a 
management letter and possibly other reports highlighting control or 
other weaknesses identified during the audit. 

Federal regulation requires that an independent public accountant 
prepare an annual report and financial statement for banks with total 
assets greater than $500 million. For banks that are owned by a holding 
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company, the audited financial statements requirement may be satisfied 
at the holding company level provided that the consolidated total assets 
of the bank (or all the holding company’s insured depository institution 
subsidiaries) comprise 75 percent or more of the consolidated total 
assets of the holding company as of the beginning of its fiscal year. 
The same regulation also requires that this audit address certain specific 
areas, such as insider activities. Regulations require audits of fiduciary 
activities in all national banks exercising trust powers. Full-scope audits 
may be required in newly chartered banks, banks subject to securities 
law regulations, and some problem banks. Full-scope audits are strongly 
encouraged for all other banks. 

Federal regulations require the management of public banking 
companies and national banks with assets greater than $1 billion to assess 
the effectiveness of the bank’s internal control structure and procedures 
for financial reporting as of the end of every fiscal year. A report by an 
independent public accountant attesting to management’s assessment 
is also required, except for smaller public banking companies.10 

Rather than hire an independent public accountant, where permissible 
the directors of some banks rely on their internal auditors or auditors 
from their holding company or a correspondent bank to perform their 
annual audit. The board should be certain that these auditors have the 
same independence as a public accountant. 

LIMITED-SCOPE AUDIT 

Because a full-scope audit can involve considerable expense in time 
and money, some banks use limited-scope reviews. The board (or 
audit committee) and auditors should agree in advance on the scope of 
work. These reviews are not full financial audits and do not allow the 
auditor to render an opinion on the accuracy and completeness of the 
bank’s financial statements. A typical review reports on the adequacy of 
internal controls and on the accuracy of certain financial information, 
but normally does not review the loan portfolio or the adequacy of 

10 The requirements of the reports differ slightly depending on whether the bank is required to file 
under the Sarbanes-Oxley Act, 12 CFR 363 Annual Audits and Reporting Requirements, or both. 
Discussions should be held with the bank’s independent public accountant to clarify the requirements. 
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the ALLL. As a result, the board and the public receive only limited 
assurance that the bank’s reports accurately represent the bank’s 
condition. Therefore, the board should balance the risks against any 
savings realized when deciding whether to use a limited-scope audit. 

ONGOING CONTROL PROGRAM 

An ongoing control program helps raise the board’s confidence that 
adequate control of operations has been established. Outside auditors 
can assist in this function, but many banks find that internal auditors 
provide an important resource already based within the bank. In such 
a program, auditors review and test whether the board’s operating 
procedures have adequate controls that function properly and that 
comply with board policies and laws and regulations. Such auditors 
also often help management develop strategies to address problems. 

Ongoing control programs may reduce the cost of an annual external 
audit. The external auditor evaluates the internal audit function as part 
of its audit. If the external auditor finds the internal audit to be reliable, 
the external auditor may reduce the scope and, as a result, the cost 
of its audit. The external auditor’s evaluation of the quality, reliability, 
and independence of the bank’s internal audit function also provides 
the board with an informed opinion about the internal auditors’ 
performance. 

During its pre-examination planning, OCC examiners review both the 
internal and external auditors’ reports and a sample of internal audit 
work papers. Examiners sometimes even review the external auditors’ 
work papers and meet with the external auditors. If the OCC deems this 
work reliable, the examiners generally accept the auditors’ conclusions 
and reduce the amount of time spent in a given area of the bank. 

AUDITOR INDEPENDENCE 

Regardless of how the board staffs its monitoring responsibilities— 
whether by external or internal auditors or a combination—it is critical 
that the board (not management) control the selection, retention, 
evaluation, and compensation of those performing the audits or reviews. 
Auditors must have access to the board or its audit committee so that 
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they can directly report their findings. The audit committee should 
carefully review the auditors’ findings and bring key issues to the board’s 
attention. The board should ask management to report periodically on 
its progress toward resolving problems raised by the audits, so the board 
can be sure that management is taking the necessary corrective actions. 
Failure to address identified problems undermines the audit’s value and 
breaches the board’s responsibilities. 

COMPLIANCE ACTIVITIES 

Many banks establish a separate compliance function headed by a 
compliance officer or committee. A bank’s compliance function may 
focus on a number of areas, including consumer and antidiscrimination 
laws, legal lending limit, tax, and securities issues. The compliance 
officer or committee generally performs periodic compliance reviews, 
develops necessary systems and controls, assesses the impact of new 
laws and regulations on bank operations and procedures, and provides 
guidance on compliance issues as the bank develops new products. For 
example, a compliance officer may develop appropriate procedures for 
complying with insider lending regulations, the consumer protection 
laws, and regulations governing bank securities dealer activities. 

Compliance officers should provide appropriate training for bank 
employees on compliance issues. Larger, more complex banks generally 
have more elaborate compliance functions than smaller, less complex 
banks. The board should actively support the compliance function. 

The BSA requires banks to establish a compliance program to fulfill its 
recordkeeping and reporting requirements and to confirm the identity 
of bank customers. Broadly, the objective of the program is to prevent 
a bank from becoming a conduit for money laundering and terrorist 
financing activity. The BSA compliance program must be written, 
approved by the board, and reflected in the minutes of the bank. The 
program shall include internal operating controls to monitor and 
report suspicious activity, independent testing of bank activities and 
transactions for compliance, training for employees, and an individual(s) 
designated to coordinate and monitor day-to-day compliance activities. 
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  INFORMATION TECHNOLOGY ACTIVITIES 

Banks rely heavily on information technology (IT) to process bank 
transactions and to supply reports to management and the board about 
managing business risk. The board must ensure that the information 
provided by management in IT reports is accurate, timely, and 
sufficiently detailed to oversee the bank’s safe and sound operation. 
Board and management responsibilities include vendor management 
and safeguarding customers’ nonpublic information. 

The board should actively demonstrate that it understands the bank’s 
IT infrastructure, inherent risks, and existing controls. In some banks, 
there is a chief technology officer and an information security officer. 
The information security officer reports directly to the board. Both the 
chief technology officer and the information security officer should 
provide periodic updates on the bank’s IT infrastructure and operations 
to the board. 

The board should review and approve adequate disaster recovery and 
business continuity plans every year. Sound business continuity plans 
allow banks to respond to such adverse events as natural disasters, 
technology failures, human error, and terrorism. Banks must be able 
to restore information systems, operations, and customer services 
quickly and reliably after any adverse event. It is important that 
business operations be resilient and that customer service disruptions 
be minimized. 

The board should also review and approve an adequate information 
security program annually, or as frequently as it is necessary to revise 
the program based on known vulnerabilities and threats. A robust risk 
assessment drives the information security program. The risk assessment 
provides guidance for the selection and implementation of security 
controls and the timing and nature of testing those controls. Testing can 
validate the basis for accepting risks. The board should understand and 
acknowledge any gaps between identified risks and existing controls. 
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CONFIDENTIAL REPORTING SYSTEM 

A bank’s financial condition and good reputation depend not only 
on the honesty and integrity of management and the workforce but 
also on the reporting of lapses in honesty and integrity by those who 
witness such behavior. The existence of a confidential reporting system 
indicates that the board gives prompt attention to ethics lapses and 
other inappropriate or illegal activity. Having such a system emphasizes 
the responsibility that all employees have for leadership and ethical 
behavior—including reporting suspected wrongdoing. 

The Sarbanes-Oxley Act requires public banking companies to 
implement a confidential system for reporting information regarding 
questionable accounting or auditing matters, known as the “whistle-
blower” provision. Such a system might also be used to report suspected 
violations of the code of ethics and business conduct and to report other 
workplace issues, including any operational problems, inappropriate 
conduct, policy violations, or other risks to the bank. 

Boards should consider the benefits of implementing several 
reporting platforms, such as discussions with supervisors, confidential 
conversations with human resources professionals, secure company 
Web sites and e-mail, and anonymous tip lines. 

Any claim that has the potential to materially affect the financial 
statements should be referred to the audit committee. Complaints that 
have merit but are not relevant to the financial statements (for example, 
personnel grievances) can be referred to other parties in the bank for 
review and handling. 

OVERSEE BUSINESS PERFORMANCE 

Sound business performance is one of the board’s primary objectives 
and responsibilities and a key indicator of management’s success. A 
bank is in business to offer financial services to its community and 
to earn a return on its shareholders’ investments. Consistently poor 
earnings performance affects this return and can hinder the bank’s 
ability to generate capital to support growth. 
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Sound financial performance means more than simply how much the 
bank earned last quarter. Equally important is the quality of earnings over 
the long term. Quality earnings result from sound fundamentals: good 
quality assets, stable funding sources, well-controlled expenses, sound 
asset/liability management practices, and knowledge of markets served. 
When evaluating the quality of earnings, directors should understand 
the soundness of the bank’s operations and the interrelationships 
among operating statistics. Directors should ensure, for instance, that 
the bank does not artificially inflate earnings by delaying chargeoffs or 
inadequately providing for loan and lease losses. Auditors’ reports and 
reports from the bank’s independent loan review program are helpful 
when evaluating the reliability of management’s figures. 

A board should receive adequate financial data and analyses that can 
answer such questions as: 

□	 Is management meeting the goals established in the planning 
process? If not, why not? 

□	 Was the plan unrealistic because of the circumstances? 

□	 Is the level of earnings consistent or erratic? 

□	 Do earnings result from the implementation of planned bank 
strategies or from transactions designed to increase short-term 
earnings but that also raise longer-term risk? 

□	 Is the bank being adequately compensated for the risks it is taking 
in its product lines and activities? 

□	 Does the bank have sufficient capital to support its risk profile and 
business strategies? 

□	 Are the reports accurate or do they reflect an incomplete evaluation 
of asset quality or expenses? 

The board is in a better position to answer these questions if it receives 
reports highlighting key performance measures, trends, and anomalies 
rather than being deluged with large amounts of raw data. The board 
should identify the reports it wants to receive from management and 
their frequency. Key performance reports should enable the board to 
evaluate the amount of risk being taken, compliance with the board’s 
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risk tolerances, and the adequacy of the bank’s risk management 
processes. The bank’s management information systems should reflect 
these requirements and provide up-to-date reports in a timely manner. 

Useful reports are likely to include the following information: budgeted 
compared with actual performance; portfolio activity, including 
classified asset trends, significant loans, past dues, and renewals; 
liquidity trends; off-balance-sheet exposures, including derivatives 
activities; concentrations in assets and funding sources; and interest 
rate sensitivity reports. 

It is often helpful for the board to compare results with those of the 
bank’s peer group. The quarterly Uniform Bank Performance Report 
(UBPR), which is derived from call report data and is provided to each 
national bank, compares the bank’s performance with an identified peer 
group. Although deviations from peer group norms do not necessarily 
indicate problems, management should explain large differences. 
Understanding the reasons for the differences helps the board determine 
whether there is a problem. 

The board should realize, however, that peer group averages are not 
a benchmark, merely an analytical tool. There are no model ratios or 
numbers that guarantee success. The peer group data simply tell how 
banks of similar size and complexity are performing in certain areas 
of their operations. Peer group data do not necessarily indicate good 
or appropriate performance and may not reflect the same goals as the 
bank. 

KEY MEASURES OF BUSINESS PERFORMANCE 

Certain key financial ratios, although not all-inclusive, provide good 
insight into bank and management performance. Some of these ratios, 
which are available in the UBPR, include the following. 
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Return on average assets (ROAA). Net income divided by average 
assets. This is the primary profitability indicator and measures the 
bank’s efficiency in using its assets to generate profits. A ratio that is 
significantly above banks in similar markets offering similar products 
can be one indicator that the bank is taking above average risk. 

Return on equity (ROE). Net income divided by equity capital. 
Investors use this ratio to measure the return on the shareholder’s 
investment. This ratio is also important when calculating the bank’s 
value to potential investors. From the shareholder’s perspective, the 
higher the ROE the better. From the board’s perspective, however, it 
should not seek an attractive ROE that is based on inadequate capital 
or unwarranted risk. 

Net interest margin (NIM). Interest income less interest expense 
divided by average earning assets. This ratio reflects the traditional 
business of banking, that is, the results of the bank’s efforts to buy funds 
and reinvest them profitably. 

Net noninterest expense to average assets. Total noninterest income 
less total noninterest expense divided by average assets. This ratio 
indicates the impact of all noninterest expenses (such as personnel, 
occupancy, or other costs) on the bank’s earnings and can provide a 
measure of the bank’s efficiency in generating earnings. 

Leverage ratio. Tier 1 capital (as defined in the OCC’s capital 
regulations) divided by average assets. This ratio indicates how much 
Tier 1 capital is available to support bank assets and future growth. 
Capital provides a cushion against unexpected losses and promotes 
public confidence in the bank’s condition. Confidence in the bank’s 
condition is a critical factor in its ability to attract deposits and support 
further business. Thus, although regulatory guidelines establish 
minimum capital requirements that banks must meet, well-managed 
banks typically operate with more capital than these minimum 
requirements. 

A declining leverage ratio is frequently an indication of large loan losses, 
rapid asset growth, or large dividend payouts. A declining leverage ratio 
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also may reflect a loss of profitability because of such factors as the 
absence of cost controls, inadequate pricing, or a flawed business plan. 
The board should set as a floor the minimum leverage ratio for the bank 
(a ratio at least equal to regulatory requirements). The board should be 
alert to any declines in the ratio and should determine the cause and 
take necessary action to ensure that adequate capital is maintained. 

Nonperforming loans to total loans. Loans that are past due at least 90 
days, are in nonaccrual status, or have been renegotiated divided by the 
total loan portfolio. A high level of nonperforming loans may suggest 
poor underwriting practices or inadequate monitoring of changes 
in borrowers’ financial conditions. The bank should determine the 
cause of an increase in nonperforming loans and institute appropriate 
corrective actions. 

Net losses to average total loans. Loan losses after recoveries divided 
by average total loans. This ratio is another indicator of asset quality. 
An increasing ratio may indicate that the ALLL is being depleted by 
increasing losses; thus, additional provisions to the ALLL may be 
necessary. Increasing losses also may reflect severe deterioration in the 
loan portfolio, management’s inability to identify loan problems in 
their early stages, or management’s inability to develop strong workout 
and collection programs for problem loans. The bank should determine 
the cause of the increased losses and take appropriate corrective actions. 

BUSINESS PERFORMANCE: KEY AREAS TO MONITOR 

Monitoring these financial ratios keeps the board aware of the bank’s 
business performance. In addition, the board should keep the following 
key areas in mind when overseeing a bank’s business performance. 

ASSET QUALITY 

Because a bank’s condition can depend in large part on its ability to 
control credit risk, the board or its loan committee should closely 
monitor internal loan review findings and issues identified in an 
external audit report or the OCC’s Report of Examination. Any 
weaknesses should be addressed in a timely fashion before they become 
more serious. Issues that may raise concerns include a rapid increase in 
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loan volume, concentrations of credit, the purchase of large numbers 
of participations from outside the bank’s normal trade area, or failure 
to timely recognize asset impairments and establish adequate reserves. 
If this occurs, the board should ascertain that credit quality does not 
suffer and that the bank’s systems are adequate to monitor or service 
such loans. Also, if the board accepts higher risk as part of the bank’s 
risk strategy, the board should be certain that the bank is adequately 
compensated and this risk is properly managed. 

LIQUIDITY AND INTEREST RATE RISK POSITIONS 

The board must make certain that the bank’s liquidity and interest rate 
risk positions are reasonable and do not compromise the bank’s ability 
to maintain earnings and protect capital. While accepting some degree 
of interest rate risk and maturity mismatch is inherent to the business 
of banking, the board and management must understand and control 
the risks that the bank takes. Such risks must be commensurate with 
management’s expertise and the bank’s balance sheet flexibility, especially 
since rapidly changing market conditions can have a substantial impact 
on the bank’s position. 

Useful indicators of risk positions include the extent of the bank’s 
dependence on volatile liabilities, concentrations in funding, the level 
of mismatch between the bank’s asset and liability cash flows, and the 
vulnerability of earnings and capital to movements in interest rates. The 
board should be aware that such strategies as funding long-term fixed- 
rate assets with short-term liabilities may enhance earnings in the short 
run but may threaten earnings and capital if market conditions change 
or if earnings do not materialize as expected. 

NEW PRODUCTS AND SERVICES 

The board should be certain that it fully understands the risks presented 
by any proposed new product or service. If, for example, the pricing 
does not support a reasonable return in comparison with the risks, 
the board should question whether the product or service is worth 
offering. Furthermore, the new product or service should be consistent 
with the bank’s strategic or business plan. The board should verify 
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that management understands the risks of the new product or service, 
including any compliance or reputation risks, and ensure that adequate 
policies, procedures, and systems are in place to facilitate the product 
or service’s introduction and ongoing risk management. 

NONINTEREST EARNINGS 

In many banks, a major component of noninterest earnings is income 
from fee-based products such as mutual funds, mortgage banking, and 
fiduciary services. These products can contribute substantially to the 
bank’s income, but they also introduce new concerns and expose the 
bank to various risks, including operational, compliance, strategic, 
and reputation risks. The bank must be equipped to service and stand 
behind its products and to price them realistically and competitively. 
The bank should perform an effective cost analysis before introducing 
the product and ensure that adequate management information systems 
are in place to support the offering. Management also must ensure that 
it has skilled personnel to administer and support these activities. 

Noninterest earnings may reflect the sales of assets or other nonrecurring 
items. In these cases, the board should ask management to identify 
noninterest earnings that are inflated by unusual nonrecurring items. 
Directors should be concerned when nonrecurring transactions 
supplement earnings to maintain budgeted earnings levels. 

OFF-BALANCE-SHEET ITEMS 

When evaluating the bank’s risk profile and capital position, the 
board must consider the nature and extent of all off-balance-sheet 
items, especially items that may ultimately require funding. A loan 
commitment is an example of an off-balance-sheet item that may 
require funding. When a bank is experiencing liquidity problems, 
borrowers typically draw down their commitments to be certain that 
the funding is available. The board also should understand exposures to 
any off-balance-sheet derivative contracts, such as swaps, futures, and 
options, whether used to hedge existing or anticipated positions or used 
as an alternative investment product to generate earnings. 
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Management should provide regular reports to the board on all off-
balance-sheet activity. These reports should explain the types and 
amount of risk involved and indicate what internal controls, audit, and 
monitoring functions are in place to manage risks. 

DIVIDENDS 

The bank’s ability to pay dividends is an indication of its overall health 
and profitability. Dividends are a source of investment income to 
shareholders. Banks must, however, strike a proper balance between 
income for shareholders and the retention of earnings to maintain 
adequate capital levels. Moreover, federal law prohibits banks from 
paying dividends that would impair the bank’s capital, and banks may 
need supervisory approval if they wish to pay dividends in excess of 
certain amounts. 

SERVE COMMUNITY CREDIT NEEDS 

Every national bank is required to fulfill its responsibilities under the 
CRA. A board’s plans and policies should not only address profits 
and safety and soundness but also reflect efforts to help meet the 
legitimate credit needs of all communities the bank serves. Directors 
frequently represent a cross-section of these communities and thus are 
in an excellent position to assess community needs and to formulate 
appropriate, responsive policies. 

A bank charter imposes significant responsibilities to serve the 
community. Under the CRA, bank regulators must review and consider 
public comments on a bank’s record in meeting community credit 
needs before acting on applications for branches, mergers, and certain 
other structural changes. The growth of interstate branching and other 
factors that may affect credit flows to and from local communities have 
heightened concerns about local community credit needs. 

A board is responsible for ensuring that CRA efforts are an important 
element in a bank’s plans and policies and that those efforts focus on 
performance rather than outreach, marketing, or other aims. The board 
should encourage management to be innovative and committed to 
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serving the needs of the community in which the bank operates. For 
many banks, active CRA efforts reflect good corporate citizenship as well 
as the development of profitable business. A good CRA performance 
rating can facilitate a bank’s expansion plans. 

A board should evaluate whether any areas of the bank’s community 
have credit needs that are unmet and whether any changes to the bank’s 
current plans or policies are appropriate. The board should consider 
whether otherwise sound policies and procedures could have the 
unintended effect of discouraging good quality business in older and 
low- or moderate-income neighborhoods. For example, a policy that 
places a maximum age limit on structures held as collateral may result 
in blanket credit denials in the community’s older neighborhoods. Such 
a policy could exclude responsible citizens attempting to rehabilitate 
housing from even being considered for credit. 

The board should work with management to maintain a constructive 
dialogue with community members. Without good communication, 
a bank may find itself at odds with its community, even if the board 
satisfies the CRA’s goals. Poor communication also may result in the 
filing of adverse comments to bank regulators. Often referred to as 
CRA protests, these adverse comments may cause costly delays for a 
bank seeking a regulatory decision on a corporate application. 
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III
�
THE BOARD’S ROLE IN PLANNING 


AND POLICY
�

PLANNING 

POLICIES 

MAJOR POLICY AREAS 

PLANNING 

The board is responsible for establishing the bank’s goals and for ensuring 
that the bank has the personnel as well as the financial, technological, 
and organizational capabilities to achieve those goals. Ongoing changes 
in the banking industry make it essential for the bank to have a clear 
strategic plan as well as business plans. 

The planning process typically begins with the development of a long-
term strategic plan. The plan usually contains a statement of the board’s 
general philosophy and includes a mission statement or the board’s 
vision of the bank’s future. A strategic plan provides a framework for 
making business judgments and for considering proposals that deviate 
from the board’s stated philosophy. The board should reassess the 
strategic plan periodically to consider new opportunities or to respond 
to unanticipated external developments. Larger, more complex banks 
generally would have more detailed plans than smaller, less complex 
banks. A small bank operating in a stable environment may only need 
to set goals and define the basic business of the bank. 

Short-term business plans translate long-term goals into specific, 
measurable targets. Management is often in the best position to 
formulate these plans. The board should approve these plans after 
concluding that they are realistic and compatible with the bank’s 
tolerance for risk. The board should consider, for instance, whether 
the bank’s capital and other resources are adequate to achieve the goals 
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and whether management has realistically assessed staff expertise and 
systems adequacy. 

The board should review and approve any proposed departures from 
the bank’s strategic and business plans before they take place. For 
example, the board should have a planning, review, and approval 
process for major new activities or products that bank management 
proposes. Many new undertakings require substantial systems support, 
new expertise, lead time, and significant financial investment. The 
board should ensure that bank management has identified potential 
risks and rewards and established adequate risk management systems 
to monitor, measure, and control risk and performance. Management 
or staff assessing the impact of these business plans on overall bank 
operations should address associated risks. 

The planning process should include strategies to meet unanticipated 
operational contingencies to control strategic risk. Disruptions to 
operations can include loss of bank premises or automated systems 
because of fire, flood, or another disaster. The bank’s business continuity 
plan should forecast how departure from a business plan or a major 
operational loss could affect customer services or bank resources, 
including expert staff dedicated to the plans. Finally, business continuity 
plans should address insurance coverage and backup procedures and 
facilities. 

POLICIES 

Policies set standards and courses of action to achieve specific goals and 
objectives established by the board. Policies should be consistent with 
the bank’s underlying mission, values, and principles. They also clarify 
the bank’s tolerance for risk. Statutes, regulations, and certain OCC 
issuances require written policies governing some activities. In other 
areas, the decision to put a policy in writing is up to the board, but 
generally policies should be written for ease of reference and to ensure 
consistent application. Written or not, all policies need to provide 
clear guidance and should be effectively communicated throughout 
the bank. Policies should be flexible enough to permit innovation and 
let management respond to changing business conditions. Training 
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programs should inform employees of policies and how they should 
be applied. 

Associated procedures detail how the policies are to be implemented. 
The procedures should include steps for obtaining appropriate approval 
for policy exceptions. 

If policies and procedures are developed by bank management or some 
other party, the board should ensure that the policies and procedures 
specifically address the bank’s unique goals, systems, personnel, risk 
tolerance, and resources before giving its approval. 

The board or its designated committee should periodically review 
policies and oversee revisions as necessary to ensure that they remain 
consistent with the bank’s goals and risk tolerance. If the board and 
management receive many legitimate requests for exceptions, they may 
need to reconsider the policy. Finally, the board should ensure that 
bank policies and procedures are modified when necessary to respond 
to significant changes in the bank’s resources, activities, or business 
conditions. 

While all banks should have policies that address their significant 
activities and risks, the coverage and level of detail of those policies 
will vary among banks. The OCC generally expects that a smaller, 
noncomplex bank whose management is heavily involved in day-to-
day operations will have basic policies addressing the significant areas 
of operations and setting forth a limited set of requirements and 
procedures. In a larger, more complex bank, where senior management 
must rely on a widely dispersed staff to implement strategies in an 
extended range of potentially complex businesses, the OCC generally 
expects to see far more detailed policies and procedures. 

Policies and procedures should be in place before any new activity begins. 
Management should articulate the risks and rewards of new products 
and services, and the board should not approve any new activity before it 
fully understands the risks and the potential profitability of the activity. 
The board should specify appropriate tools to measure and monitor 
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the risks and should have a way to report risks to all responsible parties 
before the bank engages in a new activity. 

MAJOR POLICY AREAS 

This section highlights the policy treatment of some important 
functional areas and identifies issues within these areas that may require 
special attention. 

LOAN PORTFOLIO MANAGEMENT 

The board should oversee loan portfolio management to control risks 
and maintain profitable lending operations. Traditionally, lending has 
been at the core of a bank’s activities, providing the greatest single 
source of earnings and accounting for the largest volume of assets; 
however, lending has also posed the greatest single risk to a bank’s safety 
and soundness. Whether because of lax credit standards, inadequate 
loan review practices, or weaknesses in the economy, loan portfolio 
problems have been a major cause of bank failures. 

LOAN POLICY 

A bank’s loan policy should address loan portfolio composition and 
should have standards for individual credit decisions. Risk tolerances 
and limits should be specified. Elements of a sound loan policy that set 
parameters for the loan portfolio include: 

□	 Portion of the bank’s funding sources that may be used for lending. 

□	 Types of loans to be made. 

□	 Percentage of the overall loan portfolio that should constitute each 
type of loan. 

□	 Geographic trade area in which loans will be made. 

□	 Guidance on lending activities outside the defined trade area. 

□	 Limits on purchased loans. 

□	 Guidelines on insider loans. (These guidelines must be in writing, 
even if the remainder of the policy is not written.) 
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□	 Individual credit requirements. 

□	 Loan underwriting criteria. 

□	 Loan application requirements. 

□	 Limits on concentrations of credit. 

□	 Approval authority. 

□	 Administrative practices. 

□	 Compliance with lending-related laws and regulations, such as 
the legal lending limit, real estate lending and appraisal standards, 
insider lending regulations, CRA, and fair lending laws and 
regulations. 

LOAN REVIEW PROGRAM 

In addition to the general loan policy, the board should direct 
management to establish an internal loan review program that is 
independent of the lending function. This program, which is essential 
to managing credit risk, should monitor asset quality, adherence to 
established loan policy and credit standards, and compliance with laws 
and regulations. 

The loan review function should report directly to the board or its audit 
committee. Individuals who perform the loan review should not review 
loans in which they have an interest or loans in which they participated 
in granting. Loan reviewers should have experience analyzing loans, 
identifying credit weaknesses, and assessing the degree of risk involved. 
In larger banks, the loan review function often is organized into a 
separate department. In smaller banks, loan review can consist of loan 
officers reviewing one another’s loans. Some loan review programs 
also use internal auditors, other compliance personnel, or outside 
consultants to assess whether the bank is complying with the board’s 
lending policies and properly identifying problem loans. 

The loan review program monitors portfolio trends and analyzes potential 
risks in the portfolio. The program should quantify the repayment risk 
in the portfolio by estimating how much cash commercial borrowers 
could generate from operations or the value of collateral sources under 
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current and adverse market conditions. The bank should have a loan 
classification system that identifies the likelihood of repayment. The 
board may want to follow the loan classification system used by the 
OCC because the judgments the bank and the examiners reach should 
not be materially different if classification criteria are essentially the 
same. 

The board and management use the information drawn from loan 
portfolio reviews to assess whether the overall loan policy is effective, 
to maintain an adequate ALLL, and to serve as an early warning 
system for identifying underlying problems. For example, improper 
documentation or continuing violations of lending limits might 
mean that loan officers need more training or that compliance efforts 
should be increased. Recurring credit quality problems can pinpoint 
weaknesses in the performance of individual loan officers or can warn 
of emerging problems in the local economy or industry sectors. Early 
warning allows the bank to act before those problems have a major 
impact. 

ALLOWANCE FOR LOAN AND LEASE LOSSES 

The board must ensure that the bank has a program for developing, 
maintaining, and documenting a comprehensive, systematic, and 
consistently applied process for determining the amounts of the ALLL 
and the provision for loan and lease losses. To fulfill this responsibility, 
the board should ensure controls are in place to consistently determine 
the ALLL in accordance with generally accepted accounting principles 
(GAAP), the bank’s stated policies and procedures, management’s best 
judgment, and relevant supervisory guidance. 

As of the end of each quarter, or more frequently if warranted, each 
bank must analyze the collectibility of its loans and leases held for 
investment11 and make entries to maintain the ALLL at an appropriate 

11 These are loans and leases that the bank has the intent and ability to hold for the foreseeable future 
or until maturity or payoff. The ALLL does not apply to loans carried at fair value, loans held for sale, 
off-balance-sheet credit exposures (e.g., loan commitments, standby letters of credit, and guarantees), 
or general or unspecified business risks. 
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level. An appropriate ALLL covers estimated credit losses12 on 
individually evaluated loans that are determined to be impaired and 
estimated credit losses inherent in the remainder of the loan and lease 
portfolio. The evaluation should be based on management’s current 
judgments about the credit quality of the loan portfolio and should use 
information from the internal loan review. Management’s evaluation is 
subject to review by examiners. 

Because the ALLL provision affects the accuracy of the earnings 
statement, an understated ALLL expense will overstate the bank’s 
earnings and can result in a violation of law. The board is responsible 
for overseeing management’s significant judgments and estimates 
pertaining to the determination of an appropriate ALLL. This oversight 
should include but is not limited to 

□	 Reviewing and approving the bank’s ALLL policies and procedures 
at least annually. 

□	 Reviewing management’s assessment and justification that the loan 
review program is sound and appropriate for the bank’s size and 
complexity. 

□	 Reviewing management’s assessment and justification for the 
amounts estimated and reported each period for the ALLL and the 
provision for loan and lease losses. 

□	 Requiring management to periodically validate and, when 
appropriate, revise the ALLL methodology. 

LOAN PORTFOLIO MANAGEMENT—AREAS OF CONCERN 

When considering the bank’s lending activities, the board should 
scrutinize the following practices or conditions. 

Failure to have systems that properly monitor compliance with 
legal lending limits. Violating lending limits can lead to excessive 
concentrations of risk, may present an opportunity for bank insiders 

12 This is the estimate of the current amount of loans that the bank will be unable to collect, given facts 
and circumstances as of the evaluation date (i.e., net chargeoffs that are likely to be realized). 
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or affiliates to abuse the bank’s resources, and may result in financial 
liability for directors. Accordingly, the board must direct management 
to adopt a system to generate accurate and timely reports on the bank’s 
legal lending limits. The reports should identify the limits applicable to 
all borrowers, including bank insiders and bank affiliates, and should 
reflect that loan limits were properly considered in loan decisions. 
Bank management should pay particular attention to circumstances in 
which loans should be aggregated or attributed to another borrower. 
Management also should be aware of the circumstances under which 
the board may be required by law to approve loans to insiders in 
advance. If a highly complex lending limit transaction is presented or 
the board or management is uncertain whether a loan approval will 
exceed the bank’s lending limit, the bank should consider obtaining 
guidance from counsel. 

Relaxed standards or terms on loans to insiders and affiliates. 
Several laws and regulations prohibit banks from providing preferential 
treatment to insiders and affiliates. Such treatment may subject the bank 
to unwarranted concentrations of risk or levels of credit risk. The bank 
also may face legal and financial liability as a result of these activities. 

Failure to institute adequate loan administration systems. A bank 
with an inadequate system to administer its loans can experience 
unnecessary losses. Management’s ongoing assessment of risk in the 
loan portfolio may be compromised, for example, if current, detailed 
financial information on borrowers is not maintained. Failure to 
either perfect collateral positions or to carry out adequate follow-up 
and collection procedures also can trigger unwarranted risks and lead 
to otherwise avoidable losses. In addition, if management does not 
supervise loan performance adequately, management may be unable 
to evaluate the performance of individual loan officers who could be 
perpetuating portfolio weaknesses. 

Overreliance on collateral or character to support credit decisions. 
A bank that unduly relies on factors other than cash flow or other 
repayment capacity to support credit decisions may increase its illiquid 
loans and its level of credit risk and may expose the bank to loss. Loans 
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not supported by adequate cash flow are often made for speculative 
purposes and pose greater risks than basic business and personal loans. 
The board should monitor carefully the bank’s exposure to such loans 
and institute acceptable limits. Proper attention to repayment capacity 
is critical, even for such lending products as community development 
loans, unless the loans have government or other support, in which case 
flexible criteria may be appropriate. 

Uncontrolled asset growth or increased market share. One way 
for a bank to achieve rapid asset growth or increase its market share 
is to compromise its credit standards. The board should be alert to 
any activity that could indicate that loan officers are relaxing credit 
standards. Such practices may result in increases in illiquid assets and 
unwarranted losses to the bank. 

Purchase of participations in out-of-area loans without independent 
review and evaluation. Some banks purchase out-of-area participations 
in loans made by other institutions to increase loan volume or to 
diversify risk. To avoid undue losses, the bank or a party independent 
of the seller must review and evaluate the quality and concentration risk 
of such out-of-area participations before purchase. 

Generation of large volumes of loans for resale to others. If a bank 
plans to generate a large volume of loans to sell to others to increase 
income, the board should ensure that the bank’s systems and controls 
are capable of handling the volume. Also, the board should verify that 
credit standards have not been lowered, because selling poor quality 
assets may cause the bank to lose access to the market. Purchasers could 
subject the bank to legal action or recourse for misrepresenting or 
improperly administering the loans. 

ASSET/LIABILITY MANAGEMENT 

The asset/liability management policy provides the framework for bank 
management to carry out the board’s objectives for the composition 
of on- and off-balance-sheet positions. Policy parameters should be 
designed to control the actions of management and provide timely 
feedback to the board. Once the board has specified acceptable 
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risk tolerances, management can begin to translate decisions into 
meaningful limits. 

The policy should address the board’s tolerances for interest rate 
and liquidity risks and should establish procedures for measuring, 
monitoring, and controlling these risks. Risk tolerances should be 
based on a realistic assessment of the board’s rate-of-return objectives. 
For example, a board that establishes extremely low tolerances for risk 
taking should recognize that this decision is likely to reduce the bank’s 
ability to generate higher returns. Such a strategy, however, can reduce 
return volatility, which may be of primary concern to the board. 

When framing the bank’s risk tolerances, directors should determine the 
maximum amount of bank earnings and capital they are willing to allow 
bank management to place at risk. For interest rate risk tolerances, the 
board should consider how movements in interest rates may adversely 
affect the bank’s earnings and capital. The bank’s projected earnings 
and capital often are used as a benchmark for evaluating this exposure. 
When determining liquidity risk tolerances, the board should consider 
how the bank’s inability to meet its obligations when they come due 
may affect the bank’s earnings, capital, and operations. 

The asset/liability management policy should specify what products 
can be used to manage interest rate risk and liquidity positions. For 
liquidity, the policy might address what types of borrowings (such as 
federal funds, term federal funds, and term loans) are acceptable and 
what counterparties are approved (for example, upstream bank federal 
funds). The policy should specify who can commit the bank to various 
transactions and when more senior levels of management or the board 
need to be notified. The board should approve the purchase of tools 
that can accurately and reliably measure exposures to interest rate risk 
and liquidity risk. The policy should include a liquidity contingency 
plan that specifies how the bank will handle a situation of unusual 
liquidity pressure. 
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ASSET/LIABILITY MANAGEMENT—AREAS OF CONCERN 

When considering asset/liability management activities, the board 
should scrutinize the following practices or conditions. 

Excessive growth objectives. A bank with excessive growth objectives 
may engage in activities that unduly increase its exposure to various 
risks. For example, bank staff may be inclined to purchase lower quality 
assets for the bank or set up an unprofitable pricing structure to increase 
business. Such unwise decisions could lead to significant problems in 
the bank’s asset quality, earnings, or liquidity. Excessive growth also 
may lead to undue leverage and capital inadequate to support the 
bank’s activities. 

Heavy dependence on volatile liabilities. Excessive holdings of volatile 
liabilities, such as large certificates of deposit, out-of-area funding 
sources, brokered deposits, and other interest-rate sensitive and credit-
risk sensitive funding sources may pose problems to the bank. Liquidity 
concerns triggered by the sudden withdrawal of such deposits can 
require the costly liquidation of assets. In addition, the bank typically 
must pay a higher interest rate to attract out-of-area funds, thereby 
lowering net interest margins on loans and investments made with 
those funds. Lower margins can create pressures on management to 
seek higher yielding, and potentially riskier, loans and investments to 
maintain earnings. 

Exposure to a significant number of products with embedded 
options. Holding significant amounts of assets, liabilities, or off-
balance-sheet products with embedded options can expose the bank 
to unwarranted interest rate and liquidity risks. Embedded options 
can be found in mortgage-backed securities, nonmaturity deposits, 
structured notes, structured or callable borrowings or advances, and 
even traditional retail bank products. The bank’s risk measurement 
tools should adequately capture this exposure so that management can 
assess how these options may be exercised under various interest rate 
scenarios. 
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For example, embedded options incorporated into retail bank products 
can significantly alter the cash-flow characteristics of the products under 
different interest rate scenarios. A residential mortgage with a penalty-
free prepayment option, for example, gives the bank customer the right 
to exercise the option at any time, thereby creating uncertainty about 
the cash flow on the mortgage. Because customers generally exercise 
this option when they can refinance their mortgages at a lower rate, 
the bank is left to reinvest in lower yielding assets. Conversely, when 
market interest rates rise, fewer customers prepay their mortgages, 
leaving the bank with longer maturity assets and less cash to reinvest at 
current market rates. 

Gaps between asset and liability maturities or between rate-sensitive 
assets and liabilities at various maturity time frames. Excessive gaps 
resulting from differences in the repricing dates of assets and liabilities 
leave the bank vulnerable to impaired earnings and liquidity concerns 
if interest rates do not move according to projections. Management 
should monitor closely its use of volatile or short-term variable-rate 
funding sources to buy illiquid or long-term fixed-rate assets. The 
board should understand and agree with the interest-rate assumptions 
underlying management’s gap planning. 

Asset/liability expansion, both on- or off-balance sheet, without 
an accompanying increase in capital support. A bank engaging in 
excessive leveraging activities may be violating capital requirements. 
Inadequate capital also may make the bank unable to fund or absorb 
potential exposures. The board should scrutinize the bank’s capital 
position on an ongoing basis to avoid such events. 

Failure to diversify assets or funding sources. Concentrations of assets 
or funding sources can expose a bank to risks including credit, interest 
rate, liquidity, and reputation. Credit and interest rate exposures can 
occur in a bank that places undue reliance on particular companies or 
economic sectors because a downturn in the company or industry may 
result in losses. Liquidity risk exists for funding sources that depend 
on one or a few correspondents, large depositors, or depositors tied to 
certain economic sectors. The board should make sure the bank’s policies 
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and practices provide guidelines for diversifying assets and funding 
sources and for specifying limits on such sources. The board also should 
periodically monitor the bank’s asset and funding concentrations. 

Inadequate controls over securitized asset programs. When a 
bank uses securitized assets to fund banking activities, it improves 
the marketability of its assets and enhances liquidity. To control risks 
associated with such programs, however, management should monitor 
how sales of its high-quality assets affect the strength of the remaining 
portfolio. Further, the bank should have risk management procedures 
adequate for its securitization activities, including ensuring compliance 
with all applicable accounting and regulatory capital guidelines. For 
example, management should consider limits on loan and investor 
concentrations when the bank retains some liability on the asset sold. 
Management should also consider the bank’s ability to access this 
market and have contingency plans in place to minimize the risk of 
disruptions to the bank’s ability to access this market. 

Lack of expertise or control over off-balance-sheet derivative 
activities or other complex investment or risk management 
transactions. The growth of various off-balance-sheet derivative 
contracts—such as swaps, futures, and options, as well as structured 
note products—provides banks with an increasing array of financial 
instruments that can be used to manage their risk exposures. Such 
products can be used to change the timing, direction, or level of a bank’s 
risk. Some products may have complex cash flow and risk characteristics 
and may introduce additional leverage to the bank’s risk profile. The 
board should be aware of potential risks and ensure that adequate risk 
monitoring and control procedures are in place before the bank uses the 
products. The board and management should understand the role such 
leverage transactions play within the bank’s overall business strategies. 

INVESTMENT ACTIVITIES 

Investments traditionally have been a bank’s second largest source of 
income. Investments should generate quality earnings, allow a bank 
to diversify its asset base, and provide liquidity. Investment activities 
are subject to complex legal requirements. These requirements affect 
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the types and amounts of investments banks may make. The board 
must ensure the bank’s investment activities comply with these legal 
requirements. 

While the board may seek advice from technically competent managers 
or external sources, such as correspondent banks, brokerage houses, or 
consulting services, the board may not delegate its responsibility for 
overseeing the investment portfolio. The investment policy should 
state that the bank must comply with legal restrictions on the types of 
securities the bank may hold. The policy also should specify the type 
and composition (including the maturity and repricing characteristics) 
of those instruments. Factors such as the bank’s earnings, ability to 
accept risk, liquidity needs, pledging requirements, funding sources, 
and income objectives help define the board’s policy objectives. The 
board should review the portfolio as necessary to confirm that the 
risk level remains acceptable and consistent with previously approved 
portfolio objectives. The review should include information on the 
current market value of the portfolio and consideration of whether the 
investment policy needs to be revised. 

The board should direct management to establish systems with 
objectives and limits for each portfolio, taking into account applicable 
laws, regulations, and current accounting standards for each part of 
the portfolio. The bank’s risk management systems should enable 
management to evaluate how changes in market factors, such as interest 
rates, may affect the value of the bank’s investment portfolios, especially 
securities with embedded options. The risk management systems should 
be capable of monitoring and controlling other risks associated with 
investment activities, such as credit, liquidity, operational, compliance, 
strategic, and reputation. 

INVESTMENT ACTIVITIES—AREAS OF CONCERN 

When considering investment activities, the board should scrutinize 
the following practices or conditions. 

Failure to select securities dealers carefully. Management should be 
aware of the credit standing, record, and reputation of securities dealers 
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with whom the bank does business. The board should reaffirm a list 
of approved securities dealers annually to ensure that the bank does 
not deal with financially unstable, irresponsible, or dishonest securities 
dealers. 

Efforts to obtain higher yields without regard for other portfolio 
objectives. The bank should not extend the investment portfolio’s 
maturity to obtain higher yields without carefully considering liquidity 
and funding issues. Extending maturities without evaluating these 
issues increases liquidity and interest rate risks because unanticipated 
liquidity demands may lead to the sale of securities at depressed market 
prices. In addition, interest rate movements or changes in quality can 
cause the value of securities to decline. 

Purchase of low-quality investments to obtain higher yields. Low-
quality investments are highly volatile because they can experience wide 
price fluctuations as interest rates or other investor expectations change. 
Purchasing these investments also increases credit risk. Lower quality 
investments also impair the bank’s liquidity and reduce flexibility in 
managing the investment portfolio. 

Purchase of structured securities without appropriate due diligence. 
Complex, structured investments, often purchased to support bank 
earnings objectives, require a level of due diligence commensurate with 
the complexity of the instrument, the materiality of the investment in 
relation to capital, and the overall quality of the investment portfolio 
as it relates to serving the liquidity and pledging needs of the bank. 
The use of traditional credit ratings should be supplemented with the 
bank’s own internal analysis. Bank management should ensure that its 
valuation process allows for a thorough assessment of projected cash 
flows and the probability of default and loss given default assumptions. 

Failure to adequately diversify investments. Concentrations of 
investments in the securities of individual obligors or groups of obligors 
with common economic ties could be an unsound strategy because 
price fluctuations, a deterioration of the quality of the securities, or loss 
of principal may adversely affect the bank’s financial statements. 
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Failure to consider pledging requirements in investment decisions. 
To meet present and future funding needs, a bank must be able to 
pledge eligible securities to support deposits of public funds and to 
use as collateral. When developing portfolio and liquidity strategies, 
management must consider the eligibility of securities to meet the 
bank’s pledging and collateral requirements. 

Failure to institute adequate internal controls for investment and 
trading activities. Some banks have experienced substantial losses 
because the internal controls on their investment and trading operations 
were inadequate to monitor and control risks. A bank with significant 
investment portfolio transactions or one engaging in trading activity 
should be certain that controls, such as segregation of duties, are in 
place. 

Failure to ensure the investment portfolio complies with current 
accounting standards. Current accounting standards require a bank 
to divide its investment portfolio into three parts: held-to-maturity, 
available-for-sale, and trading. Securities in the held-to-maturity 
portfolio are those that a bank has the intent and ability to hold until 
maturity. The bank may not use this portfolio to engage in trading 
or to conduct speculative securities transactions. The securities in the 
available-for-sale account are those that will be sold at a future date but 
will not be traded often enough to qualify for the trading account. The 
trading portfolio holds securities bought and held principally for selling 
in the near term. The bank must record and report trading transactions 
in this account. 

FIDUCIARY ACTIVITIES 

Although traditional personal and employee benefit account 
administration remain the primary fiduciary business lines for most 
banks, other banks have expanded their fiduciary activities to include 
such products and services as investment management accounts, advising 
proprietary mutual funds, global custody, and securities lending. Many 
large banks have established a private banking department, offering 
a full array of credit and investment management services, including 
fiduciary services, to high-net-worth individuals. As the fiduciary 
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business continues to evolve, the wide variety of products and services, 
frequently offered in locations outside the traditional trust department, 
presents a complex administrative challenge to bank boards. 

Regardless of the scope of the fiduciary activities, however, the board is 
responsible for monitoring its administration. The board must protect 
the bank’s fiduciary reputation, as well as the customer’s assets, by having 
effective policies and procedures, management information systems, and 
risk management practices. The board should confirm that individuals 
who administer fiduciary activities at the bank are knowledgeable 
and competent, and have high personal integrity. The board should 
ascertain that internal controls and compliance management systems 
are adequate to minimize compliance, operational, reputation, and 
strategic risks associated with fiduciary activities. 

FIDUCIARY ACTIVITIES—AREAS OF CONCERN 

When considering fiduciary activities, the board should scrutinize the 
following practices or conditions. 

Opening of new accounts not in compliance with account 
acceptance guidelines. To protect the bank’s reputation as a fiduciary, 
and thereby minimize reputation risk, the bank must know its 
customers. The board should establish guidelines designed to make 
sure that only accounts that meet the board’s selection standards are 
accepted. An account acceptance process helps prevent the opening 
of new accounts with unclear objectives, accounts that management 
is not qualified to administer, accounts that may lead to conflicts of 
interest, and accounts that may expose the bank to future liabilities, 
such as from environmental hazards. The guidelines should specify how 
exceptions to policy are to be handled and that management should be 
able to support why an exception should be made. 

Purchasing of securities not previously approved by the board or 
investment committee. The board or investment committee normally 
establishes investment guidelines and approves investment lists to 
control the acceptable amount of risk. Any security purchase that 
falls outside of established guidelines should be carefully evaluated to 
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determine its suitability for an account. Management should document 
its decision to purchase such an asset. 

Higher than anticipated yields on investment portfolios, collective 
investment funds, or advised mutual funds. Investment managers 
who are rewarded solely on the performance of the portfolios they 
manage may have an incentive to accept more risk in order to increase 
returns. Even if the securities purchased are authorized for the account 
or fund, the manager may be taking undue risks. For example, a 
pooled fund may allow investment in mortgage-backed securities. To 
increase yields, the manager may invest in higher risk mortgage-backed 
securities or have a concentration of those securities. The board should 
determine whether the risk assumed to achieve higher than expected 
returns is acceptable. 

Existence of accounts with unusually high cash balances or large or 
extended overdrafts. A fiduciary is responsible for properly managing 
fiduciary assets. High cash balances in accounts may indicate that 
management is failing to meet its responsibility to make fiduciary assets 
productive. Similarly, large or extended overdrafts may indicate poor 
management of an account. These situations should be noted on an 
exception reporting system. The board should expect management to 
document its reasons for allowing high cash balances or overdrafts. 

Failure to institute adequate internal controls for fiduciary 
activities. Indications that internal controls are weak include references 
to numerous or repeat exceptions to policies and procedures in internal 
reports, internal or external audits, or examination reports. To avoid 
this, the board should approve policies, which management should 
implement with procedures, establishing a strong internal control 
structure. The department’s organizational structure should provide 
for separation of duties. Reports noting exceptions to policies should 
be reviewed on a regular basis, with exceptions properly approved. 
Significant exceptions should require prior approval by the board or a 
designated committee. 

Losses or settlements arising from actual or threatened litigation 
that are significant in either size or volume. Losses or settlements 
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may indicate that fiduciary assets are not being administered properly. 
The board should require management to thoroughly explain any 
significant losses or litigation and make an effort to identify the cause of 
the problem. The board should then determine whether the underlying 
reason for the problem has been corrected. Numerous or increased 
amounts of customer complaints also may indicate administrative 
weaknesses. To mitigate reputation and litigation risks, the bank should 
ensure that all customer complaints are investigated and addressed by 
management to ensure that customers are being properly served. 

Any situations that give rise to a conflict of interest. To protect the 
bank’s reputation as a fiduciary, the board should direct management 
to implement policies and procedures to avoid conflicts of interest 
and even the appearance of conflicts. The board should have a review 
process that checks for compliance with applicable laws, regulations, 
policies, and procedures. Exceptions should be reported to the board, 
which should then instruct management to take appropriate corrective 
action. 

INSIDER ACTIVITIES 

Public confidence in a bank’s operation and condition is fundamental 
to its ability to attract and maintain deposits at a reasonable cost; a 
bank must have a reputation for honesty and integrity. Insider abuse 
ranks high on the list of causes of bank failures and is often the result 
of a lack of clear written internal policies or a failure to enforce them. 
The importance of this issue to the very survival of a bank means that 
the board must assume a leadership role. The board must adopt and 
enforce strong written insider policies governing the bank’s relationship 
to insiders and their related interests. The board must adopt similar 
policies to cover bank officers and employees. Failure to control insider 
activities properly can subject the bank to reputation, strategic, credit, 
compliance and liquidity risks. Among other things, the board’s insider 
policies should address 

□ Guidelines for insider lending and transactions with bank affiliates. 

□ Disclosure of actual and potential conflicts. 
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□	 Guidelines for handling confidential information. 

□	 The need for dealings to be at arm’s length. 

□	 Prohibitions against the use of insider information in securities 
transactions. 

□	 Prohibitions on self-dealing. 

□	 Restrictions on the acceptance of gifts, bequests, or other items of 
value from customers or other persons having a business relation-
ship with the bank. 

The board must establish a method to administer and monitor 
compliance with the bank’s insider policies. The board should require 
management to develop training and awareness programs covering 
insider issues and should establish lines of communication outside of 
the normal chain of command. These communication channels, which 
are intended to increase the likelihood that insiders and employees seek 
guidance, should provide advice and assistance to directors, officers, and 
employees as ethics questions arise. The board should monitor questions 
and responses periodically to ensure consistent interpretations. Finally, 
the policies should provide clear guidance on what actions the bank 
will take in the event of noncompliance. 

INSIDER ACTIVITIES—AREAS OF CONCERN 

In addition to issues discussed elsewhere in this book, such as in the 
section titled “Loan Portfolio Management—Areas of Concern,” 
the following practices or conditions should trigger additional board 
scrutiny. 

Transactions resulting in a conflict of interest. Bank insiders can 
and should bring legitimate and profitable business to the bank. Any 
transaction between a bank and an insider or his or her outside interest, 
however, should be made in a manner that avoids even the appearance 
of a conflict of interest. For example, an insider’s loans and deposits, 
and those to his or her interests, should be made on terms and at rates 
that are comparable with those offered to other customers. Purchases 
or sales of assets or securities between a bank and its insiders should 
be made on an arm’s-length basis at fair market value. Insiders should 
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disclose their interests and the board should ensure that procedures are 
in place to closely scrutinize insider transactions. Transactions between 
the bank and other persons or businesses an insider brings to the bank 
should be monitored. A bank insider should avoid accepting gifts or 
soliciting anything of value in connection with any transaction between 
the bank and its customers. 

Payment of excessive compensation or unjustified fees. Insiders who 
are not bank employees may be entitled to compensation for services 
they perform for the bank. Compensation can take the form of salaries, 
bonuses, fees, benefits, or other goods and services. Compensation that 
is either excessive or contributes to material financial loss to the bank, 
however, is an unsafe and unsound banking practice and is prohibited 
by regulatory safety and soundness standards. 

Fees paid to insiders for specific services should be based on cost, 
cost plus a reasonable profit, or current market value. The board 
should ensure that records are retained that demonstrate the fair value 
of the goods and services rendered, the benefit to the bank, and the 
appropriateness of the fees paid. The board should review these records 
as part of its ongoing supervision of the bank’s affairs. If excessive 
compensation is discovered, the board is responsible for taking 
corrective action, including seeking restitution. 

Failure to comply with laws and regulations. Insider activities are 
governed by several laws and regulations. They include reporting 
requirements, limitations on the type and amount of certain insider 
transactions, approval requirements, and prohibitions on certain types 
or characteristics of insider transactions. A bank in noncompliance 
with these laws and regulations may face increased reputation risk and 
be subject to an administrative action or civil money penalties (CMP). 
The board should ensure that bank insider policies and procedures 
incorporate legal requirements and that insiders receive training on these 
requirements. When complex situations arise, such as the applicability 
of the various combination and attribution rules for insider lending 
limits, the bank should seek legal guidance. 
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IV
�

THE DIRECTOR’S INDIVIDUAL 

RESPONSIBILITIES
�

BE DILIGENT 

BE LOYAL TO THE BANK’S INTERESTS 

This chapter discusses in practical terms the director’s individual 
responsibilities. The guidance provides common sense advice about 
how directors can meet these responsibilities when overseeing a bank’s 
operations. 

BE DILIGENT 

A director of a national bank has distinct individual duties, 
responsibilities, and potential liabilities. Directors must devote the 
time and attention necessary to do their jobs. They must be aware of 
the bank’s condition and knowledgeable enough to make meaningful 
contributions to the board’s work. Simply put, a director must diligently 
and actively perform his or her responsibilities. If not, under some 
circumstances, individual directors may be held personally liable for 
losses suffered by the bank or others, or incur other personal liability. 
While not all-inclusive, the following five points discuss specific actions 
that a director can take to be diligent. 

ATTEND BOARD AND COMMITTEE MEETINGS 

Directors who do not attend or participate in board and assigned 
committee meetings regularly are not fully meeting their responsibilities. 
Being present at those meetings is important to staying informed about 
the bank’s activities. The OCC considers this duty to be so fundamental 
that bank examiners may specifically criticize an individual director’s 
unsatisfactory attendance. In addition, the securities laws may require 
certain banks to publicly disclose a director’s poor attendance record. A 
director’s absence from a board meeting, moreover, does not necessarily 
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relieve that director from responsibility for what took place at the 
meeting. Any director who is unable to attend meetings regularly, 
because of ill health or other reasons, should consider whether continued 
membership on the board is in the bank’s or the director’s best interests. 

REQUEST AND REVIEW MEETING MATERIALS 

Directors should decide what information they need to stay informed of 
the bank’s condition and to participate meaningfully in board meetings. 
They are responsible for ensuring that the information selected for 
review permits the board to fulfill its duties. For its part, management 
is responsible for providing adequate information to the directors. 

Outside directors may benefit from reports specifically tailored to their 
needs. These directors lack day-to-day exposure to bank activities and 
should not be expected to monitor operations by receiving extensive, 
detailed reports on every issue or even the same abbreviated reports 
prepared for senior management. Instead, outside directors may find 
reports most useful when they present a current and concise picture 
of the bank and focus on the issues that demand the board’s attention 
and action. 

Directors should ensure that they receive meeting materials early 
enough to review the information carefully before the meetings. Each 
director should be familiar with the information provided and should 
review it carefully and follow up on any questions that the material may 
raise. The board functions at its best when informed directors interact 
and apply their individual expertise and varied backgrounds to the 
decisions facing them. 

ASK QUESTIONS AND SEEK EXPLANATIONS OF PROBLEMS 

Directors should have a complete and accurate understanding of the 
bank’s condition. If particular matters are unclear, directors should ask 
management to provide more information. Directors must take the 
initiative to address potential problems they see. Exceptions from board 
policies, for instance, should generate directors’ inquiries and requests 
for follow-up information to ensure that proper controls are in place. 
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Directors can and should feel free to communicate with other directors 
or management outside of formal board meetings. Both directors and 
management can benefit from such informal contacts. A director who 
does not wish to interrupt or ask extensive questions during board 
meetings might, for instance, find it more convenient and productive 
to ask questions of management or other directors before or after board 
meetings. Directors also might find that sitting in on key management 
planning or review meetings helps them understand issues affecting the 
bank. 

Individual directors should not make decisions before their questions 
are satisfactorily answered. A director who cannot make an informed 
decision should ask the board to postpone the decision until adequate 
information is available or more time is provided for discussion. If this 
is a recurring problem, the board should review the format of board 
proceedings or management’s responsiveness to inquiries from directors. 

UNDERSTAND AUDITS AND SUPERVISORY COMMUNICATIONS 

Individual directors should personally review all reports and significant 
communications from the bank’s auditors and regulators and ensure 
they understand the important issues. Information from such third-
party reviews of the bank’s operations can help the director, and the 
entire board, assess the accuracy and validity of information from 
management. A director who wants help understanding the findings or 
recommendations of a report can contact the bank’s audit committee 
or the examiners, auditors, or outside consultants who prepared the 
report. 

Regulatory and other third-party reports, such as outside audit reports, 
also provide notice to directors of problems in the bank. These reports 
may show that losses from uncorrected problem areas resulted from 
the board’s failure to supervise the bank adequately. Because of the 
significance of these reports and the fact that bank regulators may 
hold individual directors accountable, directors should understand 
the problems identified and ensure that management takes needed 
corrective actions within specified time frames. 
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EXERCISE INDEPENDENT JUDGMENT 

Directors should be objective and independent when overseeing the 
bank’s affairs. Each director should examine and consider management’s 
recommendations thoroughly. Examples of situations in which a 
director could feel uncomfortable exercising independent judgment 
include 

□	 Inside directors who may feel a need to support management 
actions to keep their jobs. 

□	 Inside directors who may have a biased judgment because of their 
involvement in specific bank operations. 

□	 Outside directors who may believe that they do not know 
enough about banking to meaningfully evaluate management’s 
recommendations. 

□	 Outside directors who were invited by the CEO to join the board 
and may feel pressure to support management if they wish to 
remain directors. 

□	 Both inside and outside directors who may feel compelled to vote 
with a controlling shareholder (who is also a director) to keep their 
positions. 

Despite these fears, pressures, and concerns, individual directors must 
exercise independent judgment. Directors should ask management 
the questions and elicit the facts necessary to satisfy themselves that 
management’s recommendations are feasible and in the bank’s best 
interests. 

Each director contributes an important perspective to the board. The 
exercise of objective judgment is critical to the board’s effectiveness. If 
a director disagrees with a board action on the basis of his or her own 
review of the matter, the director should state formally his or her view, 
explain the reasons for disagreement, and request that the position 
be recorded in the board minutes. Thoughtful disagreement among 
directors is healthy and can suggest that the board is independent 
and not operating under undue influence by management or from an 
individual director. A director’s recorded dissent in the board minutes 
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also may protect that director from some potential liability resulting 
from the board action. 

BE LOYAL TO THE BANK’S INTERESTS 

Directors are responsible for dealing fairly with the bank in business 
transactions and for ensuring that their personal interests do not bias 
board decisions or otherwise harm the bank. While transactions between 
a bank and its directors may be important to the bank, directors must 
ensure that their own business and personal relationships with the 
bank, and the bank’s relationship with the other directors, are always 
at arm’s length. 

Also, directors must not improperly take business opportunities away 
from the bank. Although the law does not prohibit a bank director from 
doing business with the bank, directors must ensure that they do not 
abuse their position to benefit personally at the bank’s expense. Directors 
must structure their business and personal dealings with the bank to 
comply with legal requirements and to avoid even the appearance of a 
conflict of interest. In addition, directors must take reasonable action 
to prevent other employees from abusing their positions with the bank. 

Insider activities can lead to reputation, liquidity, compliance, and credit 
risks. If a director does not carefully follow insider laws and regulations, 
the bank’s reputation and that of its directors may be tarnished. If 
these problems become known to the public, the bank may experience 
liquidity problems and compliance risk may increase. The bank may be 
exposed to credit risk when insiders use their positions to obtain loans 
for which they or other borrowers might not otherwise qualify. 

Directors must approve written insider policies for the bank that address 
codes of conduct, conflicts of interest, and other relevant issues. Insider 
policies, including codes of conduct, address the activities of directors, 
officers, and employees at all levels of the bank. An appropriate code 
of conduct can set a pattern for proper behavior by directors and all 
bank employees and help avoid future supervisory and legal problems. 
Directors and other insiders can conduct business with the bank 
according to an established routine that recognizes and observes all of 
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the policies’ requirements. Moreover, following these policies should 
make compliance with the legal restrictions on insider dealings easier. 

After approving written insider policies for the bank as a whole, directors 
should have processes for handling insider transactions. Individual 
directors can avoid illegal insider transactions in many ways by 

□	 Following written insider policies, including a reasonable, judicious 
bank policy on directors’ salaries, fees, loans, and expenses. 

□	 Consulting with bank or personal legal counsel before entering 
into or approving transactions involving the bank and a director or 
a company controlled by a director. 

□	 Disclosing all real or potential conflicts to the entire board before a 
board decision is made. For example, a director should disclose any 
ownership interest in or other personal or business relationship to 
a borrowing entity before a loan is discussed or approved; in some 
instances, prior disclosure is required by law and regulation. 

□	 Making sure that transactions between the bank and a director 
or company controlled by that director are documented fully. 
Documentation for such transactions might include: 

—	�Independent appraisals of property that the bank is considering 
buying, leasing, or selling from or to a director, or other 
documents establishing the competitiveness of the terms. 

—	�Information showing that a proposed loan to a director or his 
or her business interest is comparable with specific loans made 
by the bank to non-insiders. 

—	�Information showing that a proposed loan to a director or his 
or her business interest does not involve more than the normal 
risk of repayment or present other unfavorable features. 

—	�Board minutes that reflect the nature of the board’s deliberations 
regarding a potential conflict of interest involving a director. 

—	�Board actions approving such transactions, consistent with 
applicable legal and regulatory requirements. 
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□	 Making sure that a director with a potential conflict of interest in 
any matter refrains from discussing, voting, or having any other 
involvement in the matter. Whether the matter requires board 
approval or not, the director should disclose all the facts relevant 
to the transaction and his or her potential conflict and ensure that 
this action is documented, preferably in the board minutes. When 
directors engage in a transaction with the bank or a third party, 
they are required to disclose all information about the matter that 
is material to the bank, even if the information is confidential. 

□	 Observing the rule that the bank’s interests must be paramount in 
any transaction involving a director or a company controlled by a 
director. 
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V
�

DIRECTORS AND THE LAW 

FIDUCIARY DUTIES AND RESPONSIBILITIES 

STATUTORY AND REGULATORY LIABILITY 

INDEMNIFICATION AND INSURANCE 

When directors are appointed or elected, they are required to take 
an oath under Federal Banking Law 12 USC 73. The oath states that 
they will, so far as the duty devolves on them, diligently and honestly 
administer the affairs of such association and will not knowingly violate 
or willingly permit to be violated any provisions of banking law. This 
chapter discusses how the duties referred to in 12 USC 73 have come to 
be commonly defined and includes practical examples. The chapter also 
summarizes key banking and other laws and regulations under which a 
director may face liability. The chapter concludes with a brief discussion 
of the law as it relates to indemnification and insurance agreements. 

FIDUCIARY DUTIES AND RESPONSIBILITIES 

The duties of care and loyalty, and good faith, are the standards that guide 
all actions that directors take. By fully understanding these fiduciary 
standards and putting the liability environment into proper perspective, 
directors can perform their duties more effectively. Directors with such 
understanding are then empowered to take reasonable business risks 
to preserve and enhance shareholder value, while at the same time 
prudently managing their own personal liability risks. 

These fiduciary duties generally require that 

□	 A bank director diligently and honestly administer the bank’s 
affairs. 

□	 A bank director place the bank’s interests above his or her own 
interests. 
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□ Any transactions between a director and the bank be conducted on 
terms that are fair to the bank. 

□	 A bank director may authorize bank management to take only those 
actions or perform only those activities that are legally permitted 
for the bank. 

The duty of care requires that directors act in good faith, with the 
level of care that an ordinarily prudent person would exercise in similar 
circumstances, and in a manner that they reasonably believe is in the 
best interests of the organization. The duty of care requires directors 
to acquire sufficient knowledge of the material facts related to the 
proposed transaction, thoroughly examine all information available to 
them with a critical eye, and actively participate in the decision-making 
process. 

The duty of loyalty requires that directors exercise their powers in 
the interests of the organization and its stockholders rather than in 
the director’s own self-interest or in the interests of any other person. 
Directors taking action on a particular item must be independent, 
meaning they can consider the transaction on its merits, free from any 
extraneous influences. The duty of loyalty primarily relates to conflicts 
of interest, confidentiality, and corporate opportunity. 

The duty of loyalty does not mean that a director may not do business 
with the bank or may not participate in transactions in which the 
bank may have an interest. However, it does mean that a director 
must disclose fully to the board any personal interest that he or she 
has in matters affecting the bank and must also disclose all material, 
nonprivileged information relevant to the matter. Independent and 
disinterested directors must decide that any transactions involving 
these interests are fair to the bank. 
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A group of directors offers to lease property or equipment to their 

bank. To avoid breaching the duty of loyalty, the directors must advise 

the board of their specific interest in the matter and of any material 

information relevant to the transaction. The disinterested directors 

must then decide independently that the transaction is fair to the 


bank because the terms are at least as favorable as those available 

from other persons or entities unaffiliated with the bank. To make this 

decision, disinterested directors may, for example, obtain independent 


appraisals and bids to be sure their deliberations are impartial and that 

they independently analyzed all relevant information.
�

A director discovers that property the bank has been considering 
acquiring for a branch is for sale. The director wants to buy the 
property personally. The director may avoid liability under the 

usurpation of corporate opportunity doctrine if he or she allows the 
bank the first opportunity to purchase the property. If the bank decides 
against purchasing the property after disinterested directors have fairly 
and fully considered the facts, the interested director may pursue the 

matter or recommend it to others. 

Under the business judgment rule, a court may presume that directors 
have made decisions on an informed basis, in good faith, and in the 
honest belief that the action was taken in the best interests of the 
corporation. This presumption offers directors protection where the 
courts decline to second-guess their decisions based on a showing that 
directors followed their duties of care and loyalty, and acted in good 
faith. 

These fiduciary standards focus on such cultural characteristics as 
independence, objectivity, candor, good faith, diligence, attention, 
engagement, and integrity. Directors who understand the importance 
of establishing the right tone at the top better exemplify the conduct 
and behaviors that enable them to fulfill their responsibilities. They 
have a clearer idea of the importance of corporate culture and a 
deeper understanding of their fiduciary responsibilities under the law. 
They are able to focus not only on process but also on substance— 
the achievement of sound business strategy and the enhancement of 
shareholder value. 
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Each director should take care to ensure that his or her conduct reflects 
the level of care and diligence required of national bank directors. A 
national bank director—like the director of any other corporate entity— 
may be held personally liable in lawsuits for losses resulting from his 
or her breach of fiduciary duties. Parties including shareholders (either 
individually or on behalf of the bank), depositors, or creditors who 
allege injury by a director’s failure to fulfill these duties may bring such 
suits. In addition, the OCC may assess CMPs or take other enforcement 
action against directors for breaches of fiduciary duty. Potential director 
liability may be assessed on an individual basis because the nature of 
any breach in fiduciary duty can vary for each director. 

STATUTORY AND REGULATORY LIABILITY 

Various statutes and regulations incorporate the concept of the director’s 
duty of care and duty of loyalty. These statutes and regulations set out 
specific terms for the conduct and activities of directors and their banks. 

A director who violates any banking law or regulation, engages in 
an unsafe or unsound banking practice, or breaches a fiduciary duty 
(or permits another person to do so) may be held personally liable or 
subjected to monetary penalties or other sanctions. The director may 
be held responsible either alone or jointly with other board members or 
related interests of the director in lawsuits or in administrative actions. 

Two directors are aware that an officer of the bank is authorizing 

repeated overdrafts and loans that exceed the bank’s legal lending 

limit. Although the officer’s actions are illegal and subject the bank 

to substantial credit risk, the two directors take no steps to prevent 

the offending officer from continuing the practices and decide not to 


inform the board of the problem. The two directors’ inaction enables the 

officer to continue these practices, which result in significant losses to 

the bank. The two directors’ failure to take appropriate action to stop 

the practices and alert the rest of the board of the officer’s conduct 


represents a disregard for the bank’s safety and soundness and could 

subject them to a lawsuit or an administrative action. In addition, an 


administrative action may be brought against the officer who engaged 

in the improper conduct. 
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KEY BANKING LAW PROVISIONS 

Directors are responsible for ensuring that the bank complies with all 
applicable laws and regulations. These laws and regulations cover a 
wide range of banking issues, such as general corporate structure and 
governance, bank assets, bank operating authorities, and consumer 
protection. Directors might find it helpful for in-house or outside 
counsel to periodically review the broad statutory and regulatory 
framework, brief the board on statutory or regulatory developments 
particularly relevant to their bank’s activities, and advise the directors 
on specific compliance issues that may arise. 

Listed below are some statutes and related regulations that merit special 
attention because they are often relevant to transactions engaged in 
by a bank. The descriptions of these statutes and regulations are not 
intended to be authoritative restatements of the law and regulations, 
particularly since statutory and regulatory changes may take place after 
this book is published. Directors and management are responsible for 
consulting the current version of the specific statutes and regulations 
implicated by a particular transaction or consulting legal counsel as 
appropriate. The statutes and regulations involve the following topics: 

□ Corporate governance 

□ Lending limits 

□ Insider transactions 

□ Transactions with affiliates 

□ Safe and sound banking practices 

□ Reporting requirements 

□ Other laws and regulations 

CORPORATE GOVERNANCE 
(SARBANES-OXLEY ACT OF 2002, 12 CFR 363) 

The Sarbanes-Oxley Act addresses external auditors and audits, financial 
reporting and disclosures, conflicts of interest, audit committees, 
and other corporate governance issues at public companies. A public 
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company is defined as a company that has a class of registered securities 
with the SEC or the appropriate federal banking agency under Section 
12 of the Securities and Exchange Act of 1934. 

The FDIC’s Part 363 applies to both public and nonpublic banks and 
holding companies having $500 million or more in total assets. Part 363 
establishes requirements for independent financial statement audits; 
timing, content, and types of management and auditor reporting; and 
audit committee structure and responsibilities. In addition, all national 
banks subject to Part 363 are expected to comply with the Sarbanes-
Oxley Act’s auditor independence provisions and any SEC regulations 
issued that relate to that section. 

LENDING LIMITS (12 USC 84, 12 CFR 32) 

The law limits the total dollar amount a bank can lend13 to a single 
borrower (including any bank insider or employee). Congress imposed 
these limits to restrict the impact of a default by any individual 
borrower on the overall safety and soundness of a bank. The limits are 
also intended to promote credit diversification among a broad range of 
borrowers. 

A bank computes the dollar amount of the lending limit as a percentage 
of its capital and surplus. A bank must recalculate its lending limit 
quarterly when it files its call report, basing the new calculation on 
the amount of the bank’s capital and surplus at the end of the previous 
quarter. In special circumstances, such as a merger or in the event 
of a major adverse change in a bank’s financial condition, the OCC 
can send a written notice to a bank requiring it to calculate its limit 
more frequently. Also, a bank must recalculate immediately its lending 
limit any time its capital category changes under the OCC’s prompt 
corrective action regulation. 

13 Effective one year after the transfer date, the Dodd-Frank Wall Street Reform and Consumer 
Protection Act amends the lending-limit definition of loans and extensions of credit to include 
any credit exposure to a person arising from a derivative transaction, repurchase agreement, reverse 
repurchase agreement, securities lending transaction, or securities borrowing transaction between the 
bank and the person. 
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In addition, the OCC’s lending-limit rules require that loans to separate 
but related borrowers be aggregated and attributed to one or more 
borrowers under specified circumstances, including when apparently 
separate borrowers in fact constitute a “common enterprise” or when 
one borrower receives a direct benefit as a result of a loan made to 
another borrower. Bank management must therefore review carefully 
all relevant facts and circumstances, including the purpose of the 
loan and the ultimate recipient of the proceeds, to determine whether 
combination or attribution is warranted. 

A bank makes a loan to an officer of a corporate borrower. The 

corporate borrower already has two earlier loans from the bank. The 

officer obtains the new loan in his or her own name, disclosing that it 


is for the purpose of covering the corporation’s overdraft, and deposits 

the loan proceeds directly into the corporate checking account with 


the bank. Although the bank makes the loan in the officer’s name, the 

bank must attribute the loan to the corporate borrower and combine 

it with the corporation’s other two loans because the proceeds of the 


individual’s loans are used to benefit the corporation. 


Before personally approving a loan, a director should always know, and 
should make sure that management knows, the applicable loan limit and 
the total debt to the bank attributable to the borrower. Legal counsel 
can be helpful in analyzing complex lending-limit questions. A director 
should be certain that the bank has systems for monitoring the bank’s 
current dollar loan limits and borrowers’ loan balances so that a loan 
is not approved in excess of the lending limits. Those systems should 
be adequate to alert management to loans made to separate but related 
borrowers that must be combined or attributed under the law. When 
bank officers or directors decide that loans to related borrowers need 
not be combined under the lending-limit rules, they should document 
their decision and supporting rationale in the credit file. 
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INSIDER TRANSACTIONS
�
(12 USC 375, 375a, 375b, 1972; 12 CFR 31, 215)14
�

Federal laws and regulations impose qualitative and quantitative 
limitations on a bank’s ability to make loans15 to its “insiders” (directors, 
executive officers, and principal shareholders and their respective related 
interests—usually companies controlled by these insiders). These laws 
and regulations are designed to prevent misuse of depositors’ funds 
and to avoid potential conflicts of interest. Because the statutory and 
regulatory restrictions on insider transactions do not apply uniformly 
to all insiders, the board must become familiar with them and pay 
careful attention to whom a particular restriction applies. In addition, 
as with lending limits, certain loans to insiders require aggregation or 
attribution with loans to certain of their related interests. 

Insider transaction laws impose dollar limits on a bank’s ability to 
provide loans to individual insiders, just as they impose dollar limits on 
loans to borrowers unaffiliated with the bank. One of the key federal 
insider lending-limit statutes expressly incorporates the dollar limits 
contained in 12 USC 84 (the national bank lending limit statute) and 
applies them to insiders. Some, but not all exceptions to the lending 
limits contained in 12 USC 84 and 12 CFR 32 (the OCC regulation 
that implements the lending-limit statute) are also available for loans 
to insiders. 

Executive officers of the bank itself (but not of the bank’s affiliates) are 
subject to some additional restrictions not applicable to other insiders. 
Broadly stated, these additional restrictions allow the bank to extend 
the following loans only if the executive officer has submitted a detailed, 
current financial statement; if the loans are reported to the board in a 
timely manner; and if the loans are not on preferential terms: 

14 Effective on the transfer date, 12 USC 375 is repealed by the Dodd-Frank Wall Street Reform and 
Consumer Protection Act and replaced with a new provision, 12 USC 1828(z). See footnote 15. 
15 Effective one year after the transfer date, the Dodd-Frank Wall Street Reform and Consumer 
Protection Act amends 12 USC 375b to provide that a bank extends credit to a person by having 
credit exposure to the person arising from a derivative transaction (as defined in the national bank 
lending limit), repurchase agreement, reverse repurchase agreement, securities lending transaction, or 
securities borrowing transaction between the member bank and the person. 
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□	 A loan in any amount up to the bank’s general lending limit for the 
purchase of a residence. 

□	 A loan in any amount up to the bank’s general lending limit for the 
education of the executive officer’s children. 

□	 A loan for any other purpose(s) up to the limit prescribed by 
regulation (currently $100,000 for most banks). 

When the aggregate amount of all loans outstanding to any individual 
insider reaches a certain limit, a majority of the disinterested directors 
must approve in advance any additional amount loaned to that insider. 
Federal law also imposes a separate limit on the dollar amount of loans 
that a bank can make to all of its insiders as a group. As is the case 
with loans to executive officers, some, but not all, of the exceptions 
contained in 12 USC 84 and 12 CFR 32 are available for the group 
lending limits. 

Insider transaction laws also prohibit all insiders who transact business 
with their bank from receiving preferential treatment. Generally, the 
bank must conduct such transactions on terms comparable with those 
available to bank customers who are not insiders or employees of the 
bank. For example, a bank may not make a loan to a bank director at 
a lower interest rate or on other more favorable terms (such as waiving 
points on a mortgage loan) than loans provided to other customers in 
similar circumstances. Other prohibitions on loans to insiders include 

□	 Making a loan to an insider without applying the bank’s normal 
credit underwriting procedures. 

□	 Making an insider loan when the loan carries a greater than normal 
risk of repayment. 

□	 Failing to require the same type and amount of collateral that the 
bank requires of borrowers who are not insiders or bank employees. 

The laws governing insider transactions also specifically prohibit banks 
from paying overdrafts on a director’s or executive officer’s account 
unless the overdraft is small (less than $1,000), short in duration (less 
than five days), and inadvertent, or payment has been preauthorized in 
writing according to regulatory requirements. 
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A $5,000 check drawn on a director’s account, which has a balance 

of only $3,000, is presented for payment at the director’s bank. The 


bank tries to reach the director to advise him or her of the problem and 

discovers that the director is out of the country for the next 10 days and 


is unavailable to cover the check. The director has not established an 

approved overdraft plan with the bank. As a result, the bank may not 


cover the check. 


Other insider transaction limitations prohibit a bank from selling to or 
purchasing from its directors securities or other assets on preferential 
terms unless the transaction has received prior approval from a majority 
of the bank’s disinterested directors.16 Before granting this approval, 
they must determine that such a transaction is consistent with safe and 
sound banking practices and with the directors’ fiduciary duties. 

TRANSACTIONS WITH AFFILIATES 
(12 USC 371c, 371c-1; 12 CFR 223) 

Shifting resources among bank affiliates, including those within a 
holding company structure, may be expedient. Such transactions, 
however, can sometimes strengthen an affiliate at the expense of its 
affiliate bank. Congress enacted statutory safeguards to prevent 
banks and their subsidiaries from being abused or disadvantaged by 
transactions with affiliated entities. 

These statutory provisions limit specified transactions with affiliates 
to a percentage of the bank’s capital and surplus. Transactions covered 
include loans to an affiliate; purchases of assets from or securities issued 
by an affiliate; the acceptance of an affiliate’s securities as collateral for 
a loan to a third party; and the issuance of a guarantee, acceptance, or 
letter of credit on behalf of an affiliate.17 

16 Effective on the transfer date, the Dodd-Frank Wall Street Reform and Consumer Protection Act 
imposes a stricter requirement under which a bank is prohibited from purchasing an asset from or selling 
an asset to an insider, unless the transaction is on market terms and, if the transaction exceeds 10 percent 
of the bank’s capital stock and surplus, it is approved in advance by a majority of disinterested directors. 

17 Effective one year after the transfer date, the Dodd-Frank Wall Street Reform and Consumer Protection 
Act amends 12 USC 371c and 371c-1 inter alia to expand the transactions covered to include a transaction 
with an affiliate that involves the borrowing or lending of securities, and a derivative transaction (as 
defined in the national bank lending limit) with an affiliate, in each case to the extent that the transaction 
causes a member bank or a subsidiary to have credit exposure to the affiliate. 
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Additional nonquantitative restrictions apply as well. For example, 
loans to an affiliate must be properly secured according to a formula 
specified by statute. No bank may make a loan to an affiliate if that loan 
is secured by that or any other affiliate’s securities. The law prohibits a 
national bank from purchasing from an affiliate low-quality assets, such 
as loans in a nonaccrual status, loans on which principal and interest 
are more than 30 days past due, loans classified or treated as “special 
mention” in the most recent report of examination or inspection, or 
loans whose terms have been renegotiated due to deteriorating financial 
condition. 

To comply with these restrictions, directors should make sure that 
the bank independently evaluates the quality of an asset before it is 
purchased from an affiliate. Directors should ask bank management 
whether assets purchased from affiliates meet statutory standards. They 
should be aware that all transactions with affiliates must be at arm’s 
length; no preferential terms may be offered. 

SAFE AND SOUND BANKING PRACTICES (12 CFR 30) 

A director must oversee the bank’s compliance with safe and sound 
banking practices. A practice that is unsafe and unsound is any practice 
or conduct that is contrary to generally accepted standards for prudent 
bank operations and that, if continued, might result in abnormal risk 
of loss or damage to the bank, its shareholders, or the federal deposit 
insurance fund. 

Certain safety and soundness standards are detailed in 12 CFR 30. 
These standards provide banks with broad guidance to follow when 
establishing their own practices. In 12 CFR 30, the following general 
areas of bank operations are covered: 

□ Operational and managerial standards, including 

— Internal controls and information systems. 

— Internal audit system. 

— Loan documentation. 
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— Credit underwriting. 

— Interest rate exposure. 

— Asset growth. 

— Asset quality. 

— Earnings. 

— Compensation, fees, and benefits. 

□ Information security standards. 

□ Standards for residential mortgage lending practices. 

REPORTING REQUIREMENTS (12 USC 161) 

The law requires banks to submit a Report of Condition and Income 
(call report) on a quarterly basis. These call reports, which are public 
documents, along with other publicly available material about the 
bank, enable individuals engaged in or considering doing business with 
a bank to make informed decisions about the condition of that bank. 
The OCC may impose other reporting requirements on national banks 
to help the agency monitor the condition of banks. 

The information a bank submits in a call report must be accurate. The 
report must be signed by the bank’s chief financial officer, and three 
directors must attest to the report’s correctness. 

A bank that inaccurately represents its condition in its call reports may 
be breaching its reporting responsibilities and be subject to penalties. 
Directors who attest to the accuracy of such reports may also be 
subject to penalties or other administrative action. Similar inaccurate 
disclosures in other bank documents also may violate the reporting and 
antifraud provisions of the federal securities laws. 

OTHER LAWS AND REGULATIONS 

SECURITIES LAWS (15 USC 77a, 78a) 

Directors who make material misrepresentations or omissions or 
act upon material nonpublic information or otherwise engage in 
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fraudulent conduct in connection with the purchase or sale of securities 
may be liable for violations of the securities laws and therefore subject 
to penalties. Investors, the OCC, and the SEC may bring an action 
against a director for fraudulent conduct under the antifraud provisions 
of the securities laws. A director may be liable for fraud in a securities 
transaction, depending on the nature of the director’s involvement 
in, and knowledge of, the transaction. Directors who purchase or 
sell securities on the basis of nonpublic confidential information to 
profit or avoid loss at the expense of other investors may be liable for 
insider trading under the antifraud provisions. Directors who engage in 
activity that violates state antifraud statutes governing intrastate sales of 
securities may be subject to liability under state law. 

When a national bank issues securities, it is subject to regulations 
that are designed to protect the bank’s capital and its investors. The 
OCC’s regulations incorporate by reference certain SEC regulations 
and generally require the bank to prepare and file with the OCC an 
accurate and complete offering statement that gives public investors all 
the information they need to make an informed investment decision. 
The OCC may require a bank to correct or rescind an offering circular 
that does not disclose adequate and complete information. Directors 
responsible for material misrepresentations or omissions in an offering 
circular may be subject to liability under the antifraud provisions. 

Any national bank with 500 or more shareholders at the end of a fiscal 
year and assets exceeding $5 million must register its equity securities 
with the OCC. Banks that meet these requirements are often referred 
to as “registered” banks. Registered banks must comply with certain 
reporting and disclosure requirements under the federal securities laws, 
including the Sarbanes-Oxley Act. For example, directors are responsible 
for reporting changes in ownership of bank stock. A director may be 
liable in an action brought by the OCC, the SEC, or injured investors 
for a bank’s failure to comply with these requirements. 

ANTITRUST LAWS (12 USC 1828(c), 15 USC 1, 2, 18) 

Banks are subject to both generally applicable antitrust laws and 
antitrust laws that apply specifically to banks. Generally applicable 
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antitrust laws prohibit banks from undertaking actions in restraint of 
trade, such as fixing interest rates or fees, allocating markets between 
competitors, or monopolizing a market. 

Other antitrust laws and regulations apply specifically to banks, 
including those imposing restrictions on mergers and other types of 
business combinations. Antitrust regulations prohibit bank mergers 
that will substantially lessen competition. A merger that would be in 
restraint of trade also is prohibited, such as a merger whose sole purpose 
is to eliminate a competitor. Two other antitrust laws that specifically 
apply to banks cover management interlocks and antitying issues. 

MANAGEMENT INTERLOCKS (12 USC 3201, 12 CFR 26) 

Laws and regulations regarding management interlocks generally 
prevent officials of one depository institution from being involved in 
the management of another depository institution in the same area 
or, in larger depository institutions, no matter where the institutions 
are located. Certain exceptions apply, however, such as in troubled 
institutions or institutions doing business outside the United States. 

ANTITYING (12 USC 1972) 

Broadly stated, banks are generally prohibited from extending credit, 
leasing or selling property, furnishing services, or varying prices if they 
impose a condition that the customer either (1) obtain another product 
or service from the bank or any of its affiliates or (2) not obtain an 
additional product or service from a competitor. For example, antitying 
provisions prohibit 

□	 The extension of credit or a reduction in the price of credit on the 
condition that a customer purchase “other real estate owned” from 
the bank. 

□	 The sale of property to a customer on the condition or requirement 
that the customer obtain securities services from an affiliate. 

□	 The extension of credit to a customer on the condition that the 
customer not obtain a loan from a competitor (unless the restriction 
ensures the soundness of the credit). 
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□	 The provision of a letter of credit to a customer on the condition 
that the customer lease space to the bank at a favorable rate. 

Certain transactions are not subject to these antitying prohibitions. For 
example, a bank may rely on a “traditional bank products” exception to 
require that a customer obtain a loan, discount, deposit, or trust service 
in order to be eligible to obtain some other products offered by the 
bank. Likewise, a bank can vary charges on traditional bank products 
or brokerage services if the customer obtains a traditional bank product 
from an affiliate. 

CRIMINAL LAWS (18 USC 215, 656, 1001, 1005, 1344) 

A national bank director may be criminally liable for his or her actions 
as a director. For example, directors may incur criminal liability if they 

□	 Falsify bank records. 

□	 Misuse or misapply bank funds or assets. 

□	 Request or accept fees or gifts to influence, or as a reward for, bank 
business. 

□	 Make false statements generally. 

In addition, criminal laws require national banks to report suspected 
criminal violations to the OCC and to federal law enforcement agencies. 
The OCC also refers suspected criminal activity in national banks to law 
enforcement officials. If a suspected criminal activity leads to a criminal 
conviction, a plea agreement, or a pretrial diversion program (first-time 
offenders program to avoid prosecution by performing community 
service), and the criminal offense involves dishonesty or breach of trust, 
the person may not serve as a director, officer, employee, or institution-
affiliated party (IAP)18 of any FDIC-insured bank unless the FDIC 
provides specific consent. 

18 In addition to directors, IAPs include bank officers, employees, controlling stockholders, and other 
individuals who participate in the affairs of the bank. 
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  INDEMNIFICATION AND INSURANCE
�

A bank director may not be able to avoid being named as a defendant 
in lawsuits challenging the business decisions and activities of board 
members. A director can, however, obtain some protection against large 
financial losses through indemnification agreements and insurance. An 
indemnification agreement, which is included in the bank’s bylaws if 
adopted, specifies that the bank will reimburse a director for expenses 
incurred in legal actions when the director was performing services for 
the bank. Such agreements should be consistent with safe and sound 
banking practices. The bank also may provide insurance protection 
for a director, generally in the form of director and officer liability 
insurance. If a director has breached his or her fiduciary duties to the 
bank, however, any indemnification agreement may be void. 

National banks are subject to regulations governing indemnification. 
For example, indemnification provisions that apply to administrative 
proceedings or civil actions initiated by a federal banking agency must 
be reasonable and consistent with the requirements of 12 USC 1828(k) 
and its implementing regulations. In addition, national banks may 
purchase insurance for expenses covered by indemnification provisions 
but may not purchase insurance to pay CMP assessments imposed by a 
bank regulatory authority. 

Fidelity bond coverage is appropriate for all banks because it insures risks 
that contain the potential for significant loss. The failure of directors to 
require bonds with adequate sureties and in sufficient amounts may 
make them personally liable for any losses the bank sustains because of 
the absence of such bonds. 
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VI
�
ADMINISTRATIVE ACTIONS 

ACTIONS AGAINST NATIONAL BANKS 

ACTIONS AGAINST INDIVIDUALS 

Previous chapters of this book described matters that a board of 
directors of any national bank should understand to help the bank 
operate soundly. This chapter deals with the types of remedies available 
to the OCC to address problems in a bank or with its directors. These 
remedies are designed primarily to help a bank overcome deficiencies 
in its operations. 

Because the OCC and a bank’s directors and management have a mutual 
interest in improving the condition of a bank in which problems have 
been identified, it is in both parties’ best interests to take corrective 
action promptly. The OCC decides on a case-by-case basis whether 
to bring an action against a bank or a director or other IAP and the 
nature and extent of the action. The OCC considers how best to correct 
violations and unsafe and unsound banking practices and to prevent 
future bank problems. Key factors in the OCC’s decision-making 
process include 

□	 The seriousness of the problems or the violations of law. 

□	 The board’s history of cooperation with the OCC and the apparent 
ability and willingness of the board to take the appropriate corrective 
actions. 

The examiner’s exit meeting with bank management may be the 
bank’s first indication that the OCC has concerns about the bank 
and is considering an administrative action. Directors may attend this 
meeting and should use this opportunity to seek advice about how to 
correct existing or potential problems. 

THE DIRECTOR’S BOOK • THE ROLE OF A NATIONAL BANK DIRECTOR 93 

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 138 of 161



          

   

Directors also may request a meeting with other OCC personnel (such 
as supervisory office and legal staff) if the OCC has indicated that it is 
considering an administrative action. OCC personnel will discuss the 
reasons for the proposed action as well as the specific problems that 
need to be addressed. 

A national bank can appeal any dispute concerning the examination 
findings to its OCC supervisory Deputy Comptroller or the OCC 
Ombudsman before the administrative process begins. The period 
between the end of an examination and the time the findings are 
formalized in a report of examination provides a good opportunity for 
the bank to formulate and begin to carry out a reasonable plan to correct 
problems that examiners noted. The actions that the board proposes to 
deal with these concerns should be documented in the board minutes. 
In addition, the OCC encourages, and under certain circumstances 
requires, banks to submit responses stating the bank’s commitment to a 
corrective plan and specifying the terms of the plan. During this period, 
the bank is encouraged to stay in contact with its OCC supervisory 
office and to work with the OCC to respond promptly and positively 
to the agency’s concerns. 

Good-faith discussions between the board and the OCC generally 
are successful in bringing about a speedy and mutually acceptable 
resolution of differences. These discussions should focus on devising a 
realistic and reasonable method to restore the bank to a safe and sound 
condition. Failure to correct cited problems promptly and decisively 
can result in more severe OCC action. 

ACTIONS AGAINST NATIONAL BANKS 

The OCC may choose to take actions to correct specific problems 
identified at a bank. Actions typically specify what the bank needs 
to do to correct identified problems, such as improving lending 
practices, raising capital, instituting proper policies and procedures, or 
correcting specific violations of law. These actions may take the form of 
an informal or formal enforcement action. The OCC also may assess 
CMPs against a bank or, under certain extreme situations, place a bank 
into conservatorship or receivership. 
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The OCC places an enforcement action on a bank after obtaining 
the consent of a majority of the bank’s directors about the remedies 
to correct problems. If the OCC does not receive such consent, it 
may begin an administrative proceeding to impose one of the more 
formal actions. The OCC has the authority under Prompt Corrective 
Action to impose certain requirements on a bank in the absence of 
consent and without the normal administrative process. Whether the 
administrative action is entered into by consent or imposed through an 
administrative proceeding, all directors are ultimately responsible for 
the bank’s compliance with the action. Enforcement actions, with the 
exception of temporary cease-and-desist orders, remain in effect until 
the OCC determines that the bank’s overall condition has improved 
significantly and the bank has achieved sustained compliance with the 
terms of the document. When this occurs, the OCC may terminate the 
enforcement action. 

INFORMAL ENFORCEMENT ACTIONS 

COMMITMENT LETTER 

A commitment letter is a document signed by the bank’s board of 
directors on behalf of the bank and acknowledged by an authorized 
OCC official, reflecting specific written commitments to take 
corrective actions in response to problems or concerns identified by 
the OCC in its supervision of the bank. The document may be drafted 
by either the OCC or the bank. A commitment letter is not a binding 
legal document. Failure to honor the commitments, however, provides 
strong evidence of the need for formal action. 

MEMORANDUM OF UNDERSTANDING 

A memorandum of understanding (MOU) is a bilateral document 
signed by the bank’s board of directors on behalf of the bank and an 
authorized OCC representative. An MOU is drafted by the OCC and 
in form and content looks very much like a formal OCC enforcement 
action. An MOU legally has the same force and effect as a commitment 
letter. 
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SAFETY AND SOUNDNESS PLAN 

Under 12 USC 1831p-1 and 12 CFR 30, the OCC issues to the bank a 
determination and notification of failure to meet safety and soundness 
standards and requires the submission of a safety and soundness 
compliance plan (collectively called a Notice of Deficiency). At a 
minimum, the plan must include a description of the steps the bank 
will take to correct the deficiencies and the time within which these 
steps are to be taken. If the safety and soundness plan is approved, 
the plan functions as an informal enforcement action. However, if the 
bank fails to submit an acceptable safety and soundness plan or fails, in 
any material respect, to implement an approved plan, the OCC must, 
by order (see Safety and Soundness Order under Formal Enforcement 
Actions), require the bank to correct the deficiencies. The OCC may, 
by order, require the bank to take any other action that the OCC 
determines will better carry out the purposes of 12 USC 1831p-1. 

FORMAL ENFORCEMENT ACTIONS 

FORMAL AGREEMENT 

A formal agreement is similar in form to an MOU. Like an MOU and a 
commitment letter, a formal agreement requires agreement between the 
OCC and the bank about the action necessary to correct the identified 
problems. A formal agreement is proposed when the problems in the 
bank are not too severe and management is cooperative. A formal 
agreement differs from an MOU and a commitment letter, however, in 
that a formal agreement is a public document and the OCC may assess 
CMPs for any violation of that agreement. In addition, the OCC may 
order compliance with a formal agreement through a cease-and-desist 
order. 

ORDERS UNDER 12 USC 1818 

Through the use of a cease-and-desist order (C&D), the OCC may 
fashion appropriate remedies for violations of law or unsafe or unsound 
banking practices. The OCC may use a C&D to require banks to stop 
certain practices and to take affirmative action to correct conditions 
resulting from the violations or practices at issue. C&Ds are issued 
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most often when the agency is not confident that bank management 
has the ability and willingness to take the necessary corrective action or 
when the problems are so severe that a lesser action cannot be justified. 

When the OCC determines that a C&D is required, the agency brings 
the problems to the directors’ attention and presents the directors with 
an order specifying the necessary corrective actions. Usually, the OCC 
presents the order at a board meeting. At that time, the OCC asks for 
the board’s consent to the order. Consent order is the title given by the 
OCC to a C&D that is entered into and becomes final through the 
board of directors’ execution on behalf of the bank of a Stipulation and 
Consent document. Once an order becomes effective, all directors are 
responsible for compliance with it. A C&D remains in effect until the 
OCC terminates it. 

If consent to a C&D is not obtained, the OCC may decide to serve 
a notice of charges setting forth the basis for the action. A notice of 
charges typically is a public document. The bank must file an answer to 
the charges contained in the notice, after which the matter proceeds to 
a formal administrative hearing. 

The Administrative Procedure Act specifies that an administrative hear-
ing is to be held on the charges before an independent administrative 
law judge (ALJ). The hearing typically is open to the public, and the 
OCC has the burden of proving the charges in the notice of charges by a 
preponderance of the evidence. After the hearing and the filing of briefs 
by counsel, the ALJ files a recommended decision. The Comptroller of 
the Currency then reviews the entire case, with the assistance of agency 
counsel who have had no involvement with the administrative action, 
and renders a final agency decision. If the Comptroller’s decision is 
adverse to the bank and results in the issuance of a C&D, the bank can 
appeal the case to a U.S. Court of Appeals. 

If a bank fails to comply with a C&D, the OCC may take the matter 
to federal district court to seek a mandatory injunction requiring 
compliance with a C&D. If the injunction is not obeyed, contempt of 
court proceedings may be pursued. Moreover, a willful violation of a 
final C&D is itself grounds for receivership, and violation of substantial 
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safety and soundness articles in a C&D can help establish the unsafe 
or unsound practices or condition that is an element of several other 
receivership grounds. The OCC also has the authority to impose 
CMPs or take other administrative action against any individual 
officer, director, or other IAP who, directly or indirectly, engaged in or 
participated in the violation. 

The OCC may issue a temporary C&D before a cease-and-desist 
proceeding is completed. This may occur when the OCC determines 
that such immediate action is necessary to protect the bank and when 
the alleged misconduct, or its continuation, would likely cause the 
bank to become insolvent, cause a significant dissipation of bank assets 
or earnings, weaken the bank’s condition, or prejudice the interests of 
the depositors. The OCC also may issue a temporary C&D if a bank’s 
books and records are so incomplete or inaccurate that the agency 
cannot determine the financial condition of the bank or the details or 
purpose of any material transaction through the normal supervisory 
process. A temporary C&D may require the bank to cease and desist 
from the violation or practice or to take affirmative corrective action. A 
bank has 10 days to appeal a temporary C&D to a federal district court. 
A temporary C&D, however, is effective upon service and remains in 
effect until the administrative proceedings concerning the C&D are 
complete, unless it is set aside by court order or the OCC terminates 
the order. 

CAPITAL DIRECTIVE 

Minimum capital requirements are established for all national banks by 
regulation. When appropriate, the OCC may establish higher capital 
requirements for a particular bank. Unless there are immediate time 
constraints, the OCC gives a bank notice and opportunity to comment 
on a proposal to increase the bank’s minimum capital requirement. 

If a bank fails to achieve or maintain its minimum capital requirements, 
the OCC may, among other choices, issue a capital directive against the 
bank. If the OCC decides to issue a capital directive, it notifies the bank 
and solicits and carefully reviews the bank’s views. If the OCC issues a 
capital directive, it sets forth in writing the reasons for issuing such an 
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order. The capital directive becomes effective as soon as it is issued. The 
OCC may enforce a capital directive, or any plan the bank submits to 
comply with it, to the same extent as a C&D. However, unlike a C&D, 
a willful violation of or other failure to meet a capital directive is not 
itself grounds for receivership. 

A capital directive, once issued, may require the bank to comply with 
any or all of the following: 

□	 Achieve the minimum capital level applicable to it. 

□	 Adhere to a preexisting plan to achieve the requisite capital level. 

□	 Submit and adhere to a new capital plan. 

□	 Take other actions, such as reducing assets or dividends, to restore 
the level of the bank’s capital. 

PROMPT CORRECTIVE ACTION DIRECTIVE 

Under the prompt corrective action (PCA) legislation, the OCC 
and other banking agencies are required to establish five levels of 
capitalization for insured banks: well capitalized, adequately capitalized, 
undercapitalized, significantly undercapitalized, and critically under-
capitalized. The legislation authorizes, and sometimes requires, the 
OCC to impose a wide range of requirements or restrictions on banks 
failing to maintain adequate capital, by issuing a PCA directive. 

Unless there are immediate time constraints, the OCC notifies a bank 
in advance of its intention to impose discretionary PCA restrictions 
and gives the bank an opportunity to submit views on the matter. If the 
OCC decides to issue a PCA directive, the directive is enforceable in 
district court, and failure to submit or implement a capital restoration 
plan required in a PCA directive is grounds for receivership. 

SAFETY AND SOUNDNESS ORDER 

The OCC has the authority to require compliance with safety and 
soundness standards established by 12 CFR 30. These safety and 
soundness standards cover internal controls and information systems, 

THE DIRECTOR’S BOOK • THE ROLE OF A NATIONAL BANK DIRECTOR 99 

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 144 of 161



          

  

  

  

   

 

internal audits, loan documentation, credit underwriting, interest 
rate exposure, asset growth, asset quality, earnings, compensation, 
information security, and residential mortgage lending. 

The OCC may require the bank to submit a compliance plan that 
specifies how the bank will correct the deficiency. If the bank fails to 
submit or implement such a plan, the OCC may issue a safety and 
soundness order requiring the bank to take certain steps to correct 
the deficiencies. The order can be enforced in district court. A 
willful violation of a safety and soundness order is not itself grounds 
for receivership, but violation of substantial articles in a safety and 
soundness order can help establish the unsafe or unsound practices or 
condition that is an element of several receivership grounds. 

OTHER ADMINISTRATIVE ACTIONS 

CIVIL MONEY PENALTY 

The OCC can assess such a penalty in various amounts depending on 
whether the act or omission was inadvertent, knowing, or reckless. 
The OCC’s decision on the amount of the penalty is based on the 
consequences of the act or omission. 

CONSERVATORSHIP AND RECEIVERSHIP 

In severe cases, the OCC has the authority to place a bank into 
conservatorship or receivership. In a conservatorship, a conservator 
selected by the OCC manages the bank until the agency determines 
what action should be taken. In a receivership, the bank is closed 
immediately and handed over to the FDIC as receiver. 

SECURITIES EXCHANGE ACT ACTIONS 

The OCC may pursue other actions against banks that conduct 
securities activities subject to the Securities Exchange Act of 1934. 
Such securities activities—including acting as a broker-dealer, a 
government securities broker-dealer, a municipal securities dealer, or a 
transfer agent—may be performed by a bank or its operating subsidiary. 
The OCC has authority under the Securities Exchange Act to take 
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action to redress violations of the federal securities laws by national 
banks and associated persons that the OCC supervises. Depending 
on the severity of the violation, the OCC may censure a bank that 
has engaged in improper activities. The OCC may deny or revoke a 
bank’s registration for certain securities activities, thereby affecting the 
bank’s ability to engage in such activities, or it may limit or suspend 
certain securities activities. The OCC may use these actions alone or in 
combination with other administrative remedies. 

ACTIONS AGAINST INDIVIDUALS 

The OCC has the authority to undertake certain administrative actions 
against individual bank directors or other IAPs. The agency may choose 
to take action if a director or other IAP 

□	 Violates any law, rule or regulation, or outstanding agency order or 
agreement or condition imposed in writing. 

□	 Engages in an unsafe or unsound banking practice or breaches a 
fiduciary duty. 

The actions available to the OCC include a formal agreement, a C&D, 
a CMP, and a removal or prohibition action. These tools may require 
a director or other IAP to refrain from taking certain actions or they 
may require the director or other IAP to take certain affirmative actions 
(such as making restitution or correcting the problem). 

CEASE-AND-DESIST ORDER 

Occasionally, the OCC may request a director or other IAP who has 
engaged in a violation or an unsafe or unsound banking practice to 
enter into a consent order. The order might require the director or other 
IAP to take certain actions to correct the conditions that resulted from 
the violation or practice. It also might require the director or other IAP 
to reimburse the bank for losses resulting from the misconduct and 
might even restrict the director’s or other IAP’s activity with regard to 
the conduct at issue. 

If the director or other IAP declines to enter into the order on a 
consensual basis and no settlement can be reached, the agency may 

THE DIRECTOR’S BOOK • THE ROLE OF A NATIONAL BANK DIRECTOR 101 

12-12020-mg    Doc 2822    Filed 02/01/13    Entered 02/01/13 19:16:41    Main Document  
    Pg 146 of 161



          

 

 

 

 

    

 

 

 

 

 

 

issue a notice of charges against the individual. This notice seeks the 
formal issuance of a C&D and must set forth the specific charges 
against the director or other IAP. In addition, it must be based on one 
or more of the following: 

□	 A violation of law, rule, or regulation. 

□	 A violation of a condition imposed in writing by the agency in 
connection with the granting of an application. 

□	 A violation of a formal agreement previously entered into. 

□	 An unsafe or unsound banking practice. 

The individual must file an answer to the charges contained in the notice, 
after which the matter proceeds to a formal administrative hearing in 
the same fashion as described previously with regard to administrative 
actions against banks. 

PROHIBITION OR REMOVAL AND SUSPENSION 

The OCC may initiate action to prohibit or remove a national bank 
director or other IAP from banking in cases in which particularly serious 
misconduct has occurred. In addition, the OCC may seek to prohibit 
a former director or other IAP. Prohibition and removal actions must 
be based on the following statutory elements, which address conduct, 
effect, and culpability: 

□	 The individual must have engaged in or committed one or more of 
the following: 

—	�A violation of law, rule, or regulation. 

—	�A violation of a condition imposed in writing by the agency in 
connection with the granting of an application. 

—	�A violation of an outstanding formal agreement or C&D. 

—	�An unsafe or unsound banking practice. 

—	�A breach of fiduciary duty. 
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□	 The conduct described above must have resulted in 

—	�A loss or potential loss or other damage to the bank, 

—	�A financial gain or other benefit to the individual, or 

—	�Prejudice to the interests of the depositors. 

□	 The individual’s culpability for the conduct described must include 
either 

—	�Personal dishonesty, or 

—	�Willful or continuing disregard for the safety and soundness 
of the bank. 

The hearing process for a prohibition or removal action is identical 
to a cease-and-desist hearing process. If adverse to the individual, the 
agency’s decision may be appealed to a U.S. Court of Appeals. 

Once in place, a prohibition or removal order prohibits the individual 
from participating, in any manner, in the conduct of the bank’s affairs, 
participating in voting for a bank director, or serving or acting as a 
director, officer, employee, or other IAP. The removal or prohibition 
order applies to all federally insured depository institutions (including 
banks, thrifts, holding companies, credit unions, and farm credit 
institutions) and to all federal bank regulatory agencies. 

Exceptions to the restrictions of a prohibition or removal order can be 
granted only if the affected individual receives the written consent of 
both the agency issuing the removal order and the agency supervising 
the financial institution with which the removed individual is seeking 
to become affiliated. 

Once a removal action has been initiated, but before it is finalized, the 
OCC may issue a suspension order against the individual. This order 
temporarily removes the individual from the banking industry to the 
same extent as a final removal order. Such action is only taken, however, 
if the OCC determines that it is necessary to protect the national bank 
or its depositors. The suspended individual has the right to seek a stay 
of a suspension order from a federal district court within 10 days of the 
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service of the suspension order. The suspension order is effective upon 
service by the OCC and remains in effect until the removal proceedings 
are completed, the OCC dismisses the charges, the agencies grant a 
written waiver, or the order is stayed by a court. 

If a director or other IAP is indicted or charged with a felony involving 
dishonesty or breach of trust, or with a violation of the anti-money 
laundering statutes, the OCC also may suspend the individual after 
determining that the individual’s continued service or affiliation 
with the bank may threaten the depositors’ interests or may impair 
public confidence in the bank. The suspended individual may request 
an informal hearing before the agency to modify or terminate the 
suspension order. The suspension remains in effect until terminated by 
the OCC or until the criminal charges are resolved. 

If a director or other IAP is convicted of any offense involving 
dishonesty, breach of trust, or money laundering, the individual is 
removed automatically from the banking industry. Under certain 
circumstances, the individual may petition the FDIC for permission 
to reenter banking. 

CIVIL MONEY PENALTY 

The OCC may assess a CMP of varying amounts against a director 
or other IAP for a violation of any law or regulation, temporary or 
permanent C&D, condition imposed in writing, or written agreement. 
In certain instances, the OCC may assess a CMP for unsafe and unsound 
banking practices that are reckless and for breaches of fiduciary duty. 

When determining whether to bring a CMP action and the amount of 
the assessment, the OCC considers the following factors: 

□ The gravity of the violation. 

□ Any history of previous violations. 

□ Evidence of good faith. 

□ The individual’s ability to pay. 

□ Other matters as justice may require. 
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The OCC’s broad discretion to determine the amount of a CMP 
permits the agency to tailor the assessment to the facts of each case. 
For example, the OCC may assess an individual up to $7,500 a day 
for violations of any law or regulation, temporary or permanent 
C&D, condition imposed in writing, or written agreement. In certain 
circumstances, the OCC may assess a CMP of up to $37,500 a day for 

□ Any of the violations described above. 

□ Any unsafe and unsound banking practice engaged in recklessly. 

□ Any breach of fiduciary duty. 

The OCC also has the authority to assess a CMP of $1,375,000 on 
a daily basis. These assessments can take place when the individual 
knowingly engaged in any violation, practice, or breach and, as a result 
of that conduct, knowingly or recklessly caused a substantial loss to 
the bank or knowingly or recklessly received a substantial gain or other 
benefit. 

When determining the amount of a CMP assessment, the OCC takes 
into account the extent to which the bank has suffered a loss or the 
individual has received personal gain from the violation. In addition, 
the OCC will consider any mitigating factors, such as good faith, 
cooperation, or voluntary reimbursement for losses incurred by a 
bank. Conversely, the OCC may impose a more substantial penalty 
if an individual fails to cooperate with the OCC, fails to correct the 
violation, conceals the violation, or shows bad faith. 

Before deciding whether to assess a CMP, the OCC gives the individual 
an opportunity to submit information about the alleged violation as 
well as the specific factors the OCC should consider when reviewing the 
case. After thoroughly reviewing the response and analyzing the case, 
the OCC will send the individual a “no action letter,” a “supervisory 
letter,” a “letter of reprimand,” or a “notice of assessment.” Supervisory 
letters and letters of reprimand state that no assessment will be imposed 
but advise that a future violation may result in a CMP assessment by 
the OCC. 
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If a CMP determination is made, the individual may request a formal 
agency hearing. The hearing and appeal procedures to review a CMP 
are the same as those for a C&D. 
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ACRONYMS
�

ALJ administrative law judge 

ALLL allowance for loan and lease losses 

BSA Bank Secrecy Act 

C&D cease-and-desist order 

CEO chief executive officer 

CFR Code of Federal Regulations 

CMP civil money penalty 

CRA Community Reinvestment Act 

FDIC Federal Deposit Insurance Corporation 

GAAP generally accepted accounting principles 

IAP institution-affiliated party 

IT information technology 

MOU memorandum of understanding 

NIM net interest margin 

OCC Office of the Comptroller of the Currency 

PCA prompt corrective action 

ROAA return on average assets 

ROE return on equity 

SEC U.S. Securities and Exchange Commission 

UBPR Uniform Bank Performance Report 

USC U.S. Code 
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INDEX 
(updated March 2011) 

A 
Accounting rules, 62, 64 
Administrative actions, 69, 80, 88, 93–106 
Administrative law judge (ALJ), 97 
Advisory directors, 5–6 
Affiliate transactions, 8, 25, 27, 67, 81, 86–87 
Allowance for loan and lease losses (ALLL), 31, 36–37, 44, 54–55 
Antitrust laws, 89–90 
Antitying, 90–91 
Appeals process, OCC, 8, 94 
Asset/liability management committee, 31 
Asset/liability management policy, 41, 57–59 
Asset quality, 6, 9, 27, 41, 44–45, 53, 57, 59, 61, 87, 88, 100 
Audit committee, 28, 29–30, 32, 35, 36, 37, 38, 40, 53, 72, 81, 82 
Audit program, 17, 29, 30, 32, 35, 37 
Audit reports, 22, 41, 44, 72 
Auditor independence, 36, 37, 38, 82 

B 
Bank affiliates, 7, 27, 56, 84, 86–87, 90, 91 
Bank counsel, 2, 21, 26, 75, 81 
Bank examinations, 6–7, 8, 13, 22, 30, 37, 87, 94 
Bank holding companies, 17, 26–27, 30, 35–36, 82, 86, 103 
Bank Secrecy Act (BSA), 9, 38 
Bank subsidiaries, 26–27, 86, 100 
Board attendance, 5, 6, 70–71 
Board committees, 2, 5, 21, 22, 24, 27–34, 51, 66, 70 
Board composition, 3–6, 24, 28, 34 
Board independence, 34, 73 
Board of Governors of the Federal Reserve System, 17 
Board minutes, 73, 75, 76, 94 
Board reports, 34, 71 
Brokered deposits, 9, 59 
Bureau of Consumer Financial Protection, 9 
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Business continuity plan, 39, 50 
Business judgment rule, 79 
Business plan, 44–45, 49–50 
Bylaws, 3, 92 

C 
Call reports, 42, 82, 88 
CAMELS ratings, 6, 9–10 
Capital directive, 98–99 
Capital requirements, 4, 25, 43, 60, 98 
Categories of risk, 13–15 
Cease-and-desist order (C&D), 95–102 
Chief executive officer (CEO), 21–22, 33, 73 
Civil money penalty (CMP), 15, 69, 80, 92, 94, 96, 98, 100, 101, 
104–106 
Codes of conduct, 20, 40, 74 
Code of ethics, 20–21, 40 
Commitment letter, 95, 96 
Commodities Futures Trading Commission, 18 
Community Reinvestment Act (CRA), 9, 47–48, 53 
Compensation and benefits, 16, 22, 23, 24, 32–33, 34, 69, 88, 100 
Compensation committee, 24, 29, 32–33 
Compliance activities, 8–9, 22, 25, 31, 34, 35, 38, 53, 54, 55, 61, 65, 
67, 68, 75, 87, 95, 96, 97, 99, 100 
Compliance program, 38 
Compliance risk, 15, 31–32, 46, 62, 67, 74 
Comptroller’s Handbook, 12, l3, 30 
Confidential reporting system, 40, 68 
Conflicts of interest, 5, 20, 21, 23, 26, 32, 65, 67–69, 74–76, 78, 81, 
84 
Consent order, 97, 101 
Conservatorship and receivership, 8, 94, 100 
Contingency plans, 23, 58, 61 
Corporate governance, 23, 29, 33, 34, 81–82 
Corporate governance/nominating committee, 29, 33–34 
Corrective actions, 2, 10, 17, 31, 38, 44, 67, 69, 72, 82, 93–106 
Credit risk, 13–14, 31, 44, 53, 56, 60, 62, 63, 67, 74, 80 
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Criminal, laws, 91 

D 
Deposit insurance, 1, 17, 87 
Derivatives, 31, 42, 46, 61, 82, 84, 86 
Director and officer liability insurance, 92 
Director fiduciary duties and responsibilities, 26, 33, 77–80, 86, 92, 
101, 102, 104, 105 
Director independence, 3, 4, 29, 73–74, 78, 79 
Director liability, 5–6, 19, 25, 56, 70, 74, 77, 79, 80, 89, 91, 92 
Director qualifications, 1–6 
Dividends, 27, 43, 47, 99 
Dodd–Frank Wall Street Reform and Consumer Protection Act, 9, 17, 
24, 32, 82, 84, 86 
Duty of care, 77–78, 79, 80 
Duty of loyalty, 26, 77–80 

E 
Education and training programs, 2, 22, 38, 50, 68, 69 
Embedded options, 14, 59–60, 62 
Enforcement actions, 8, 9, 10, 80, 94–100 
Equal Credit Opportunity Act, 9 
Executive committee, 29 
External audits/auditors, 27, 30, 35–37, 44, 66, 81 

F 
Federal Deposit Insurance Corporation (FDIC), 17, 82, 91, 100, 104 
Federal Reserve System, 17 
Fidelity bond, 92 
Fiduciary activities, 13, 32, 36, 46, 64–67 
Fiduciary audit committee, 32 
Fiduciary committee, 32 
Fiduciary duties, 26, 33, 77–80, 86, 92, 101, 102, 104, 105 
Financial ratios, 42–44 
Formal agreement, 96, 101, 102 
Full-scope audit, 35–36 
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G 
Generally accepted accounting principles (GAAP), 54 
Gramm–Leach–Bliley Act, 18 

H 
Honorary directors, 5 

I 
Incentive compensation, 23–24, 33 
Indemnification and insurance, 77, 92 
Independent public accountant, 27, 35–36 
Informal enforcement actions, 94, 95–96 
Information security, 39, 88, 100 
Information technology (IT), 13, 39 
Inside directors, 3, 73, 84, 85 
Insider activities, 36, 67–69, 74, 75 
Insider lending, 8, 38, 52, 53, 56, 67, 68, 69, 74, 75, 82, 84–86 
Insider policies, 20, 67–69, 74–75 
Insider trading, 20, 68, 89 
Insider transactions, 25, 68, 69, 75, 81, 84–86 
Institution-affiliated party (IAP), 91, 93, 98, 101–104 
Interest rate risk, 9, 14, 31, 45, 58, 59, 60, 63 
Internal audits/auditors, 27, 30, 35–38, 53, 66, 87, 100 
Internal controls, 2, 9, 12, 16, 17, 19, 21, 34–37, 38, 47, 64–66, 87, 
99 
Interstate branching, 47 
Investment activities, 61–64 
Investment policy, 61–64, 65 

L 
Large, complex banks, 16, 31, 38, 49, 51 
Lending limits, 8, 25, 38, 53, 54–56, 69, 80, 82–86 
Limited-scope audit, 36–37 
Liquidity risk, 14, 31, 45, 58–60, 62, 63, 67, 74 
Loan committee, 31, 44 
Loan policy, 31, 52–54, 83 
Loan portfolio management, 44, 52–57 
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Loan review, 30, 41, 44, 52–55 
Loans to insiders, 8, 38, 52, 53, 56, 67, 68, 69, 74, 75, 82, 84–86 

M 
Management directors, 3, 73, 84, 85 
Management information systems, 11, 12, 42, 46, 65 
Management interlocks, 90 
Management qualifications, 21–23 
Management succession, 22–23, 33 
Memorandum of understanding (MOU), 95, 96 
Mission statement, 28, 49 
Money laundering, 9, 38, 104 
Mutual funds, 46, 64, 66 

N 
New directors, 2, 3–4 
New products and services, 4, 15, 26, 38, 45–46, 50, 51 
Nominating committee, 29, 33–34 
Nominating procedures for boards, 4–5 
Noncomplex community banks, 16, 38, 49, 51 
Noninterest earnings, 46 

O 
OCC Ombudsman, 8, 94 
OCC report of examination, 7, 8, 22, 44, 66, 87, 94 
OCC supervision by risk, 12–17 
Off-balance-sheet items, 42, 46–47, 54, 57, 59, 60, 61 
Office of the Comptroller of the Currency (OCC), 4, 6–10, 12–13, 
16–17, 24, 26, 29, 37, 43, 51, 54, 70, 80, 82, 88–89, 91, 93–105 
Operational risk, 14–15, 32, 40, 46, 62, 65 
Outside directors, 3, 4, 7, 28–29, 32, 71, 73 

P 
Peer group data, 22, 42 
Performance appraisals, 21–22 
Planning, 49–50, 60 
Policies and procedures, 50–52 
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Price risk, 14, 31 
Problem/troubled banks, 4, 9–10, 36, 90 
Prohibition, 101, 102–104 
Prompt corrective action (PCA), 10, 82, 95, 99 

R 
Removal and suspension, 101, 102–104 
Report of Condition and Income (call report), 42, 82, 88 
Reporting requirements, 36, 38, 69, 81, 88, 89 
Reputation risk, 15, 32, 46, 60, 62, 65, 67, 69, 74 
Risk categories, 13–15 
Risk management, 1, 2, 10–17, 19, 21, 23–24, 28, 29, 30, 31–32, 39, 
41–42, 45, 46, 47, 50–52, 53, 58, 61, 62, 65 
Risk management committee, 31–32 
Risk tolerance, 10–11, 12, 16, 42, 49, 50, 51, 52, 58 

S 
Safety and soundness order, 96, 99–100 
Safety and soundness plan, 96 
Safety and soundness standards, 69, 87, 96, 99 
Sarbanes–Oxley Act of 2002, 3, 36, 40, 81–82, 89 
Securities and Exchange Commission (SEC), 18, 29, 82, 89 
Securities Exchange Act actions, 100 
Securities laws, 36, 70, 88–89, 100–101 
Securitized assets, 61 
State laws, 18, 89 
Statutory and regulatory liability, 80–91 
Strategic planning, 9, 10, 11, 31, 37, 41, 45, 49–50, 64 
Strategic risk, 15, 46, 50, 62, 65, 67 
Supervision by risk, 12–17 

T 
Temporary cease and desist order, 95, 98, 104–105 
Training and education programs, 2, 22, 38, 50, 68, 69 
Transactions with affiliates, 8, 25, 27, 67, 81, 86–87 
Trust audit committee, 28–29 
Trust committee, 32 
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U 
Uniform Bank Performance Report (UBPR), 42
�
Usurpation of corporate opportunity doctrine, 79
�
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