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The Honorable Vickie Agler, Chairperson
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State Capitol

Denver, CO 80203

Dear Representative Agler:

The Colorado Department of Regulatory Agencies has completed the evaluation of the
Division of Banking. We are pleased to submit this written report, which will be the
basis for my office’s oral testimony before the Joint Legislative Sunrise/Sunset Review
Committee. This report is submitted pursuant to Section 24-34-104 (8){a), of the
Colorado Revised Statutes, which states in part:

"The Department of Regulatory Agencies shall conduct an analysis of the
performance of each division, board or agency or each function
scheduled for termination under this section...

The Department of Regulatory Agencies shall submit a report and such
supporting materials as may be requested, to the Sunrise and Sunset
Review Committee created by joint rule of the Senate and House of
Representatives, no later than July 1 of the year preceding the date
established for termination..."

This report discusses the question of whether there is a need for the regulation
provided under title 11. The report also discusses the effectiveness of the Division
of Banking and its staff in carrying out the intention of the statutes and makes
recommendations for statutory and administrative changes in the event this regulatory
program is continued by the General Assembly.

oseph A. Garcia
Executive Director
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EXECUTIVE SUMMARY

The 1993 Sunset Review of the Colorado Division of Banking is being conducted during
a time at which the state and national banking industry is experiencing all-time prosperity
after a period of uncertainty and decline. The push to deregulate the banking industry
in the mid-to-latter 1980’s has given way to reregulation, as evidenced by numerous
federal banking statutes and regulations. This report concludes that regulation of banks
and trust companies at the state level in Colorado has improved significantly since 1988,
the time at which the Division of Banking was most recently audited.

The Division of Banking currently regulates all state-chartered commercial banks,
industrial banks, trust departments, trust companies, public depositories, and other
entities. Its regulatory jurisdiction primarily extends to monitoring the safety and
soundness of these institutions, protecting the public from risk arising from their unsafe
and unsound operation, and ensuring their compliance with various statutes, rules, and
regulations.

Statistics compiled by the Division demonstrate that the safety and soundness of these
institutions and their deposits have improved dramatically since the late 1980’s. The
success of the Division in carrying out its mission is also demonstrated by the
cooperation exhibited by the Division’s federal regulatory counterparts and by its recent
accreditation by anationally-recognizedcertification authority. Colorado’s state-chartered
banks and trust companies also support and approve of the Division’s regulatory
performance.

This report recommends that the General Assembly continue the Division of Banking’'s
regulatory mission as outlined in Section 11-11-101.5, C.R.S. It also makes numerous
recommendations aimed at continuing and fostering the improvement demonstrated by
the Division of Banking. In general, these recommendations revolve around the need to
preserve and promote safety and soundness, the need to promote regulatory parity and
sound competition among financial institutions, the need to protect Colorado consumers,
and the need to promote organizational competence and to preserve resources. Various
other recommendations also address statutory amendments or revisions which are
supported by the Division and by the Department of Regulatory Agencies.



CHAPTER 1

INTRODUCTION AND HISTORICAL PERSPECTIVE

THE SUNSET PROCESS

The Colorado Division of Banking (DOB) and its regulatory functions under Title 11 of the
Colorado Revised Statutes will terminate on July 1, 1994, unless continued by the
General Assembly pursuant to the Sunset Act, Section 24-34-104(23)(a)(l), C.R.S. The
purpose of this sunset report is to evaluate the performance of the DOB based on
statutory evaluation criteria which are attached as Appendix 1 of this report. The central
guestion this report seeks to answer is whether the continuation of this regulatory
program is necessary and beneficial to the public health, safety and welfare of the peopie
of Colorado, and whether, if the program is continued, significant changes are necessary
to improve agency operations and thereby enhance the public interest.

Research for this report began in January, 1993. Most of the employees of the DOB
were interviewed at length, as well as former employees, representatives of the regulated
industries, representatives of federal and sister state regulatory agencies, consumers,
consumer activists, and many other individuals who are knowledgeable about the
operations of the DOB. Research was conducted which yielded large amounts of
information on similar divisions in other states. Members of the Banking Board were
invited to express their opinions and ideas during the course of the review, and two
members of the Board were interviewed in person and over the telephone. A literature
search unearthed information concerning the state and volatility of today’s financial
industries, as well as information addressing the problems and challenges associated with
regulation of these industries. The studies of the Conference of State Bank Supervisors,
the PITON Foundation, the Division of Civil Rights, and Denver Community Reinvestment
Alliance were reviewed, along with studies conducted by various agencies of the federal
government and by private industry. Numerous state and federal laws were also
reviewed, and U.S. congressional records were searched to determine whether recent
federal banking regulation was passed with the intent to diminish the role of state
regulation in our dual banking system. Monthly banking board meetings were attended
and certain issues which were discussed were further researched. State legislative
committee hearings concerning proposed and pending legislation impacting the DOB, and
public rulemaking hearings conducted by DOB and Colorado’s Division of Financial
Services were attended. The Colorado Attorney General’s Office and other state
agencies were consulted.

The author of this report wishes to thank all of those persons who gave their time in
personal interviews and written submissions to make this report possible.



HISTORICAL REVIEW

State regulation of Colorado banks commenced in 1877, one year after statehood was
achieved, when the Colorado Legislature first codified the process by which banking
associations could be chartered and operated. In addition to setting forth the rudimentary
powers and duties of banks and the obligations of bank directors, officers, and
stockholders, this initial legislation also required banks to submit semi-annual examination
reports to the State Treasurer.

In 1877, banks possessed the latitude under the dual banking system, as they do now,
to choose whether they wish to operate under a state or national charter. Colorado’s
venture into state banking regulation occurred at a time when the federal government
was chartering, supervising, and examining all nationally-chartered banks through the
Office of the Comptroller of the Currency (OCC). Therefore, when Colorado’s earliest
banks chose to operate under a state charter, they were subject only to supervision and
regulation by the state authority.

This clear-cut regulatory delineation was terminated in 1913 with the passage of the
Federal Reserve Act, a response to runs on deposits in the infancy of the 20th century
which sometimes exhausted cash reserves and sometimes resulted in bank failures. The
Act established the Federal Reserve System, a scheme of 12 district banks at which the
assets of member-banks could be converted into notes to meet temporary cash drains.
These federal banks were also given the authority to hold the reserves of its members
and, subsequently, to fix the amount of reserves which its members must set aside.
With these powers came supervisory and examination authority over all member-banks.
Therefore, state-chartered banks which opted to join the Federal Reserve System became
regulated by state and federal entities.

This juxtaposition of regulation increased when the nation experienced an enormous
financial and banking collapse during the 1930’s. After Congress witnessed the failure
of over half of the country’s banks, it passed legislation in 1933 which established the
Federal Deposit Insurance Corporation (FDIC) to insure deposits. Not only did this
landmark legislation guarantee depositor security in the event of bank failure, it also
charged the FDIC with the authority to supervise and examine all insured banks. As a
result, the federal government’s regulatory authority over state-chartered banks extended
to those institutions which took out federal insurance but which were not Federal Reserve
System members.

Just as the federal government verged on expanding its regulatory authority, the Colorado
Legislature increased state regulatory authority over state-chartered banks by creating the
office of the State Bank Commissioner in 1907. The statutory authority of the
Commissioner was fleshed out to include the granting of state charters, the examination
and investigation of banks, the collection of fees, and the liquidation of insolvent
institutions.



The power of the Commissioner to conduct himself as the sole state banking regulator
remained unsullied for years, with one exception. In 1913, the statute was amended to
give the Governor, Attorney General, and State Treasurer power to override the
Commissioner’s denial of a charter application. It was not until the 1957 overhaul of the
Banking Code that the Banking Board was established which, together with the
Commissioner, operated within the Banking Department as a free-standing agency to
oversee and administer the banking statute. The Division of Banking was subsequently
situated within the Department of Regulatory Agencies (DORA) in 1968 upon the passage
of the Administrative Reorganization Act.

In addition to the organizational restructuring which the Division and its principals have
experienced, the regulatory jurisdiction of the Commissioner and Division has been
increased by the Legislature numerous times over the years to include trust departments
of commercial banks (1907), industrial banks (1923), credit unions (1931), trust
companies (1947), money order companies (1959}, debt adjusters (1963), and public
money depositaries (1975).

The Division’s regulatory jurisdiction constricted in 1988, however, when oversight of
credit unions was transferred to the Division of Financial Services. Moreover, legisiation
passed in 1988 through 1990 redefined the structure of the Division and the duties and
scope of authority held by the Commissioner and the Banking Board.

Today, Colorado’s Division of Banking is confronted with the dilemma of how to regulate
but not suffocate an industry which is no longer the dominant player in the scheme of
financial services and markets in our shifting economic environment. Bankers argue that
regulation, particularly federal banking regulation, and its excessive cost, has contributed
mightily to the diminishing profitability of banks. They also blame regulatory restrictions
for their inability to compete effectively with other financial industries. Commercial and
industrial banks are experiencing sharp competition from financial institutions which are
permitted to engage in additional financial services, such as insurance or stock sales.
Some of these institutions may not be regulated at all or, if so, may not be scrutinized
as closely as banks. This perceived lack of regulatory parity arouses the contempt of
bankers, who contend that they are unfairly hamstrung by red tape.

The Division is also faced with watershed issues, such as reregulation following on the
heels of deregulation and the threat of an eroding dual banking system, as a result of
expanding and preemptive federal regulations. And, it must deal with increasingly
complex regulatory issues with the advent of new developments, including bank holding
companies, depository trust companies, branching and interstate banking, consumer
protection issues, and evolving technology.



In spite of these challenges, the Division has demonstrated its willingness to adapt to
changing conditions in order to promote the safety, soundness, and security of financial
institutions and their deposits. For example, in the past the Division examined every bank
with the same frequency, no matter how sound or precipitous their financial condition.
Now, the Division examines institutions based on their financial condition and risk level
in an effort to balance the necessary scope of regulation against the industry’s desire to
free itself from unduly burdensome regulation.

Notwithstanding the challenges and difficulties voiced by the industry, the great majority
of state-chartered banks are satisfied with the performance of the Colorado Division of
Banking, and they express their continuing preference to be primarily regulated by the
state.

Table 1 shows the statutory history of the Division of Banking and its predecessors, the
Banking Department and the office of the State Banking Commissioner.

Table 1

COLORADO DIVISION OF BANKING STATUTORY HISTORY

1877 First codification of banking laws requiring bank directors to report semi-
annual examination results to the State Treasurer for publication.

1885 Statute amended to provide criminal penalty of imprisonment for receipt of
deposits after insolvency. Statutory restrictions placed upon loan amounts.

1907 State Commissioner of Banking created with duty to supervise and examine
banks and trust companies at least twice a year, to liquidate banks and trust
companies, and to issue state charters. Banks are required to submit call
reports to the Commissioner three times a year.

1913 Minimum capital and reserves against deposits requirements fixed by
statute. Prohibition against branch banking established. Provision for
district court review of Commissioner’s decisions. Board consisting of
Governor, Attorney General, and State Treasurer may overrule
Commissioner’s decision to deny a state charter.

1915 Banks are authorized to form separate trust departments, in which trust
funds must be kept separate, to be supervised by Commissioner.



1923

1927

1931

1947

1949

1951

1957

1959

1961

1963

1967

Industrial banks created, subject to Commissioner’s right to examine, for
purposes of lending money. Fiduciary obligations established. Banks
permitted to accept and forward checks drawn on other banks.

Limitations on bank investments and borrowing established, along with new
capital, surplus, and reserve requirements. Commissioner vested with
authority to refuse the approval of bank directors. Duties of director include
submission of director’s reports, in addition to call reports, to Commissioner
at least twice a year. Liquidation procedures created.

Credit unions subject to regulation by Commissioner.
Trust companies subject to regulation by Commissioner.

Provisions established regarding circumstances in which checking and
demand items are honored.

Chartering, rights, and duties of industrial banks set forth. State bank
merger and consolidation permitted with approval of Commissioner.

Banking statute repealed and new, comprehensive statute enacted to apply
only to commercial banks and their trust departments. Banking Department
and seven member Banking Board established to include four bankers, two
public members, and the Commissioner as chair. Commissioner authorized
to accept federal examination results in lieu of a state examination. Criminal
offenses specified for code violations, and injunctive remedy made available
to Department for the first time.

Commissioner is vested with regulatory authority over money order
companies.

Code amended to authorize Commissioner to exercise supervision and
examination authority over industrial banks. Commissioner required to
notify existing banks of a competitor’s application for charter. Procedure
regarding the chartering process, including the applicant’s burden of proof,
is incorporated.

Commissioner is given regulatory jurisdiction over debt adjusters.

Banks are authorized to pay interest on savings deposits, time deposits, and
certificates of deposit.



1968

1969

1973

1975

1976

1977

1979

1981

1983

1985

1986

Division of Banking is created as part of the Department of Regulatory
Agencies. Commissioner of Banking is appointed as head of the Division.

Banks are permitted, with Banking Board approval, to operate one detached
facility for limited purposes, including receiving deposits, cashing checks,
and issuing various instruments.

Procedures defined for the disposition of unclaimed property. Industrial
bank savings guaranty act passed, along with legislation expanding
Commissioner’s authority to require industrial banks to maintain adequate
capital structure.

Public Deposit Protection Act promulgated, to be administered by Division
of Banking. Code is amended to require Division to examine banks once a
year and to prohibit Division from accepting federal examinations in lieu
thereof.

Division of Banking subject to sunset review.

Bank Electronic Funds Act passed, authorizing state and national banks to
operate automated teller machines and giving the Banking Board regulatory
jurisdiction.

Requirement that bank directors must own shares of the bank is eliminated
by amendment. Banks are permitted to make loans secured by junior liens
on real estate under certain conditions.

Major revision of industrial bank legislation incorporates liquidation
provisions pertaining to industrial banks.

State banks are permitted by statute to maintain any type of accounts
which are allowable in national banks.

Banking Board is permitted to assess civil money penalties against any
person who violates a cease and desist order after notice and hearing. Also,
the statute is amended to permit bankers to engage in activities which are
"primarily investments in real estate.”

PDPA is amended to specify collateral requirements, to require all eligible
public depositories to file annual independent reports and to submit to
discretionary examinations, and to impose criminal penalties for the deposit
of public monies in insolvent institutions.



1987

1988

Insolvent bank legislation is amended to require Commissioner to conduct
a mandatory examination and assessment against banks which have
impaired capital. Banks may operate up to two branch banks, provided they
do so by receiving emergency grants of charters of insolvent state banks
which may be converted into state banks. Priority of claims in the event of
liquidation are expressed, including claims by governmental units made
pursuant to the PDPA.

In response to the industrial bank crisis, all such banks are required by
legislation to become members of the FDIC or the Federal Reserve System
and to apply for membership no later than September 1, 1987.
Mechanisms are set up for the distribution of the guaranty fund and
dissolution of the guaranty corporation. Emergency charters for branch
facilities similar to those applicable to commercial banks are permitted for
industrial banks.

Composition of Banking Board is changed to eliminate Commissioner as
chairman and board member and to require that Banking Board membership
consist of four banking industry representatives and three public members.
Banking Board is directed to make policy and rules, while Commissioner is
required to administer the Division and the Banking Board’s decisions. The
Banking Board may delegate powers to the Commissioner, subject to
Banking Board review of delegated adjudicatory functions.

All regulatory functions with respect to credit unions are transferred from
the Division of Banking to the Division of Savings and Loan.

Limited interstate banking by acquisition of Colorado banks and bank
holding companies under narrow circumstances is introduced by new
legislation. Subject to conditions imposed by statute and the Banking
Board, Colorado bank holding companies may acquire control of banks or
bank holding companies in reciprocal states, and vice versa. Existing
prohibition against branch banking across state lines expressly continued.

Industrial bank liquidation statute supplemented to provide for the
appointment of a bank receiver with broad power to undertake liquidation
of industrial banks in the Commissioner’s possession or which have filed
bankruptcy petitions. Separate legislation authorizes early entry by a non-
reciprocal out-of-state bank to raise additional funds for depositors in
troubled industrial banks.



1989

Banking Code of 1957 undergoes substantial revisions by repeal,
reenactment, and amendment.

Banking Board is reconstituted to include two public members, four state
bankers, one industrial banker, and one trust company officer. Banking
Board’s policy and rule-making powers are refined, and Commissioner’s
administrative powers are set out to include examination and enforcement
functions for banks, industrial banks, trust companies, their controliing
shareholders, affiliates, and electronic data processing centers to the extent
required by the Board. An express legislative declaration of policy sets forth
that state banks are to be supervised and regulated so as to preserve and
promote secure deposits, sound competition, a dual banking system, safety
and soundness, and to seek regulatory parity and coordination, and diverse
financial products and services.

The Banking Board is given discretion to appoint a hearing officer to conduct
public hearings other than contested charter applications. The right to bring
a legal action for violation or enforcement of the code is limited to the
Banking Board.

Bank and trust directors are directed to submit biographical reports to
Commissioner, and changes of control are required to be reported to the
Division. The Banking Board may remove or suspend any bank officer,
director, employee, or agent for cause. Grounds for assessing civil money
penalties are expanded, and the Board and Commissioner are authorized to
initiate informal enforcement actions to enforce code.

Annual audits are required of banks and trust companies.

Banking Board is authorized to take possession of an industrial bank without
a prior hearing in an emergency. Procedures for the distribution of guaranty
corporation assets are set forth.

In a major statutory revision, state-chartered trust companies are authorized
to become depositories and to pay interest on savings, time, and certificates
of deposit if they are FDIC-insured. Capital requirements are removed from
the statute and the Banking Board is authorized to adopt rules setting capital
and reserve requirements. Fiduciary funds awaiting investment or
distribution may be placed in a trust company’s deposit account.
Operational and reporting requirements are amended, including limitations
on investments, director duties and provisions for their removal or
suspension, assessment of civil money penalties, informal enforcement
authorities, liquidation procedures, and emergency grant of new charter and
branch facility provisions.



1990

1991

PDPA is repealed and reenacted with amendments to modify a
comprehensive scheme regarding the protection and collateralization of
public funds in eligible public depositories. Procedures are set forth to
designate public depositories, to track deposits in accounts, to establish a
list of eligible collateral for uninsured public deposits and requirements
regarding where such collateral may be held, to require reports and
examinations, and to liquidate collateral upon default.

Further realignment of Banking Board/Commissioner powers occurs.
Banking Board’s authority to hold confidential executive sessions is clarified.
Directors examinations may be conducted by independent persons other
than CPA’s if approved by rules and regulations adopted by the Banking
Board.

Requirements for the acquisition of controlling interests in industrial banks
are set forth, and industrial banks are required to submit call reports to the
Commissioner.

Colorado banks and trust companies are authorized to be substituted as
fiduciaries for the fiduciary business of another company without court
approval in certain situations. Colorado banks and trust companies are
authorized to invest their trust assets in designated securities.

Qualified financial institutions are authorized to issue Colorado Investment
Deposits to be used primarily for loans to small business enterprises, with
priority to minority and women-owned businesses.

Hearings regarding the involuntary liquidation of commercial banks by the
Banking Board may be conducted confidentially. Banks are permitted to
operate loan production offices in addition to a branch.

PDPA eligible collateral may be held in any bank approved by the Banking
Board.

Bank branching is permitted. Article 25, "Financial Institutions-Operation of
Branches-Organizationaland Operational Equality” is passed to permit 100%
of all Colorado affiliates to be converted to branches, subject to capital
standards and other limitations, by July 1, 1993. Financial institutions are
also permitted to establish one de novo branch anywhere in the state after
that date and, further, to establish one or more such branches after January
1, 1997.

Colorado financial institutions are permitted to accept deposits and pay out
withdrawals, personally or by machine, of other Colorado financial
institutions pursuant to contract.



1992

1993

The Division becomes cash-funded based on assessments imposed on
regulated financial institutions.

Money penalties may be imposed upon persons who control, manage, or
operate banks or trust companies and who fail to submit required personal
statements.

Reverse mortgage loan transactions are authorized in Colorado.

HB 93-1030 is passed to require all state-chartered trust companies to
conduct a "substantial portion" of business in Colorado and to restrict the
use of the term "trust" by financial institutions to entities which are
engaged in trust functions.

HB 93-1261 legislatively overrules Colorado case law. Public policy permits
insurance policies for directors and officers of financial institutions to
exclude coverage for claims made by depository insurance organizations or
by federal or state regulatory agencies.

10



CHAPTER 2

STRUCTURE AND FUNCTION OF THE COLORADO DIVISION OF BANKING

INTRODUCTION

The Colorado Division of Banking is charged with the responsibility of regulating 174
state-chartered commercial and industrial banks, trust departments, and trust companies
that conduct business at over 218 locations in Colorado. These financial institutions
have over $26.8 billion in assets. [February 9, 1993 DOB Memo to Department of
Regulatory Agencies].

The Division is also responsible for ensuring that $1.1 billion in public funds are deposited
and collateralized in eligible state-chartered institutions and in 184 national banks. It
monitors whether state-chartered institutions comply with the Uniform Colorado
Consumer Credit Code, and it licenses and regulates organizations which sell over $1.6
billion in money orders and travellers checks in Colorado annually. The Division regulates
four licensed debt adjuster organizations which disburse approximately $40 million
annually on behalf of over 8,300 customers. [February 9, 1993 DOB Memo to
Department of Regulatory Agencies].

Eight Banking Board members are appointed to establish and direct the policies and
promulgate the rules necessary to implement and enforce the extensive banking and
financial statutes. Forty-two full-time employees are authorized to administer these
functions. [DOB Budget, Fiscal Year 1992-93].

OPERATING STRUCTURE

Before 1988, the Commissioner served as Chair of the Banking Board, operating in the
dual role of policy-maker and administrator. However, a 1988 report generated by the
State Auditor concluded that the relationship of the Commissioner to the Banking Board
was systemically flawed since the Commissioner, as administrator of the Division’s
activities, was effectively self-accountable in his role as Chairman of the Board. A
separation of policy-making and administrative functions was accomplished through
legislation which removed the Commissioner from the Banking Board and clearly
delineated the Banking Board’s policy-related duties from the Commissioner’s
administrative functions.

11



The Division continues to examine regulated commercial and industrial banks for safety
and soundness as its "bread and butter" function. In addition, though, certain
supervisors and examiners are assigned to focus upon specific institutions or programs
and to conduct "specialty examinations.” These programs and examinations monitor the
safety, soundness and processes of trust companies, trust departments, special action
banks, electronic data processing controls (EDP), UCCC compliance, PDPA, debt
adjusters, and money order companies.

The Division currently performs its regulatory tasks by dividing itself into components
which perform fairly specialized functions. There are two safety and soundness
examination teams, which, when combined, consist of two supervising examiners and
fifteen field examiners. Each team is responsible for conducting on-site safety and
soundness examinations at commercial and industrial banks and for monitoring the
financial condition of banks off-site through the review and analysis of financial
information, audits, and federal regulatory ratings and reviews. One special action bank
specialist monitors the condition of troubled commercial and industrial banks on- and off-
site. The remaining trust and specialty programs are administered by two supervisors and
conducted by field examiners who are typically trained in safety and soundness
examinations but are compartmentalized because of their specialty exam expertise.
These two supervisors also perform training, automation, and rule, policy and procedure
drafting.

Finally, one supervisor investigates and processes all applications before the Banking
Board and schedules and coordinates examinations. One senior examiner is conducting,
on an as-needed basis, investigation of complaints of suspected criminal activity and
certain suspected licensing violations. Table 2 outlines the Division’s current
organizational structure.

12
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The staffing level of each unit is critical to its successful function. Therefore, the
successful function of the Division may be crippled by a significant vacancy rate which
may occur this year. As this report is written in May 1993, one safety and soundness
field examiner has retired and two of five office support positions are vacant. The
Division anticipates that an additional three examiners will also retire, leaving four
examiner vacancies. However, the Division anticipates filling all but one of these
vacancies before the end of the calendar year.

BANKING BOARD

The Banking Board is a type 1 (policy autonomous) board. Its present composition
consists of four commercial bankers, one trust company representative, one industrial
banker, and two public members, each of whom are appointed by the Governor. The
Banking Board is the ultimate decision-maker of the Division. It is statutorily empowered
to interpret all relevant statutes by rule and regulation and to make all policy decisions
except administrative decisions. It is required to form a quorum of at least four members
to meet monthly to carry out the business of the Banking Board. It is assisted by a staff
member, who also assists the Commissioner, and any other staff member who is required
to present applications or other matters to the Banking Board. The Board receives legal
counsel from a Department of Law assistant attorney general, who is assigned to render
legal advice to the Division of Banking, the Division of Financial Services, and the Division
of Securities.

STATE BANK COMMISSIONER

The Commissioner is the administrative head of the Division who internally administers
the Division and makes administrative policy. A primary responsibility of this office is to
coordinate all examination and enforcement functions and, otherwise, to implement the
statutes and policies of the Banking Board. The Commissioner is specifically authorized
to require regulated financial institutions to comply with certain Division directives, such
as undergoing additional examinations. The Commissioner manages the legal
representation received by the Division, and the position is also authorized to carry out
duties delegated by the Banking Board. The Commissioner is a full-time state employee
who is appointed by the Executive Director of the Department of Regulatory Agencies.
The Commissioner is assisted by Division staff, most particularly, by the Deputy Bank
Commissioner, by a staff assistant, and by supervisors within the Division.
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This position has been filled by three individuals since 1988. At that time, the existing
Commissioner resigned as a result of a critical audit which concluded that the Division
suffered from extensive deficiencies. He was replaced in 1989 by an individual who,
along with the General Assembly and Banking Board, implemented sweeping changes
within the Division in the wake of the audit. The current Commissioner has continued
along the course of implementing necessary changes since undertaking this office in
1991.

DEPUTY BANK COMMISSIONER

This official is appointed by the Commissioner to assist with administrative, examination,
and enforcement duties. The Deputy Bank Commissioner is, as the title implies, the
second in line of authority in the Division. The position is primarily responsible for
overseeing the daily operations, budget, examination and enforcement functions of the
Division.

SPECIAL ACTION BANK SUPERVISOR

This individual monitors troubled banks which have received inadequate ratings or which,
in the opinion of the Commissioner or Deputy Bank Commissioner, have otherwise
experienced financial or operating problems requiring increased monitoring and
supervision. This senior examiner is expected to monitor the institution continuously, to
maintain frequent communications with the institution, and to keep the Commissioner
and Deputy Bank Commissioner fully apprised of the institution’s progress. This position
also facilitates the informal resolution of complaints directed against troubled banks by
consumers. This position is rotated annually among senior examiners, who are
experienced safety and soundness field examiners. The special action bank supervisor
does not have supervisory authority over any other staff.

INVESTIGATIVE SERVICES

This senior examiner reports directly to the Commissioner and is responsible for
examining suspected criminal violations and certain other suspected licensing violations.
The amount of work for which this position is responsible is determined by the level of
suspected criminal activity and licensing violations at any given time and, therefore, is not
constant. The Division estimates that approximately ten to twenty percent of this
examiner’s time is spent on investigative matters. Another one-third of this individual’'s
time is spent performing safety and soundness examinations, while the balance of time
is spent investigating other target areas in banks, including the review of expenses. The
Commissioner intends to assign these duties to the Special Action Bank Supervisor at the
beginning of the 1994 calendar year.
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COMMERCIAL AND INDUSTRIAL BANK SAFETY AND SOUNDNESS EXAMINERS

This section is comprised of two groups of on-site and field managers, each of which is
headed by a supervising examiner. These groups conduct safety and soundness
examinations upon all state-chartered commercial and industrial banks. These institutions
are assigned to one of two portfolios which the groups monitor and examine.

The two supervising examiners provide guidance and review the work and analysis of
their subordinates. They also perform independent examining functions since they are
primarily responsible for conducting off-site monitoring of the financial institutions in their
portfolio. This important examination technique requires the supervisor to review and
analyze an institution’s financial data and other relevant information to monitor its
financial condition and risk status. In addition to their supervision and examination
responsibilities, these supervisors handle consumer complaints and try, informally, to
negotiate their resolution.

On-site managers, or OSM’s, travel to the site of the examination as lead examiners. As
such, they participate in the examination, evaluate the institution’s management system,
and delegate, oversee, and assist the field examiners with their responsibilities. These
five individuals also conduct exit interviews with bank management to advise them of the
preliminary findings uncovered by the examination. Once their on-site duties are
completed, OSM’s report to the Division office for one week to write the examination and
to review and edit the worksheets and conclusions of the field examiners, to recommend
sanctions or enforcement actions, and to write the examination report. The OSM is
expected to generate a report which is "mail-ready” or error-free. These reports are
reviewed by the supervising examiner before being mailed to the examined institution.

Field examiners are the eyes and ears of the Division who examine financial institutions
on-site and whose conclusions form the basis of an institution’s recommended rating.
There are ten field examiners who are assigned by the scheduler to travel to state-
chartered financial institutions to conduct safety and soundness examinations of loan,
securities, and operating portfolios. While on-site, they inspect bank records, fill out
worksheets, and enter their conclusions into a computerized examination program.
Ultimately, an examination report is generated, and recommended ratings are assigned
to various operations of the institution.

Each member of the field examiner staff possesses a minimum of 12 to over 30 years of
expertise in the examination and operations of financial institutions.
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TRUST AND EDP EXAMINERS

This section is comprised of one supervising examiner, one trust examiner, and two
electronic data processing (EDP) auditors.

In addition to supervision responsibilities, the supervising examiner of this section
conducts on- and off-site monitoring for the institutions in the portfolio. The position also
facilitates resolution of complaints against trust companies, most of which charge that
consumers have been charged excessive fees or that trust accounts have not been
transferred rapidly. The supervising examiner is responsible for drafting internal policies
and procedures at the Commissioner’s request. Additional duties include oversight of
internal automation and rule drafting for the Banking Board.

The trust examiner, who is also an OSM, is responsible for conducting all mandatory and
discretionary safety and soundness examinations for state-chartered trust departments
and trust companies. Like his bank examiner counterparts, this examiner is expected to
travel on-site to examine trust operations, to conduct interviews with management, and
to generate a mail-ready written report which contains conclusions and rating
recommendations.

The EDP auditors undertake the responsibility of monitoring and examining the record-
keeping and electronic data processing of all state-chartered financial institutions. The
primary goals of these examinations are to determine how an institution’s information is
stored, how it is calculated, whether it is analyzed accurately, and whether these
electronic data processing internal controls are adequately redundant in case service is
lost and must be restored. Besides examining the in-house EDP systems of financial
institutions, these auditors also examine EDP "servicers" who provide electronic data
processing services to several financial institutions from one location. Finally, they are
responsible for generating written examination reports which contain a recommended
rating of the institution’s EDP system.

PDPA, UCCC, MONEY ORDER AND DEBT ADJUSTER COMPANY EXAMINATION

A program administrator administers the Public Deposit Protection Act (PDPA) program
and supervises the examination of institutions for PDPA and UCCC regulatory compliance.
The position also manages the Division’s regulatory program for debt adjusters and
money order companies. This program administrator is responsible for rule drafting
functions with respect to these areas, and this individual is also the training coordinator
for the Division.
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The PDPA program exists to protect public deposits from losses by ensuring that all such
funds which are not federally insured are deposited in an institution which is equipped to
collateralize them adequately. Eligible public depositories must be able to collateralize
public funds with a minimum amount of collateral which has been approved as being
sufficiently safe by the Banking Board. This program is carried out in the field by safety
and soundness examiners, who examine the PDPA functions of state-chartered
institutions during the course of safety and soundness exams. One additional field
examiner examines all other nationally-chartered eligible public depositories, all state-
chartered institutions which have a CAMEL rating of 4 or 5, and state-chartered
institutions which are not scheduled to have safety and soundness exams conducted.
Eligible public depositories are examined to determine whether they are properly
complying with collateralization requirements. Two administrative clerks enter and
update collateral change forms that list all collateral pledged by banks against their public
deposits. They also release pledges requested by banks on a daily basis. In addition,
they manually monitor the amount and types of public funds which each eligible
depository has on deposit. These monthly liability reports are reviewed once every four
months. The PDPA program has been separately funded by bank assessments since
1988, and appropriations for the program are statutorily earmarked to fund four FTE.

Although the Division has had the authority to examine state-chartered banks for UCCC
compliance since the early 1970’s, its compliance examination program was not fully
instituted until 1990. One field examiner has undertaken the responsibility of conducting
debt adjuster and UCCC compliance examinations for all state-chartered institutions on-
site. The position is required to travel to the banks, to inspect and examine their
consumer transactions for compliance with the code, to note violations and to
recommend sanctions in a written examination, and to make a recommended rating of
the institution for its compliance.

SCHEDULING AND CHARTER APPLICATIONS SUPERVISOR

A supervising examiner analyzes and processes all types of applications before the
Banking Board. The position is also responsible for scheduling over 400 safety and
soundness and specialty examinations, for coordinating these examinations with
examinations conducted by federal regulatory agencies to the extent possible, and for
assigning OSM'’s and field examiners to projects. This individual is also responsible for
generating written and oral reports which are presented to the Banking Board at its
monthly meetings.
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OTHER IMPORTANT DIVISION PERSONNEL

The Division receives its legal advice and representation from one attorney who is a
member of the Office of the Attorney General. This attorney divides his time between
representing of the Divisions of Banking, Financial Services, and Securities.

As noted previously, the Staff Assistant to the Commissioner and Banking Board provides
necessary administrative and clerical support to these entities. This position serves as
the secretary at Banking Board meetings, drafts and distributes meeting notification and
agenda forms, conducts research and prepares drafts for the Commissioner, performs
rule-making and policy and procedure updates for the Division, and assists any Division
staff who makes presentations to the Banking Board. A senior secretary provides clerical
support to the Deputy Commissioner and to the two Supervising Examiners in charge of
safety and soundness examinations.

The Division is funded to receive administrative staff assistance from ten full-time
employees. It is currently operating with the service of seven staffpersons owing to
vacancies brought on by one resignation and one termination. The clerical supervisor is
responsible for overseeing these seven positions, which include the PDPA administrative
clerk and one word processor, and associated personnel matters.

One of the three word processor positions is responsible for entering information into the
internal inventory tracking system, which is the Division’s computerized "tickler" and
calendar system. The remaining two positions process examination reports, edit policies
and procedures, and type correspondence for supervisors. The administrative clerk is
assigned to make certain that all incoming and outgoing documents and records are
properly filed. The vacant accountant technician position processes assessments for
safety and soundness examinations, billings for specialty examinations, and performs
other accounting functions for the Division.
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CHAPTER 3

A PORTRAIT OF THE REGULATED INDUSTRY

The Division of Banking regulates a portion of the private business sector which
claims to be the most heavily regulated industry in existence. A profile of Colorado’s
banking and trust industries is necessary to gain a complete understanding of the
Division’s performance and mission.

COMMERCIAL BANKS

A snapshot of the nation’s commercial banks as of December 31, 1991 reveals that
there were 11,928 banks with assets of $3.430 trillion in the United States. More
than two-thirds of all banks were state-chartered and held 42.2% of all bank assets
in the country. [FDIC; Conference of State Bank Supervisors, A Profile of State
Chartered Banking (14th ed. 1992)(hereinafter "CSBS")].

At the end of 1991, 60% of all commercial banks were supervised by state
authorities and the FDIC, and 8.2% were supervised by state authorities and the
Federal Reserve. The remaining 31.8% consisted of national-chartered banks which
were supervised solely by the Office of the Comptroller of the Currency (OCC). [FDIC;
CSBS, A Profile of State Chartered Banking (14th ed. 1992)]. Table 3 illustrates the
regulatory scheme under which commercial banks presently operate.
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In 1990, Colorado laid claim to 424, or 3.5%, of the nation’s commercial banks.
These institutions held $26.9 billion, or 0.8%, of all of the industry’s assets. Forty
percent, or 168, of these banks were state-chartered, and they held total assets of
$5.393 billion and total deposits of $4.833 billion. Therefore, Colorado’s state-
chartered commercial banks held approximately 20% of all Colorado commercial bank
assets.

By December 31, 1992, the number of Colorado’s state-chartered commercial banks
diminished from 168 to 157. This figure is misleading, however, since the decrease
in the number of state-supervised institutions is not attributable to bank failures but,
rather, is offset by bank consolidations. The growth of Colorado’s commercial banks
during this time frame can be appreciated by the fact that banking assets under
supervision of the Division increased to $6.315 billion, while total deposits likewise
increased to $5.646 billion. [83rd Annual Report of the State Bank Commissioner].

The number of nationally-chartered commercial banks also experienced a decrease
during 1991 and 1992. In light of this national bank contraction, the market share
of state-chartered commercial banks increased from 40% to over 46%. [82nd Annual
Report of the State Bank Commissioner; DOB memorandum; Colorado Bankers
Association, Focus on Red Tape Reduction, February 21, 1993].

Since state authorities possess primary regulatory authority over 68.2% of all
commercial banks on national average, the Division’s jurisdictional share of 46% over
Colorado’s commercial banks is somewhat slight by comparison. However, the
smaller pool of state-chartered banks and the recent slight decline of that bank base
cannot be construed as an expression of industry dissatisfaction with the state
regulatory authority. The vast majority of Colorado bankers who responded to a
survey in early 1993 expressed high overall satisfaction with the Division of Banking'’s
regulation of their institutions.

Instead, this recent phenomenon appears to be attributable to de novo branching and
mergers facilitated by Colorado’s branching law. An examination of recent trends
indicates that Colorado’s regulatory jurisdiction is gaining ground when branch
conversions and acquisitions are viewed in context. For example, in 1991 the
Division approved only one de novo bank charter, yet it granted ten branch certificates
through conversion or acquisition. [82nd Annual Report of the State Bank
Commissioner]. This trend continued in 1992, when twelve de novo state bank
branch certificates were granted and nine conversions were approved. [DOB
December 1992 Production Report].
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In contrast, the contraction of Colorado’s nationally-chartered bank base is not offset
by branching or merger acquisitions. These institutions, particularly smaller banks, are
under the gun to sell out to large banks which are more profitable for the OCC to
regulate. Therefore, they have started to convert to state charters because of their
increasing dissatisfaction with the deteriorating supervision of the OCC. [DOB memo].
As testament to this dissatisfaction, three national banks in Colorado converted to
state charters in 1991. These conversions preceded five national-to-state bank
charter conversions in 1992 and two national bank conversions during January 1993.
In addition, more than six national banks have approached the Division to discuss
state charter conversions in 1993. [DOB 1992 Annual Review for CSBS
Accreditation, March 26, 1993].

The state charter conversion trend is supplemented by encouraging statistics regarding
the rebounding strength and safety of all of Colorado’s commercial banks. In 1991,
the total assets of Colorado’s state-chartered banks increased by 6.4% ($5.739
billion) and total deposits increased by 6.7% ($5.158 billion). As of year-end 1992,
assets again increased to $6.3 billion, and total deposits jumped to $5.6 billion.
Moreover, in June 1992, the average risk-based capital ratio of Colorado commercial
banks was 14.7%, amply exceeding the current minimum capital target ratio of 8%.
Colorado commercial banks also maintain an equity to capital ratio of 7.9%, in
contrast to the national ratio of 6.8%. And, Colorado banks have set aside loan loss
reserves of $415 million to protect against loan losses. These indicators of safety are
complemented by the gradual, albeit slow, profit recovery which banks are making
after experiencing hard times in the late 1980’s. [Colorado Bankers Association,
Focus on Red Tape Reduction, February 21, 1993]. Table 4 contains graphs
illustrating the number and assets of Colorado’s state-chartered commercial banks.
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The Division has not closed any banks in calendar year 1992 and 1993. Two state-
chartered commercial banks were closed in 1991, preceded by four state bank
closings in 1989. [DOB 1992 Annual Review for CSBS Accreditation, March 26,
1993; DOB November 6, 1992 Memorandum to DORA].

However, although the number of state-chartered banks in Colorado which require
some degree of special supervisory attention by the Division has remained fairly
constant during the last few years, the number of institutions with CAMEL ratings of
4 or 5 has decreased dramatically within the last three years. For instance, the
Division supervised 30 commercial banks which were rated 4 or 5 in June 1990,
compared with 11 similarly rated commercial banks as of May, 1993. [DOB May
1993 Production Report]. The Division expects this trend to continue so long as
Colorado’s economy remains stable, and it notes that there are currently no state
chartered banks that are critically undercapitalized, requiring closure under state or
federal laws or regulations.

The Division has continued to initiate enforcement actions against banks on a fairly
aggressive level. In 1992, the Division issued or participated in, with federal
regulators, 14 written agreements and cease and desist orders, 13 memoranda of
understanding and board resolutions, and two other enforcement actions. During the
preceding year, the Division initiated or participated in, with federal regulators, 20
memoranda of understanding and board resolutions, and 14 written agreements and
cease and desist orders against commercial banks. [December 1991/December 1992
DOB Production Reports]. The Division has also initiated seven criminal referrals since
1991.

INDUSTRIAL BANKS

Industrial banks in Colorado sprang to life years ago by fulfilling a financial need which
commercial banks were prevented by law from satisfying: making second mortgage
loans. Today’s industrial banks look and act like commercial banks with the primary
exception that they do not accept demand deposits (checking accounts).

At their peak, the number of Colorado industrial banks approached 150. By 1987,
their numbers had diminished to under 100. This financial industry then sustained a
severe crisis which withered its community to a handful of 7 banks. Nevertheless,
the economic vitality of these survivors is exhibited by their asset holdings, which
currently exceed $250 million.
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For years, all industrial banks belonged to the Industrial Bank Guaranty Corporation,
a statutorily-created entity which assessed each member to provide an insurance fund
for the savings obligations of depositors up to the amount of $40,000. In 1987,
industrial banks were feeling the pinch of the poor economy and the Division took
action with respect to two of its members which were financially impaired. Twelve
other industrial banks were also judged by the Division to be in troubled financial
condition at that time.

Ultimately, two of the industrial banks decided to file for bankruptcy protection.
When the Commissioner decided to take possession of these banks before they filed,
it was determined that the Guaranty Corporation would become insolvent if these and
the other twelve troubled banks were taken possession of by the Division. Eventually,
14 industrial banks which could not qualify for federal insurance were possessed by
the Division and a receiver was appointed.

The Governor and the General Assembly appointed a task force which recommended
that a receiver be appointed to oversee the reorganization or, if necessary, the
liquidation of these industrial banks. The General Assembly also structured an
industrial bank fund for the benefit of depositors of the 14 failed industrial banks.
This fund entitles depositors to receive distributions from proceeds which have been
deposited by the receiver as a result of industrial bank and asset sales, insurance
proceeds, and payments from debtors. Payments to depositors consist of principal
and interest as of the date of closure of the industrial bank. [Section 11-22-614,
C.R.S.].

Since the late 1980’s, industrial banks have closed at a dramatic pace. However, the
few remaining industrial banks have stabilized and continue to service their market.
In 1990, 23 industrial banks reported total deposits in excess of $223 million and
total assets of almost $352 million. The following year, the number of industrial
banks dipped sharply to 12. However, total assets only slipped by 8% and total
deposits increased by over 10%. [82nd Annual Report of the State Bank
Commissioner]. State-chartered industrial banks decreased againin 1992 to 7. [DOB
December 1992 Production Report]. Assetsin 1992 also experienced a 7.5% decline
to $299 million, while deposits decreased 2.8% to $242 million. [83rd Annual Report
of the State Bank Commissioner]. Table 5 tracks the decreasing numbers of industrial
banks and their assets.
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The decline of a formerly robust system of industrial banks ought not to be viewed
in an aitogether negative light. The industrial bank diminution mirrors the commercial
bank trend of charter conversions and branching. For instance, in 1991 no industrial
banks were closed by the Division. During the same period of time, one industrial
bank voluntarily liquidated, one converted its charter into a commercial bank, while
five others converted to industrial bank branch facilities. [82nd Annual Report of the
Commissioner].

The regulatory umbrella of the FDIC was extended to state-chartered industrial banks
in 1987. See Section 11-22-701, C.R.S. (1987 Repl. Vol. 4B). Since industrial banks
are regulated by the FDIC and the state, their regulation mirrors the commercial bank
scheme in which state and federal examinations rate the soundness and risk level of
the institution’s financial condition.

The soundness of the remaining industrial banks can be gauged by the fact that six
of the industrial banks were rated as of December 31, 1992, possessing satisfactory
or very satisfactory indicators of financial safety and soundness. One industrial bank
is experiencing severe financial trouble and, therefore, is monitored by the Division as
a special action bank. The Division did not have to initiate any enforcement action in
1992 outside of one cease and desist order, and there were no industrial bank
closings. [DOB December 1992 Production Report].

As of December 31, 1992, total settlement fund payouts to depositors amounted to
$39,752,000. These payments reflect that depositors of 8 of the 14 failed industrial
banks have been paid in full. Another $5,410,000 remains due to depositors of the
remaining 6 failed banks. According to estimates provided by the receiver to the
Division, $410,000 will be recovered from future asset sales and that $5,000,000 will
be recovered and distributed from insurance escheat funds. [DOB memo].

On balance, state-chartered industrial banks appear to have consolidated and
stabilized since the crisis of the late 1980’s.

TRUST COMPANIES

Of all the institutions regulated by the Division, trust companies stand out as having
experienced the most dramatic economic growth. This burgeoning sector of
Colorado’s financial industry owes its development to 1989 legislation permitting
state-chartered trust companies to become federally-insured depository institutions
authorized to accept and maintain savings deposits, time deposits, and certificates of
deposit. Section 11-23-103(1)(d), C.R.S.
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The dawn of depository trust companies permitted these entities to leapfrog beyond
their role as traditional fiduciaries. Now, they are allowed to take certain deposits, to
engage in the business of depositing fiduciary funds into their own accounts, and to
invest funds on deposit for their own profit. In addition to these deposit-taking
activities, trust companies in Colorado serve as custodians, administrators, and
trustees of IRAs and Keogh plans; they provide a variety of trust services (including
the administration of collective investment funds) to institutional customers, such as
pension funds and employee benefit plans; and they provide traditional trust services.

Perhaps as astonishing as the volume of this growth is the fact that it derives in large
part from the deposit-taking and investment activities of three state-chartered
depository trust companies. However, many of the seven non-depository trust
companies operate as vital institutions by engaging in traditional managed trust
business (i.e., taking another’s money in trust, and investing and distributing it as a
fiduciary), or by administering self-directed IRA or pension funds which are required
by law to be held by a third party with the assets titled in the trustee’s name. The
Division also regulates trust departments of nineteen state-chartered commercial
banks. These non-depository entities are traditional fiduciaries which happen to be
compartments of commercial banks with funds and powers separate from banking
functions.

Table 6 illustrates the explosive growth which trust companies have experienced since
deposit-taking functions were permitted in 1989.

Table 6
No. Trust Total Il Deposits | Total Trust No. of
Companies || Corporation Assets Trust
o Assets Accounts
1988 5 $69,723M $0 $5,673B 310,000
1989 5 $694,752M $631,753M $7,008B 193,069
1990 5 $516,456M $454,586M $8,723B 647,000
1991 8 $646,432M $578,950M $11,001B 690,000
1992 9 $1,267B $1,126B $19,7038B 700,133

Table 7 illustrates the way in which trust company corporate assets have skyrocketed

in the same amount of time.

comparison.
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There has never been a trust company failure in Colorado although, at present, one
non-depository trust company is subject to a cease and desist order issued by the
Division. Should the business of a failed trust company not be purchased by another
trust company, the Division is authorized by statute to appoint a receiver to run the
business until all fiduciary accounts are sold and transferred to other fiduciaries.

Trust companies and trust departments are subject by statute and rule to risk-based
examinations which operate on the same principals which drive commercial and
industrial bank safety and soundness examinations. Consequently, these institutions
must file financial information with the Division so that their financial condition can
be monitored off-site. The frequency of on-site examinations is predicated on the
financial condition of each trust institution.

The Division serves as primary regulator for safety and soundness, ailthough
depository institutions are also examined by the FDIC and various other governmental
agencies, such as the internal Revenue Service. Non-depository trust companies are
also examined by other federal agencies, depending upon the various roles which they
may fill. For instance, a non-depository trust company which also conducts itself as
an investment adviser is subject to examination by the Colorado Division of Banking
and by the Securities Exchange Commission.

Tables 8 and 9 illustrate the various agencies which regulate Colorado’s largest
depository and non-depository institutions.
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Table 8
Regulatory Scheme for Colorado's Depository Trust Companies

TRUST COMPANY
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Table 9
Regulatory Scheme for Colorado's Largest Non-Depository Trust Company

Trust Company

Source: Association of Colorado Trust Companies

33



CHAPTER 4

ISSUES FACING THE COLORADO DIVISION OF BANKING
AND THE REGULATED INDUSTRY

INTRODUCTION

The pervasive role which financial industries play in our society, and the importance
of regulating their safety and soundness for the benefit of depositors, is underscored
by the fact that all 50 states, the District Columbia, and the territories of Guam, the
Virgin Islands, and Puerto Rico, actively regulate banks by way of a state
commissioner and/or banking board. Each one of these regulators looks much like
Colorado’s Division of Banking to the extent that their boards and/or commissioners
are appointed by the Governor, the state legislature, or a state agency. And, like our
Banking Board and Commissioner, the regulatory bodies of our sister states and
territories also exercise fundamental regulatory powers such as chartering,
examination, regulation, and enforcement authority.

The jurisdiction of these state regulators uniformly extends to the regulation of
commercial banks and often extends to credit unions, savings and loan companies,
and trust companies. However, in many states, the scope of jurisdiction is expansive
and may include the regulation of mortgage bankers and brokers, small loan
companies, foreign bank branches, consumer finance companies, check cashers,
money order companies, preneed funeral contracts and trusts, debt management
companies, escrow companies, and collection agencies. [CSBS Profile of State
Chartered Banking (14th ed. 1992)].

Table 10 contains comparative figures compiled by the Conference of State Bank
Supervisors which sets forth, by state, whether banking boards are employed as
regulatory bodies, the number of banking board members, the numbers of supervisory
staff and field examiners in banking divisions, and budgets for fiscal year 1993.
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| wHasA | NUMBEROF | NUMBEROF | NUMBER OF FY 1993
I BANKING % MEMBERS || . - EIELD i SUPERVISORY BUDGET

L __BOARD? || EXAMINERS . | STAFF i
Alabama Yes 6 37 7 §| 3,663,584
Alaska No 5 2 649,270
Arizona No 28 3 3,491,200
Arkansas Yes 6 41 66 4,793,562
California No 111 27 16,137,000
Colorado Yes 8 24+ B 2,769,000
Connecticut No 46 7 12,137,193
Delaware Yes 7 19 2 1,937,700
bC No 1 3 576,000
Florida No 100 32 8,847,689
Georgia No 87 16 7,518,578
Guam Yes 7 2 3 557,860
Hawaii No 10 10 1,181,800
ldaho No 13 3 2,193,900
lllinois Yes 15 172 25 13,714,400
Indiana Yes 7 68 -- 5,232,079
lowa Yes 7 72 10 5,547,860
Kansas Yes 9 53 7 2,715,800
Kentucky Yes 12 50 5 2,693,900
Louisiana No 79 15 6,762,345
Maine No 12 2 1,800,000
Maryland Yes 8 20 11 478,861
Massachusetts Yes 3 126 11 7,044,355
Michigan No 70 5 10,264,800
Minnesota No 51 12 4,098,000
Mississippi Yes 5 23 3 1,953,100
Missouri Yes 5 97 11 4,454,161
Montana Yes 7 11 3 893,005
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|| NumBER OF | numeer oF o © FY 1993
~ MEMBERS |  FIELD |} BUDGET

- T | EXAMINERS = ||
Nebraska No 31 7 3,047,774
Nevada No 10 4 1,047,703
New Hampshire Yes 3 15 1 1,760,638
New Jersey Yes 10 57 16 6,474,000
New Mexico No 14 5 1,063,400
New York Yes 17 192 129 40,759,300
North Carolina Yes 15 46 8 3,477,071
North Dakota Yes 7 17 3 961,233
Ohio Yes 7 41 7 4,873,287
Oklahoma Yes 6 38 4 2,556,960
Oregon Yes 5 19 ~6 3,954,087
Pennsylvania No 76 27 10,794,000
Puerto Rico Yes 9 32 8 4,730,000
Rhode Island Yes 5 14 3 920,449
South Carolina Yes 9 18 2 1,086,800
South Dakota Yes 6 14 1 855,888
Tennessee No 71 17 5,590,400
Texas Yes 9 135 9 11,148,000
Utah Yes 6 21 8 1,802,700
Vermont No 10 2 1,023,000
Virginia No 55 7 8,012,350
Washington No 22 3 2,500,000
West Virginia Yes 7 18 2 1,500,537
Wisconsin Yes 5 57 8 4,396,000
Wyoming Yes 7 13 1 700,000

Source: CSBS 1992 Profile o

State Chartered Banking

* Four field examiner positions are currently vacant. Three of these four positions will be filled, but the remaining

position was not funded for fiscal year 1993-1994.

** This figure includes four supervising financial institution examiners and one program administrator. It does not
account for the Commissioner, Deputy Commissioner, and one clerical supervisor.
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NATIONAL ISSUES

The American banking system is today in the midst of a prolonged crisis of change, its
worst since the Great Depression. Legislative efforts to bring about regulatory reform of
the industry have centered on the need to avoid further massive losses to the deposit
insurance fund and the need to restore competitiveness to the nation’s system of 13,000
banks. However, despite the severe problems which the banking industry experienced
in the 1980’s, the majority of banks throughout the country are currently experiencing
record economic highs. Banks in the Federal Reserve Tenth District, including Colorado
banks, are among the strongest in the nation.

Fortunately, Colorado has not experienced the commercial bank failure crisis which states
such as Texas have recently encountered. However, the Division of Banking is pressed
with the same question that all state regulators face: How can regulation be tailored to
protect the safety and soundness of deposits in light of today’s shifting financial
markets? Since the health of Colorado’s financial industry and the role of its regulators
are increasingly dependent upon outside influences, it is essential to examine the role of
the Division of Banking in the context of the changing economic and regulatory
environment in which it operates. A wide spectrum of prominent issues impact the
Division and, to some extent, define the parameters of its function.

A. An Introduction to the Dual Banking System

The structure of the American banking system has been a point of contention since
Jefferson and Hamilton argued about the merits of centralization vs. diversification. What
we’'ve ended up with, and what is presently in some peril, is the unique American dual
banking system by which federal and state governments share the authority to charter
and regulate depository institutions.

The distinguishing characteristic of the dual banking system is that banks are free to
select which level of government will be their primary regulator. The essential benefit of
this system is that it has produced a decentralized and unconcentrated banking system
and a tradition of innovation in bank regulation. On the other hand, the resulting system
is often (and disparagingly) said to promote competition in laxity.
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The system has given rise to a forbidding jurisdictional web of federal and state bank
agencies. The role of these federal and state agencies is determined by a number of
characteristics of the particular bank: the source of the institution’s charter (state or
federal), the bank’s membership in the Federal Reserve system, the presence of federal
deposit insurance, and the existence of a parent holding company. In areas where the
federal and state governments have joint authority, regulation is normally undertaken on
a shared basis. However, even nationally chartered banks are subject to major policy
decisions such as usury, branching, and interstate banking that are delegated to the
states. At the same time, federal regulators have enormous power to regulate state
chartered institutions.

Despite criticisms aimed at its inefficiency, the dual banking system has spawned the
only banking scheme in the world today which bears the earmarks of local ownership and
multiplicity. The unique democratic nature of the American banking system is most
striking when contrasted with the nationalized and monopolistic banking systems of our
global neighbors. The multiplicity of our system is best defined by comparing our 13,000
banks with the 65 Canadian banks, the 550 British banks, Germany’s 900 banks, Japan’s
150 banks, and the 2 banks allotted to Holland and Belgium apiece. [The Economic
Report of the President (1991)(Table B-3)].

This system and its regulation did not evolve from an ordered or centralized plan, but
instead was formed by a series of responses to economic emergencies which are not that
distinct from the crisis in which bankers find themselves today. [N. Lash, Banking Laws
and Regulations: An Economic Perspective (1980)]. However, while most of these
responses tightened regulation and centralized authority, some of the recent legislation
has moved in the opposite direction, toward deregulation. This trend has raised
important questions about the allocation of regulatory powers and the efficacy of the dual
banking system.

B. The Regulatory System Since 1933

The current bank regulatory system is largely the product of the Banking Act of 1933
("The Glass-Steagall Act"). The objectives of the system were to require banks to
operate within limited product and geographic markets, and to protect banks from
competitive forces in those markets. To enforce this panoply of restrictions and to limit
the FDIC’s exposure to bank risk-taking, the system has always provided for extensive
regulatory supervision to maintain the safety and soundness of banks. Congress
reinforced this protection in 1956 with the Bank Holding Company Act and againin 1970
with an amendment to that Act.
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The primary elements of this regulatory system combine to form a set of restrictions,
benefits, and prophylactic measures which aim to ensure institutional safety and
soundness. They can be categorized as follows:

(1) Restrictions upon the products and services which banks may offer.

The first element subjects banks and their affiliates to stringent restrictions with respect
to the financial products they may offer and the services they may perform. This
segregation of banking from other financial services, particularly from the securities
industry, arose out of bankers’ involvement in securities underwriting activities in the
1920’s which contributed to the stock market crash and resulting bank failures.
Therefore, a bank is basically permitted by current law to take deposits, make loans, pay
checks, and perform other services that support these fundamental banking functions.

(2) Restrictions on bank expansion into foreign geographic markets.

Restrictions on entry and geographic expansion have also been a central element of this
country’s bank regulatory system. In most states, current law prohibits banks from
opening branches across state lines, although interstate expansion through bank holding
affiliates is permitted in most states.

Bank holding companies are specifically permitted to engage in certain interstate activities
which are governed by a combination of state and federal law. Under a provision of the
Bank Holding Company Act commonly known as the "Douglas Amendment,” a bank
holding company in one state may acquire a bank in another state only if the acquisition
is expressly authorized by statute in that state. [12 U.S.C. 1842(d)(1988)]. Most state
statutes currently allow acquisitions by out-of-state bank holding companies, although
some states limit such acquisitions to holding companies from states within a specified
region and some, like Colorado, require reciprocity from other states. [U.S. Treasury
Department, Modernizing The Financial System: Recommendations for Safer, More
Competitive Banks, Ch. XVIl at 7-8 (1991)(hereinafter "Treasury Report")]. As a result,
many banking organizations currently operate groups of affiliated banks across state lines.

Intrastate branching is generally unrestricted nationwide, although Colorado’s law until
1991 reflected a strong populist drive to control banking through the prohibition of
branching. [Treasury Report, Ch. XVII at 7-8]. Intrastate branching permits state and
national banks to open branches within the state where the bank is located.
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(3) The creation of federal deposit insurance.

The third pillar of the bank regulatory system is federal deposit insurance, which was
created with the dual purposes of protecting small depositors and preventing bank runs.
Federal insurance has evolved over the years into a complex system that comes close to
insuring 100% of all deposits of failed banks because of various policy-driven exceptions,
such as the rule which extends coverage to uninsured funds in banks which are "too big
to fail."' The result of these various rules is that 75% of all deposits in the banking
system are explicitly insured, and the remaining 25% are very likely to be protected in
the event of a bank failure. In fact, since 1985 the FDIC has protected over 99% of
uninsured deposits of banks that have failed. [Hearings before the Subcomm. in
Economic_Stabilization of the House Comm. on Banking, Finance, and Urban Affairs,
102nd Cong., 1st Sess. (1991)(statement of Robert R. Glauber, Under Secretary of the
Treasury)].

(4) Prophylactic measures.

Inherent in the regulatory system are three mechanisms which control the FDIC's
exposure to losses from bank failures. First, banks are subject to a wide range of
regulations governing their activities. Second, banks are subject to a set of capital
requirements which are intended to ensure that a bank’s shareholders have a sufficient
stake in the bank to restrain risk-taking and, therefore, to reduce the FDIC’s exposure.
Finally, the FDIC has the power to close a state or nationally chartered bank that is
insolvent, that engages in "unsafe or unsound practices," or that is in an "unsafe or
unsound condition" if the respective state or federal chartering agency fails or refuses to
close the bank. In Colorado, the Banking Board always appoints the FDIC as receiver or
liquidator of closed state-chartered banks. [12 U.S.C. 191 & 1813(c)(3) (1988)].

In the past, critics of this elaborate regulatory system of benefits and protective measures
have complained that its components serve in practice as disincentives which have
destabilized bank safety and soundness. Two of their prime complaints have been:

* Despite capital requirements, deposit insurance has permitted bankers to
take risks which they otherwise wouldn’t take. The euphemism for
subsidized risk-taking is "moral hazard," a term of art for the vulnerable
position in which the FDIC is placed when banks take risks which cannot be
fully monitored; and

'This exception springs from the 1984 failure of the Continental lilinois National
Bank, after which the FDIC decided that certain banks are so large that if their
uninsured depositors are allowed to lose their deposits, the financial system would
sustain severe damage. [Treasury Report, Ch. Il at 29-35].
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¥ Geographic and product restrictions have resulted in a lack of diversification
of risk. Small banks which serve a limited geographic area and whose
portfolios contain limited instruments are riskier than institutions with
diverse portfolios. These banks experience higher failure rates than their
larger counterparts.

[K. Abraham, Distributing Risk: Insurance, Legal Theory, and Public Policy 14-15 (1986);
E. Kane, The Gathering Crisis in Federal Deposit Insurance 7-27 (1985); Treasury Report,
Ch. XVII at 8].

Geographic and product restrictions have changed dramatically since the mid-1980’s.
Nevertheless, although the bank regulatory system worked well for 40 years and appears
to continue to do so, its weaknesses were exposed, and the regulatory structure was
threatened, in the 1980’s.

C. The Banking Crisis of the 1980Q’s

The banking crisis of the 1980’s was precipitated by a number of factors which surfaced
after forty years of relative regulatory calm. By the late 1970’s, the market for financial
services had changed dramatically. New developments in the financial field, coupled with
new technology, put the squeeze on banking’s market share. In an effort to gain a toe-
hold in new markets, banks ventured into new lending areas which came back to bite
them. A brief explanation of these events is helpful to understand the predicament facing
banks and their regulators in the 1990’s.

Until the mid-1970’s banks were the primary repository of savings and the primary
providers of short-term credit for a substantial segment of American business. Banks had
also become major providers of home mortgage and consumer financing. However,
beginning in the mid-1970’s, technological and market forces began to erode the
industry’s dominant position, with the result that, by the early 1980’s, the banking
industry had lost its captive markets.
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Approximately 15 years ago, banks began to compete for deposits with "nonbank"
institutions which perform many traditional banking functions, including checking
accounts. These institutions have been characterized as financial supermarkets which
combine the whole range of traditional banking functions with a broad spectrum of other
financial services and commercial enterprises. Because some of these functions can be
performed outside the formal banking system, regulatory restrictions which attempt to
separate commercial banking activity from securities and investment banking activities
are not always maintained successfully. For example, nonbanks have a tremendous
advantage from a regulatory perspective in that they can offer all of these services to
consumers at branches all across the county, in any locality. [P. Ferrara, The Requlatory
Separation of Banking from Securities and Commerce in_the Modern Financial
Marketplace, 33 Ariz. L.R. 583 (1991)].

The most significant nonbank entities are mutual funds. The consumer invests money
in the stock of an investment company which, in turn, invests it in securities which,
depending upon their value, may ultimately yield a higher return than bank deposit
interest. The consumer is allowed in certain mutual funds to access his account by
writing checks, just as one can access funds in a checking account. Nonbanks, including
securities firms, also provide accounts that offer a broad range of deposit services which
are combined with other financial services, including credit cards, credit lines, consumer
and installment loans, car loans, home equity lines, and investment banking services.
Heightening the appeal of nonbanks is the fact that other non-financial services may also
be offered, such as accounting, telecommunication services, travel planning, and data
processing.

Some of the largest financial supermarkets that come to mind are Merrill Lynch, the Sears
Financial Network, and American Express. [A. Gart, Banks, Thrifts, and Insurance
Companies (1985); General Accounting Office, Information on Nonbank Banks (1986);
Treasury Report, Ch.VIll at 9-12; J. Macey & G. Miller, The Origins and Future of the
Current Crisis, 69 Wash. U.L.Q. 769 (1991)].

The technology which has evolved over the last several years is probably the key factor
at the foundation of this development. Communications and computer technology has
enabled nonbanks to recreate the functional equivalent of bank deposits and checking
accounts outside the bank system. And, new technological applications offer the
consumer even more ways to take advantage of bank functions outside of the bank
system. For instance, debit cards are essentially paperless checking accounts which
allow merchants the means to have the consumer’s funds on deposit transferred
electrically into their own accounts. Automated teller machine (ATM) cards also give
consumers the latitude to make withdrawals, deposits, payments, and transfers from
account to account. While these services are offered by traditional banks, they are also
offered by nonbanks, such as money market funds, so that consumers can conduct their
transactions outside of the banking system.
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Yet another development which has eroded the market share of banks is the trend
towards securitization and away from short-term borrowing. In 1960, the ratio of bank
loans to commercial paper outstanding was over ten to one. Since then, traditional bank
borrowers, including most blue-chip corporations, have increasingly obtained short-term
credit directly from anonymous lenders in the commercial paper market at rates that
cannot support banks’ overhead. Consumers are also flocking to finance companies for
credit, {(some of which are affiliates of major commercial and industrial firms such as
General Motors, General Electric, and AT&T), which fund themselves with commercial
paper. Consequently, although the ratio of bank loans to commercial loans outstanding
dropped to two to one in 1980, it had fallen to 1.2 to one by 1989. [Treasury Report,
Ch. XVHI at 9-10 & Ch. | at 26 (fig. 10)].

Competition among banks has also increased. Large deposits are now placed in banks
by brokers with nationwide access to funds and a nationwide clientele of banks that
accept those deposits. Much of the deposit market has become national in scope,
opening local loan markets to increased competition among banks. This trend has been
solidified by state laws which have eased their restrictions on branching, and by the
Federal Reserve Board’s policy allowing banks to open "loan production offices" outside
the state in which they are headquartered. [Treasury Report, Ch. | at 26 (fig. 11)].

In addition, the economic environment during this time period changed, causing banks
to focus on alternative markets. Most notable was the sharp rise and subsequent
volatility of interest rates. [Treasury Report, at I-25 (fig. 8)]. Because thrifts had
traditionally participated in long-term real estate lending, they were tied up with long-term
lending when interest rates spiked. Bankers, who were not traditionally in the business
of real estate lending, found themselves confronted with the opportunity to make large
profits in that market by increasing their market share in construction financing. Bankers
obviously jumped at the chance to increase their construction financing market in the face
of other shrinking markets, with the predictable result that banking’s real estate market
boomed in the mid- to late-1980’s. Unfortunately, boom gave way to bust with the
occurrence of overbuilding and loan defaults. [N. Novak, The U.S. Bank Crisis: Nothing
to be a Fraud Of, 59 Def. Couns. J. 181 (April 1992)].

As a result of all these changes, bank profitability started to decline significantly in the
1970’s, spilling over into the 1980’s. Bank profits fell "from 0.77 percent of assets in
the 1970’s to 0.69 percent in 1980-84 and 0.55 percentin 1985-89." [W. Keeton, The
Treasury Plan for Banking Reform, Fed. Reserve Bank of K.C. Econ. Rev. 5, 6 (May/June
1991)]. The riskiness of banks also increased, as evidenced by the increase in loan
chargeoffs from .39% in the 1970’s to .99% in the 1980’s. [Treasury Report, Ch. | at
25 (Table 6)]. The full ramifications of bank risk-taking became apparent as the decade
wore on. In 1980, there were 10 bank failures nationally involving approximately $236
million in bank assets. In 1985 there were 120 failures nationally involving approximately
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$9 billion in assets. And in 1988 and 1989, there were 200 and 206 failures nationally
respectively, involving a total of approximately $65 billion in assets. The OCC released
a study of bank failures that concluded that 80% of failed banks suffered from "overly
aggressive" management which resulted in increased risk-taking. [Comptroller of the
Currency, Bank Failure: An Evaluation of the Factors Contributing to the Failure of
National Banks (1988)].

This cycle succeeded in sapping the FDIC’s insurance fund to its lowest level ever. [FDIC
1989 Annual Report (1990); S. Labaton, U.S. Bank Insurance: A $4 Billion Hole?, Int’l
Herald Trib., Apr. 25, 1991, at 9]. When the federal government was left holding the
bag, it retrenched by way of legislation.

D. National Regulatory Reform

From 1989 to 1991, the federal government responded to the banking crisis with a flurry
of proposals and legislation, much of which cuts into the regulatory jurisdiction of states.

(1) Financial Institutions Reform, Recovery and Enforcement Act of 1989 (FIRREA)

FIRREA was most directly caused by the savings and loan crisis; it also revamped and
restructured the federal deposit insurance apparatus for commercial banks. FIRREA
essentially gives the FDIC increased enforcement powers and heightened authorities and
duties relative to failed and failing banks which are federally insured.

The major provisions of FIRREA permit the FDIC to:
* Accept the appointment as receiver or conservator of any failed depository
institution and, in that capacity, to act free of the supervision of any federal

or state agency or department;

¥ Take any action necessary as conservator to put the depository institution
in a sound and solvent condition;

* Repudiate burdensome contracts or leases and to enforce any other
contracts;

* Process and determine claims brought against the FDIC in its capacity as
receiver;

¥ Assist failing institutions by purchasing assets, making loans or deposits,

assuming liabilities, or making contributions to prevent their closing;
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* Assist failing institutions by permitting the emergency interstate acquisitions
of banks or the formation of new or bridge banks upon default; and

* Carry out increased enforcement powers, including cease and desist orders,
affirmative correction actions, suspension and removal orders relative to
bank officers and directors, and expanded civil money penalties jurisdiction.

In addition, FIRREA enhanced the FDIC’s ability to terminate an institution’s deposit
insurance. [D. Gail & J. Norton, The Financial Institutions Reform, Recovery and
Enforcement Act of 1989: Dealing with the Requlators, 107 Banking L. J. 196 (May-June
1990)].

(2) The Bush Administration Proposals

Subsequent to passage of FIRREA, the executive branch proposed sweeping regulatory
reform measures which would have deregulated banking, pre-empted state law, ended
the enforced separation of banks from other financial activities in the financial
marketplace, and established regulatory constraints that reduce the deposit insurance
subsidy. The Bush Administration attempted to codify these proposals in the Financial
Institutions Safety and Consumer Choice Act (FISCCA). Although this proposed
legislation was rejected in November 1991, it embraced numerous issues with which the
industry continues to wrestle today. [See K. Bacon, The New Banking Law Toughens
Regulation, Some Say too Much, Wall St. J., Nov. 29, 1991, at A1].

The Bush Treasury Report concluded that "[t]he single most powerful tool to make banks
safer is capital." Unfortunately, it also found that "the ratio of aggregate capital to total
assets of the banking system has generally declined from a high of over 50 percentin the
1840’s to its current levels of well under 10 percent. [Treasury Report, Part | at 12].
Therefore, the Report recommended that increased capital adequacy standards be
implemented and that "well-capitalized” banks be permitted to affiliate with other
nonbank financial intermediaries, such as insurance companies and securities firms.

The Treasury Report recommended establishing five "zones" for banks that reflect
different levels of capitalization, adjusted for risk. Zone 1 banks would be "well-
capitalized” and would realize the most regulatory freedom, including the ability to engage
in securities, insurance, and mutual fund activities through affiliates. Zone 2 banks would
enjoy less regulatory freedom. Zone 3, 4, and 5 banks would not meet capital adequacy
requirements and would be subject to mandatory and prompt corrective actions by
regulators.
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The Administration also endorsed eliminating the regulatory separatism that has defined
banking by proposing that commercial firms, such as AT&T and IBM, be permitted to own
banks. It reasoned that commercial firms would provide a viable source of capital and,
therefore, would constitute potential "sources of strength" for banks. Implementation
of this concept would have necessitated the repeal of long-standing banking law which
restricts activities and affiliations of commercial banks.

The Administration wished to abolish geographic restrictions by permitting banks to
branch and to operate nationwide. Again, national banking law would have had to be
repealed to accomplish this proposal, and state law would have been pre-empted. The
Treasury Report also advocated overhauling the current regulatory system to streamline
existing redundancies and inefficiencies.

Several measures were also introduced to reduce the federal deposit insurance subsidy
which is currently extended to risky banks. These mechanisms include a higher
deductible, more coinsurance, stricter limits on FDIC liability, risk-based premiums,
stricter conditions of coverage, and better FDIC access to information regarding bank
riskiness.

(3) The 1991 FDIC Improvement Act

Despite the Bush Administration’s failure to pass FISCCA, President Bush signed
succeeding legislation into law on December 19, 1991. The FDIC Improvement Act
(FDICIA) fundamentally seeks to increase safety and soundness monitoring, including the
use of management and independent audits of internal controls and regulatory
compliance, new accounting rules, and greater regulatory control over management, to
ensure that the bank crisis is not repeated in the future.

In addition to safety and soundness provisions, the FDICIA placed severe restrictions
upon the activities of insured state chartered banks. In general, the limitations of Section
303:

¥ Restrict the ability of insured state banks and their subsidiaries to underwrite
insurance. This provision legislatively overturns the Second Circuit’s June
1991 decision in Citicorp v. Board of Governors of the Federal Reserve
System, 936 F.2d 66 (2nd Cir. 1991), cert. denied sub nom. Independent
Insurance Agents, Inc. v. Citicorp, 112 S.Ct. 869 (1992), which upheld
1990 Delaware law permitting a Delaware state-chartered bank to engage,
on a nationwide basis, in all aspects of the insurance business through
separate divisions, departments, or subsidiaries.
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Prohibit, after a one-year period, insured state banks and their subsidiaries
from engaging "as principal” in any type of activity not permissible for a
national bank (unless it is approved by the FDIC and capital standards are
met). This provision would not appear to restrict the insurance broker or
agent activities of a state bank and its subsidiaries.

The FDICIA consists of five other provisions which primarily impact safety and soundness
and regulatory improvements. These main provisions can be summarized as follows:

*

Section 131 requires the federal banking agencies to take mandatory
specific actions when an insured depository institution falls below certain
capital levels, thereby depriving regulators of the significant discretion they
previously possessed to deal with each troubled institution on a case-by-
case basis. It also requires the regulators to establish five categories of
insured depository institutions based on their capital. Perhaps the single
most significant provision in the FDICIA requires federal regulators to place
a "critically undercapitalized" institution, i.e., one with a ratio of tangible
equity to total assets of less than 2%, in conservatorship or receivership
within 90 days after it becomes "critically undercapitalized.” [12 U.S.C.
Section 1831(o}(h}(3)(A)]. It also generally requires appointment of a
receiver if the institution does not achieve a certain capital level within three
quarters after becoming "critically undercapitalized.” Finally, this section
permits regulators to impose a number of other specified sanctions, one of
which is the replacement of directors or senior executive officers of
"significantly undercapitalized” institutions.

Section 112 requires each insured depository institution with assets in
excess of $150 million to have independent audits conducted annually.
Bank management and outside auditors must also submit annual reports to
federal and state regulators which assess the effectiveness of internal
controls and an institution’s compliance with safety and soundness laws
and regulations.

Section 121 sets forth accounting reforms, specifically requiring insured
depository institutions to disclose the estimated fair market value of assets
and liabilities pursuant to regulations developed by federal banking agencies.

Section 132 addresses the topic of executive compensation and prohibits
as an unsafe and unsound practice any employment contract or
compensation agreement that provides any officer, employee, director, or
principal shareholder of the institution with excessive compensation or
which could lead to material loss to the financial institution.
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Obviously, the FDICIA curtails the discretion of the federal regulators in significant
respects and imposes new requirements upon bank executives to make them more
accountable. As one commentator has noted:

By making even existing legal obligations of directors and officers of
depository institutions the subject of federal legislation, Congress has
effectively forced those directors and officers to focus on the discharge of
their obligations to a significantly greater degree than in the past, and in a
manner that will both materially increase the costs associated with
regulatory compliance, and perhaps effect fundamental changes between
directors of insured depository institutions on the one hand, and the
management whose conduct they are obliged to oversee on the other.

[R. Stevens, The Effect of Selected Provisions of the Federal Deposit Insurance
Corporation Improvement Act on Banks and Thrifts, 46 Consumer Fin. L. Q. Rep. 179
(Fall 1992)].

The banking industry views the FDICIA as draconian legislation which results in
detrimental regulatory "micromanagement.” The federal government defends the high
level of scrutiny demanded by the FDICIA as necessary to ensure that the bank crisis is
not repeated in the future.

E. Requlating Safety and Soundness in the 1990's

Although the banking industry and Bush Administration rallied around the battle cry of
deregulation in the wake of the most recent banking crisis, FISCCA’s defeat and FDICIA’s
passage has temporarily abated the push for deregulation. The current focus of
regulators continues to be the safety and soundness of banks, with an emphasis upon
bank capital adequacy standards.

The Division examines state-chartered institutions periodically based upon their financial
condition and associated risk. The frequency, scope, and mandatory or discretionary
nature of on-site and off-site examinations which the Division must conduct is established
by the Banking Board in a policy which is referred to as the "mandate.” For example,
commercial banks must receive a full-scope and target safety and soundness examination
every three years if they have a good financial rating, every two years if their rating is
satisfactory, and once every year if their rating is poor. [DOB Policy No. 80-1].
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The principal purpose of the on-site examination is to evaluate a bank’s loan portfolio and
management. The examiners inspect the documentation, collateral, and payment records
of most large loans and a sample of small loans. The loans are classified as good,
substandard, doubtful, or loss. The bank’s internal control system and managerial
practices are reviewed and evaluated, the amounts of recorded assets, liabilities, and off-
balance sheet account {such as security and loan commitments) are verified, and the
bank’s compliance with federal and/or state laws is determined. Emphasis is placed on
laws that prohibit or restrict dealings between the bank and its officers, directors, and
stockholders, and that limit loans to individual and related borrowers. Separate
compliance exams are conducted to verify that consumer protection laws are being
followed, i.e. UCCC and PDPA. The examiners discuss their findings with management
when the examination is completed.

Regulators use examinations as tools to supervise banks. The evaluation of loans assists
the regulator in identifying substandard loans to predict loan losses. Examination data
and ratings may assist regulators in predicting bank failures. Some examinations turn up
evidence of fraud and defalcation. And, of great concern to regulators are indices which
establish whether bank management is taking excessive risk in its loan and operation
procedures. Banking supervisors then use the examination report and rating to determine
the extent to which the bank is complying with regulations or must be specifically
supervised.

Since 1978, federal agencies have adopted the regulatory system of rating an
institution’s safety and soundness pursuant to the CAMEL system. This system utilizes
capital adequacy as one of a number of factors that are evaluated individually and then
collectively by the bank regulators in applying a soundness rating for a particular banking
institution. In particular, the CAMEL system, which is also utilized by Colorado’s Division
of Banking, has two basic aspects:

(1) An assessment by bank examiners of five key aspects of a bank’s operations
and conditions:

(C) capital adequacy (capital offers an important margin of safety, which
cushions depositors from operating losses)

(A) asset quality (quality of asset base is measured by comparing loan
chargeoffs to the total loan portfolio)

(M) management (weaknesses may be apparent by a high ratio of
overhead expenses to total assets)

(E) earnings (earnings are an important measure of solvency and net
earnings on its portfolio is monitored relative to total assets and
shareholder equity)

(L) liquidity (owners prevent runs on banks by holding short-term
marketable investments which are easily convertible into cash); and
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(2) A component evaluation of these factors to arrive at a composite, overall rating
of the bank’s condition and soundness into one of five categories. Ratings are
based on a one to five scale, one being the highest rating a bank can receive, and
five being the lowest.

[Banking Agencies Adopt Uniform Interagency Bank Soundness Rating System, [1978-
1979 Transfer Binder] Fed. Banking L. Rep. (CCH) Section 97,451 (May 11, 1978)].
Although the CAMEL rating system continues to be the primary standard by which state
and federal banks are rated for safety and soundness, one extremely significant change
has evolved over the years with respect to the capital adequacy rating. Capital
represents the amount and type of financial resources of a particular institution which the
regulator evaluates when assessing the level of financial solvency of the enterprise. The
bank regulator monitors capital to ensure that, over time, a bank can sustain
extraordinary losses and remain solvent.

Government efforts to regulate bank capital reflect the tension between the need for
prudential risk management and the need to produce an acceptable return for investors.
Since regulatory agencies seek to minimize bank insolvency, capital requirements tend
to be based upon a worst case scenario. There are several forms of capital that provide
the necessary cushion for a bank in times of financial crisis. The bank regulator’s mission
is to identify capital that realistically can serve as this desired protective financial cushion.
[J. Norton, Capital Adeguacy Standards: A Legitimate Requlatory Concern for Prudential
Supervision of Banking Activities?, 49 Ohio St. L.J. 1299 (1989}].

CAMEL’s first component, the capital adequacy of an institution, used to be measured
by ratios of equity to total assets and of primary capital to assets. [C. Mercer, Valuing
Financial Institutions (1992)]. This ratio has been replaced by risk-based capital
standards. These key indicators of financial safety and soundness are established by
computing technical financial data which permits regulators to relate a bank’s capital
needs more closely to its risk profile.

Risk-based capital guidelines divide a bank’s capital into two components: Tier 1, or core
capital, and Tier 2, or supplementary capital. Tier 1 capital represents the most stable
and readily available form of capital for supporting a bank’s operations. The sum of Tier
1 and Tier 2 capital make up a bank’s total capital holdings.
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These capital components are then assigned a risk weight which is derived from four
possible categories. Each category has a separate risk weight, with higher weights
applied to those items generally thought to pose more risk to a bank. For example, cash
and U.S. Treasury securities are completely safe capital which are assigned 0% risk
weight. On the other hand, bank capital which is comprised of bank-owned real estate
is considered to be in the highest-risk category, and is therefore assigned 100% risk
weight. Once all assets are assigned a risk weight, the dollar amount of items a bank has
in each risk category is multiplied by an appropriate risk weight, and the resulting figures
are added across the categories to derive the overall measure.

Currently, banks are expected to maintain a ratio of total capital to risk-weighted assets
of at least 8 percent, with half of this in Tier 1 capital. They must also maintain a
minimum leverage ratio, yet another calculation relating Tier 1 capital to assets which
ensures that banks have enough capital to deal with interest rate exposures and other
risks not directly covered by the risk-based capital guidelines. [K. Spong, Banking
Regulation: Its Purposes, Implementation and Effects (3rd ed. 1990)].

The technicalities of risk-based capital guidelines are far too complex to be treated
adequately in this review. However, as one commentator has noted, their overall effect
is "to present a meaningful risk profile of bank operations in light of a bank’s capital base,
to incorporate off-balance sheet risks into the profile, and to provide a disincentive for
banks to shift resources from more liquid, less risky assets to less liquid, riskier assets
and activities.” [J. Norton, Capital Adequacy Standards: A Legitimate Regulatory
Concern for Prudential Supervision of Banking Activities?, 49 Ohio St. L.J. 1299, 1310
(1989)].

E. Revisiting the Dual Banking System: Is it Still Viable?

As this brief survey illustrates, there is every indication that federal regulation and
nationwide banking institutions will continue to grow. This trend is fueled in part by the
increasingly national and global economic activity which is made possible by new
technology and electronic banking. Consequently, despite the failure of the Bush
Administration deregulation proposals, one commentator has opined that the Treasury
Report recommendations "foreshadows a gradual evolution toward strong, well-
capitalized national banks, with diversified powers and unified regulation--the sorts of
banks that made failures great rarities in England, Canada and elsewhere." [R. Chernow,
Bank Reform? What Bank Reform?, Wall St. J., Apr. 19, 1991, at A-1].
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However, at the same time, states continue to maintain considerable residual power to
regulate banking under the dual banking system. The benefits which states have
conferred upon our banking system arise out of their role, envisioned by Justice Brandeis,
as laboratories of change:

"It is one of the happy incidents of the federal system that a single
courageous State may, if its citizens choose, serve as a laboratory; and try
novel social and economic experiments without risk to the rest of the
country.”

New State Ice Co. v. Liebmann, 285 U.S. 262, 311 (1932)(Brandeis, J., dissenting).

(1) Case Study: Interstate Branching and the Exercise of State Regulatory Authority

Perhaps the most striking contemporary example of state banking authority is the power
which the federal government appears to have ceded to states regarding interstate
banking and branching.

The rationale underlying the recent groundswell of support for interstate branching was
articulated by Federal Reserve Board Chairman Alan Greenspan, who commented in 1991
that "interstate banking promises . . . wider consumer choices at better prices and, for
our banking system, increased competition and efficiency, the elimination of unnecessary
costs associated with the delivery of banking services, and risk reduction through
diversification." [137 Cong. Rec. $16694 (November 14, 1991)]. Whether one agrees
or disagrees with Chairman Greenspan, the best estimates of industry and government
officials place interstate banking as a reality in the United States within the next two
years. [DOB; Colorado Bankers Association].

Assuming that Congress paves the way for interstate branching by repealing national
legislation which presently bars its implementation, it is clear that branching will
proliferate by way of banks acquiring already existing banks in other states.
Consequently, as interstate branching becomes more common, the extent to which a
state allows its banks to be acquired will be critical. The dual banking system will ensure
that the substantive powers that the home state permits the bank to undertake will
assume great importance.
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The extent to which the federal government has deferred to state authorities on the
interstate branching issue is best illustrated by the discussion generated on the floor of
the U.S. Senate in November of 1991, during the debate of an interstate banking bill.
At that time, the Senate debated whether to amend the bill to include "opt-in" or "opt-
out” provisions. Under either scenario, states were to be given the ultimate say as to
whether banks within its boundaries could participate in interstate activities.

Under the "opt-out" provision of the bill, each state legislature would have received three
years in which to cast a vote opting out of (i.e., prohibiting) participation in interstate
banking. Under an "opt-in" provision, the federal government would have additionally
permitted states to retain some control over the conditions under which they could
accept interstate branching. For example, the sponsor of this amendment stated that:

[States] might want to be able to say that if an out-of-State bank is going
to branch in our State, it must have a certain amount of capital. [States]
might want to say that the board of directors of branches in Arkansas must
be Arkansas citizens. [States] might want to allow branching, but only on
a regional basis. . . . [States] might want to say that we expect a certain
percentage of assets in our State.

137 Cong. Rec. S16702 (November 14, 1991).

The Senate voted to adopt the opt-out provision as part of a bill which was ultimately
defeated. Nevertheless, Congress clearly positioned itself to extend to states the
significant right to control entry of out-of-state banks into their markets and, thus, to
control the financial destiny of their states. This policy decision was based upon the dual
banking system and its goal of preserving unto states the rights to determine banking
policy, to maintain local influence over bank policies, and to choose whether and under
what condition to allow interstate banking, consistent with the needs of its consumers
and its economy. The role which Congress was prepared to give states in this particular
scenario demonstrates the continuing vitality and value of the dual banking system.

(2) State Regulatory Authority as "Laboratories of Experimentation”

State banking regulation has earned a reputation for innovation. While federal regulators
exhibit an increasingly inflexible, overly-mechanistic, expensive, and pervasive approach,
their state counterparts have established a track record of flexibility.

Federal and state banking laws allow banks to convert between national and state
charters without the approval of their current regulator. Therefore, the dual banking
system provides a "safety valve" which allows banks to escape from arbitrary, inflexible,
or outdated regulation. [Blueprint for Reform: the Report of the Task Group on Regulation
of Financial Services (1984), reprinted in Fed. Banking L. Rep. (CCH) No. 1050 (pt. Il) 23
(Nov. 16, 1984); Frankel, The Dual State-Federal Regulation of Financial Institutions - A
Policy Proposal, 53 Brooklyn L. Rev. 53, 54-46 (1987)].
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States also continue their tradition of encouraging innovation. In the past, states have
adopted new approaches to bank regulation which have subsequently been adopted by
Congress. For instance, during the 19th and early 20th centuries, the state banking
system originated free banking laws, checking accounts, branch banking, real estate
lending, trust services, reserve requirements, and deposit insurance, all concepts that
Congress later incorporated in laws governing national banks. [See B. Hammond, Banks
and Politics in America (1957); E. Symons & J. White, Banking Law: Teaching Materials
(2d ed. 1984)].

Recently, states have permitted banks to create interstate electronic funds transfer (EFT)
systems through the establishment of networks of automated teller machines (ATM’s).
They have initiated the concept of negotiable order of withdrawal (NOW) accounts,
savings accounts which allow the customer to withdraw funds by means of a negotiable
instrument such as a check. States have also authorized interstate acquisitions of banks
by bank holding companies. The latter two developments are especially provocative
examples of recent state innovations. Congress gave nationwide authorization for NOW
accounts only after several states had demonstrated their desirability to consumers and
banks. And, the state acted to allow interstate acquisitions of healthy banks by bank
holding companies while Congress faced a stalemate at the federal level among
competing segments of the banking industry. As a result, interstate acquisitions have
been accomplished under state law instead of by federal preemption. [See S. Rep. No.
368, 96th Cong., 2nd Sess. 2-6, reprinted in 1980 U.S. Code Cong. & Admin. News
236].

In spite of the defeat which the FDICIA dealt the states regarding their right to engage
in certain insurance activities, states continue to find ways to implement innovations.
Two of the most pressing examples concern the extent to which state banks may expand
the scope of their business to the securities and real estate investment fields.

In the late 1980’s, a Delaware bank formed a wholly-owned insurance subsidiary to
conduct insurance business pursuant to a Delaware statute permitting state-chartered
banks to engage, on a nationwide basis, in all aspects of the insurance business through
separate divisions, departments, or subsidiaries. In December 1988, the Federal Reserve
Board responded to this action by issuing a proposed amendment to one of its regulations
that would have required Board approvali before a state-chartered bank owned by a bank
holding company could establish a wholly-owned subsidiary.
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However, in Citicorp v. Board of Governors of the Federal Reserve System, supra, the
federal court of appeals ruled that the Bank Holding Company Act of 1956 (BHCA) does
not give the Federal Reserve Board regulatory authority to govern the activities of the
subsidiaries of state-chartered banks, even if the banks are owned by a bank holding
company. Citicorp represented a significant setback to the Federal Reserve Board’s
efforts to assert authority over subsidiaries of state-chartered banks, although its effect
was partially reversed by the FDICIA. However, the implications of the Citicorp decision
extend beyond insurance underwriting activities. This ruling means that neither state
banks nor their subsidiaries are subject to the restrictive provisions of the BHCA, but,
rather, that state law will determine the scope of permissible activities for these entities.

Recent surveys conducted by CSBS indicate that, as of December 31, 1992, at least
twenty-eight states allow state banks, directly or indirectly, to underwrite at least some
types of national bank-ineligible securities. Of these states, at least eleven limit the types
of national bank-ineligible securities that may be underwritten, at least seventeen require
such underwriting to be conducted through a subsidiary or affiliate of the bank, and at
least four limit the amount of a single issuance or all issuances of securities to a specified
percentage of bank capital. (See Appendix 3).

With respect to real estate powers, the CSBS survey indicates that thirty-three states
permit state banks to participate actively in real estate development ventures or to make
passive investments in such ventures. Of these states, at least six permit such
participations or investments to be conducted only through a subsidiary or affiliate, and
at least twenty limit such participation or investments to a specified percentage of bank
capital, deposits, or assets. (See Appendix 4).

Even with respect to insurance powers, the CSBS survey indicates that seven states
allow banks to engage in insurance underwriting activities which are not permitted by
federally-insured and national banks and bank holding companies. Also, twenty-three
states permit banks to engage in insurance brokerage activities. (See Appendix 5).

As these trends demonstrate, states continue to take significant initiatives, despite the
invasiveness of federal regulation, to expand the powers of state banks outside of
traditional banking areas. This exercise of state banking authority results in yet another
benefit attributable to the dual banking system, competition among regulators.
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(3) The Dual Banking System: Competition and Local Parity

The dual banking system continues to provide a healthy measure of competition which
is necessary to prevent the federal regulatory system from exercising complete control
over the banking industry. As one commentator has noted, the federal and state banking
agencies "can be viewed as firms producing different brands of regulation and engaged
in a special competition for market shares." [Scott, The Dual Banking System: A Model
of Competition in Regulation, 30 Stan. L. Rev. 1, 32 (1977)]. Thus, under the dual
banking system, it is not possible for one banking agency to exercise a regulatory
monopoly.

The important role which competition plays on the local level has been expressed by
Colorado’s Banking Commissioner, who stated:

Abolishing the [state regulatory authority] would be tantamount to
advocating monopolistic control by the federal government over Colorado
banking activities, would ill-serve the interests of the citizens of Colorado,
and would set an ominous precedent for further encroachments by the
federal government into the affairs of Colorado and the other states. . . .
Abolishing the dual banking system in Colorado would result in fewer banks
in the State. The smaller banks would be the likely losers, which would also
mean rural communities, where most of the smaller banks are located, . .
. The reduction in competition would likely result in higher costs to the
citizens of Colorado.

[DOB 2/9/93 Memo re: The Impact of Abolishing the Colorado Division of Banking].

Colorado bankers have expressed a similar sentiment. Of the 55 regulated financial
entities which responded to a survey conducted as part of this review, over 90% stated
that the dual banking system continues to be a critical component of our banking system.

The reasons which the industry touted most often in support of this system include:

(1) the state regulatory authority’s superior understanding of and
responsiveness to the local economy;

(2) the accessibility and responsiveness of the state regulator, and its
ability to act quickly;

(3) the protection which the dual system affords against the national
government’s monopolistic and consolidation tendencies;

(4) its creation and sustenance of a competitive environment;

(5) the choice which it offers banks in chartering; and
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(6) the parity and equal regulatory footing which it affords to small state
banks (which they would not otherwise enjoy vis-a-vis large national
banks).

Bankers also noted that the dual banking system permits states to control their local
economy and banking industry. As Commissioner Walker stated, "[t]he continuing
strength of the dual banking system depends on the wisdom of state legislatures to guard
zealously the state banking system because the states are the most competent
administrators of their own domestic concerns.”

(4) Redundant Regulation

Although the dual banking system bestows numerous benefits upon states and their
economies, it also exacts a price from state-chartered banks which is passed on to their
consumers by way of a significant regulatory burden. However, in Colorado, the cost of
being a state-chartered bank is approximately 30% less than the cost of being a national
charter.

Perhaps the most prevalent industry complaint nationwide is that state and federal
examinations are often duplicative, sometimes counterproductive, and always time-
consuming and costly. Bankers state that federal regulation has reached the crisis stage,
and their industry-chartered studies indicate that the cost of the industry’s adherence to
regulation nationwide ranges from 13.6% to 45% of banking pre-tax income. As a
consequence, bankers complain that their ability to compete is severely restricted. [Am.
Banker, S. Klinkerman, Banks Accused of Inflating Compliance Cost Estimates, April 6,
1993, p.1]l. A few commentators conclude that some of this burden could be
significantly reduced by the elimination of the dual banking system.

However strident the industry may be about the regulatory burden, bankers nevertheless
concede the importance and necessity of regulation, including safety and soundness
examinations. According to the American Bankers Association:

No one is more supportive of safe and sound bank operation than the
banking industry. After all, it is our industry that has paid every penny of
the cost of bank failures through deposit insurance premiums (which have
increased dramatically in recent years). It is in our interest to maintain a
safe and sound banking system, but one which is not burdened by
unnecessary cost and regulation.

Having recognized the necessity of a certain amount of regulation, this association

proposes that duplicative regulation be minimized by coordinating and streamlining state
and federal examinations.
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The extent to which states such as Colorado can reduce their share of regulatory burden
depends almost wholly upon the rapport and communication which their regulatory
authority has established with their federal counterparts. The Colorado Division of
Banking has recently entered into a written agreement with the FDIC, and has been
operating under an oral agreement with the Federal Reserve Bank, to coordinate and
conduct cooperative exams of state-chartered banks. The primary purpose of such an
agreement is to foster close supervisory cooperation between the supervisory authorities.
However, the collateral benefit of this arrangement is to reduce unjustifiable and
duplicative examinations which burden banks.

While the compelling need to enhance cooperation between the federal and state
regulatory authorities arises from the goal of reducing regulatory burdens upon the
industry and administrative burdens upon the regulators, this need must be balanced by
the obligation of state and federal banking authorities to give full expression to the will
of the people concerning bank supervision. Therefore, from a policy perspective, the
continuing necessity for the dual supervision of banks balances the burdens which it
imposes. The rationale for satisfying federal and state regulatory requirements pursuant
to their independent regulatory authority was expressed by Kenneth Walker, Regional
Director of the FDIC:

[Bloth regulatory agencies have a common goal, that is, the determination
of the overall condition of the regulated institutions . . . However, while a
common goal exists between the agencies, the perspective from which the
examination information is analyzed differs. The FDIC, as the insurer, is
interested in the overall condition and how it may ultimately effect the Bank
Insurance Fund, while the State Banking Department, as the chartering
authority, is interested in the overall condition and how it may effect the
integrity of the banking system in Colorado. . . . While both agencies review
for compliance with law and regulations, State examinations place more
emphasis on adherence to State regulations and FDIC examinations entail
a more extensive review of adherence to federal regulations.

[Correspondence from Kenneth L. Walker to DORA, dated 3/23/93].

The Division of Banking is statutorily charged with the supervision of state-chartered
institutions, the monitoring of their safety and soundness, and the maintenance of
depositor security. This duty to supervise and examine cannot be supplanted merely
because the industry must bear the regulatory burden imposed by supervision. However,
the Division recognizes the continuing need to seek coordination of its regulatory
authority to the maximum extent possible with federal agencies. Its recent efforts have
been rewarded with high marks from 75% of the industry, which responded that there
is sufficient coordination between the state and federal regulatory agencies, with a
marked improvement occurring within the last few years. [DORA January 1993 survey].
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H. Conclusion

The last few decades are replete with examples of change which the national and local
banking community has and continues to confront. The volatility of this change has been
buffered to some degree by the dual banking system. As the federal government forges
ahead to consolidate banking into a national, rather than regional, enterprise, the dual
banking system continues to protect the regulatory parity of small independent banks and
the rights of states to control their own economies. Although its vitality as a source of
innovation has been checked by federal legislation, it continues to provide a forum for
state bank experimentation.

Given the continuing metamorphosis of the financial services industry, it is conceivable
that the dual banking system may be retired in the future as an antiquated regulatory
model. However, in light of the state of tremendous flux which the federal regulatory
system is currently experiencing, the state regulatory system constitutes the best
mechanism to protect Colorado’s interest in its financial institutions and their regulation.
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CHAPTER 5

SHOULD THE DIVISION OF BANKING BE CONTINUED?

INTRODUCTION

The central question which a sunset review seeks to answer is: "Whether regulation by
the agency is necessary to protect the public, health, safety and welfare; whether the
conditions which led to the initial regulation have changed; and whether other conditions
have arisen which would warrant more, less or the same degree of regulation.”

Over the last decade, the Division of Banking has been the subject of two additional
reviews which determined that the Division of Banking should continue. The first, a
sunset review, was conducted 1983. At that time, it was determined that the Division
was conducting necessary regulation and that its performance was satisfactory to sustain
its mission.

The second report was an exhaustive State Auditor’s Performance Audit, conducted in
1988, which concluded that "regulation is critical in maintaining a sound financial
system.” However, the audit faulted the Division’s unsatisfactory performance of its
regulatory mission as contributing to the high rate of bank failures, noting that "when a
bank or a savings and loan fails, that failure is prima facie evidence that the supervisors
(state banking regulators) failed in the diligent execution of their responsibilities.” This
report concluded that the Division was riddled with structural, operational, and
administrative problems, and that the statutes and rules which it administered also
required an overhaul.

The 1988 audit was conducted at a time when the national and local economies were
in decline, circumstances for which the Division was clearly not responsible. However,
the recent industrial bank crisis had tarnished the reputation of the Division, which was
under intense scrutiny from the industry and public. Sweeping changes were
recommended in the audit, and task forces were formed to follow up on the audit
recommendations.  After a prodigious amount of work was conducted, many
improvements were adopted through legislation, rule or policy-making.
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The mission by which the Colorado Division of Banking is currently guided is multi-
faceted and broad in scope. It is defined by statute and the Banking Board in the
following manner:
It is hereby declared to be the policy of the state of Colorado that, to
protect the public interest, the business of all state banks be supervised and
regulated in such manner as to:
(a) Preserve and promote:

(1 Sound and constructive competition among
financial services institutions;

(1 A dual federal and state banking system;
(1)  The security of deposits;

(IV} The safe and sound conduct of the business of
state banks; and

(V) A statewide safe and sound banking system;
(b) Seek:
th Regulatory coordination and cooperation; and

(1 Regulatory parity among financial services
institutions; and

(c) Encourage diversity in financial products and services.
Section 11-11-101.5, C.R.S. (1992 Cum. Supp.).
This mission articulates the one basic finding shared by both reports, that the regulation
of banks and their counterparts is necessary to protect the public. Assuming this finding

continues to be supportable, the focus must shift to determine whether the Division has
performed its regulatory function in a satisfactory manner.
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WHY REGULATE BANKS?

As Kenneth Walker points out, the regulatory emphasis of the federal and state agencies
differ to the extent that one is aimed at protecting the government insurance fund, while
the other is targeted at protecting the integrity of the banking industry.

From the perspective of federal agencies, banking institutions are politically perceived as
having a "public” character or at least as having "public” attributes since they provide
public services. They are the holders of the national savings, the transmitters of
monetary policy, the primary vehicles for effecting an efficient payment system through
the economy, and the source of backup liquidity in the economy. Since the system and
its depositors are typically governmentally subsidized through deposit insurance or a
government lender-of-last resort entity, federal regulators believe that prudential
regulation is designed to protect the integrity of and to support the "safety and
soundness"” of the banking system with the ultimate goal of shielding the government in
its role as subsidizer. [Corrigan, "Are Banks Special?” Fed. Res. Annual Report 1982].

State agencies do not insure bank deposits and, therefore, their focus is not directed
toward protecting the government as insurer. State agencies are primarily concerned
with the penultimate policy goal of protecting the integrity of the banking system, and
they share the common concern that banks should not be permitted to jeopardize their
condition by engaging in excessive risk taking and poor risk management. Consequently,
state and federal regulations alike focus upon the prudential supervision of banks, which
are designed to ensure the safety and soundness of institutions -- to see that they do not
take imprudent risks and that they manage their assets and sources of funds in a prudent
and honest manner. [R. Harrington, Asset and Liability Management by Banks (1987)].

Prudential supervision is not intended to prevent all bank failures, but it should prevent
failures or other bank problems that pose a serious risk of undermining public confidence
in the banking system. [G. Benston, R. Eisenbeis, P. Horvitz, E. Kane & G. Kaufman,
Perspectives on Safe and Sound Banking (1986)]. Other primary objectives of banking
regulation are to provide a stable monetary framework within which businesses and
individuals can conduct financial transactions, and to protect consumers in a myriad of
financial transactions. In addition to these policy goals, bank regulation has been
historically predicated upon additional justification, including taxation of banks as
monopoly suppliers of money, the prevention of centralized power, the avoidance of
competition (or "overbanking”), bank solvency and the effects of failures on the
economy, control of the money supply, the provision of banking services as a social goal,
support of housing and other attempts to allocate credit as social goals, and the
prevention of invidious discrimination and unfair dealing against persons. [K. Spong,
Banking Regulation: Its Purposes, Implementation, and Effects (3rd ed. 1990)].
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However, the changing economic environment and the push for deregulation appears to
have made some of these reasons irrelevant or obsolete. For instance, regulation
historically sought to prevent big banks from pooling power by imposing geographic
restrictions on entry into the banking market. With the onset of bank holding companies,
intrastate branching, and the inevitability of interstate branching, there is now debate as
to whether centralized power necessarily poses the threat to local banks which,
historically, justified regulatory intervention. [G. Kaufman & R. Kormendi, Deregulating
Financial Services: Public Policy in Flux (1986)].

As this report has previously discussed, the financial industry and its regulators are
presently navigating an undetermined course. Currently, regulatory restrictions on bank
powers appear to be moving away from deregulation and back towards reregulation.
Despite this change, the determination made by one government committee during the
beginning of the 1980’'s continues to provide a paramount policy basis for prudential
regulation. This committee observed that:

The dilemma for the regulatory authorities, whether statutory or non-
statutory, is to devise effective methods of regulation which do not so stifle
competition between the financial institutions as to lose their customers the
advantages usually associated with it in terms of price, innovation and
quality and variety of service. ldeally, regulation and competition should be
complementary, the one providing a framework within which the other can
then be allowed to operate safely.

[Committee to Review the Functioning of Financial Institutions, 1980 Cmnd. No. 7937,
at 289].

In general, bank regulation continues to be necessary to foster a competitive but "safe
and sound" banking environment. In particular, the mission of the Division of Banking
is to achieve the goal of protecting the public interest while promoting a healthy,
competitive, and diverse financial system.
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MARKING THE DIVISION’'S PROGRESS: THE 1988 STATE AUDITOR’S REPORT

The 1988 audit concluded that the Division was plagued with excessive and fundamental
deficiencies. Far-reaching recommendations were made with respect to virtually every
facet of the Division’s operation. The criticisms which were levelled at the Division fall
into four primary areas:

1. Significant flaws were noted in all phases of the regulatory process. For
instance:

* The Division did not conduct statutorily-required background
checks of bank organizers during the chartering process.

¥ The goals of on-site examinations were seriously jeopardized
by the Division’s failure to complete the number of
examinations required by statute, the failure to develop policies
and procedures for scheduling examinations, the failure to
conduct UCCC compliance exams, and the failure to establish
standards for testing loan quality.

* Off-site monitoring was significantly compromised by the
Division’s lack of automation.

¥ Enforcement measures were unpredictable and problematic.
* The Division’s procedure regarding the possession of troubled
industrial banks arguably compromised deposits and increased

the risk of losing assets which should have offset losses.

* Liquidation procedures with respect to failed industrial banks
were flawed.

2. The Division was not satisfactorily performing its statutory responsibility to
protect public deposits pursuant to the PDPA. Specifically:

* The Division fell short of its duty to determine the existence
and amount of public funds deposited in three ways. The term
"public fund" was ambiguous, the collateral reporting process
was manual, not automated, and routine examinations of all
institutions for the existence of public deposits were not
performed.
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* The Division was not determining the adequacy of capital.
Here, too, it was neither examining the existence of pledged
collateral, nor was its collateral change process automated.
Moreover, the statutes did not provide adequate protection for
public funds held in a depository’s own trust department, and
the amount of required collateral to be pledged was
insufficient.

¥ The Division was not adequately monitoring public depositories
off-site, nor had it established standards for determining when
a public depository’s eligibility should be suspended or
terminated.

Division resources were inadequate. Those that existed were not being
used wisely. Three troubled areas were isolated:

* Funding. Budgeting, internal controls over cash receipting and
assessment billings were inadequate.

* Staffing. The Division was faulted for its diversion of examiner
duties, its failure to train and evaluate employees, its
inefficient team structure, and the overall existence of low
morale.

* Equipment. The 1988 Division operated without computers
and without a recordkeeping system. Also, the Division
operated without any written policies and procedures.

The Department structure was analyzed with an eye towards consolidation
with other agencies regulating financial institutions. Other noted
deficiencies concerned regulatory oversight. Specifically, the audit was
critical that:

* There were no boards or commissions overseeing the
regulation of industrial banks, trust companies, credit unions,
savings and loan associations, and securities brokers/dealers.

¥ The role of the Commissioner as Chairman of the Banking
Board presented a conflict.

* The Banking Board was not involved in policy-making for the
Division.
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5. In addition to the deficiencies relative to the Division’s operation and role,
the audit criticized the existing statutes for their failure to address specific
regulatory issues. For example, the audit concluded that the statutes should
be amended to:

¥ Allow the Division to accept federal exams of strong
institutions.
* Allow the Banking Board to establish the required frequency

and scope of exams by rulemaking.
* Require the submission of annual audit reports.
* Establish civil money remedies.

This attenuated survey of criticisms illustrates the extent to which the Division’s basic
mission of protecting the public interest was seriously impeded. The Division and General
Assembly moved quickly to address most of these problem areas. Legislation was
immediately passed to give the Banking Board policy-making power and to confer
administrative authority upon the Commissioner. Subsequent legislation delineated the
scope of each entity’s authority and expanded the Banking Board’'s discretionary
regulatory powers. For their part, the Banking Board and Commissioner acted expediently
to promulgate rules, regulations, policies and procedures. When one grasps the
magnitude of the problems facing the Division five years ago, the relative speed with
which the Division has recuperated is remarkable.

RATING THE PERFORMANCE OF THE DIVISION OF BANKING

The Regulatory Process

In 1989, the Division agreed that its regulation of state-chartered institutions suffered at
virtually every turn. Specifically, it noted that: examinations were not conducted
consistently; workpapers were not developed for use in examinations; inconsistent
actions were taken to resolve identified or potential problems; off-site monitoring was
crisis-driven; enforcement tools were lacking; regulatory decisions were made with limited
financial information and analysis; policies were limited and outdated; assessments were
frequently erroneous; training was erratic at best; and records were managed poorly.
[DOB 1989-1990 Budget Document].
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There is no dispute that the Division has made great strides in improving its regulatory
function. Most important is the fact that the Division has instituted changes which
improve its ability to examine and monitor the safety and soundness of its regulatory
charges. These improvements have also furthered the Division’s ability to preserve the
security of deposits and to seek regulatory cooperation and parity among financial
institutions. The increased satisfaction of the regulated industry and the continued
willingness of federal regulatory agencies to conduct cooperative examinations are
objective indicators of the Division’s advancement as an effective regulator.

The Division’s most significant accomplishment in this area is arguably its institution of
risk-based scheduling of examinations. The statute was amended to vest the Banking
Board with discretion to determine the extent to which examinations must be conducted,
enabling the promulgation of Policy 80-1, commonly referred to as "the mandate.”
[Appendix 6]. The mandate requires the Commissioner to conduct on- and off-site
examinations as extensively and frequently as the riskiness of its financial condition
necessitates. This method replaced the former system, which required the Division to
examine each state-chartered institution on an annual basis, a requirement with which
the Division could never comply. The consensus regarding the effectiveness of risk-based
scheduling within the Division is generally favorable.

The consensus of the regulated industry is that the Division’s risk-based examination
policy is fair to excellent. And, judging by the results of a survey conducted by the
Division within the last few years, the regulated industry also gives the Division high
marks for its ability to conduct examinations. On a scale of 1 to 5, roughly 60% of
state-chartered banks and trust companies responded that the Division possesses good
ability ("4") to examine various components of a financial institution {(i.e., loans,
investments, liquidity, operations, management, off-balance sheet items, EDP). Over
10% of the respondents view the Division’s ability as excellent, while roughly 15 to 20%
of the respondents rated the Division’s examining ability as fair. This overall positive
grade was reinforced by the majority’s opinion that the ability of state regulators matches
or exceeds the ability of federal regulators.

Although the Banking Code contained capital standards for many years, the Banking
Board, through its rule-making authority, established minimum risk-based capital
requirements for financial institutions which conform to federally-mandated minimum risk-
based capital requirements. These standards were implemented to help ensure that
banks are adequately capitalized and to assist regulators in determining the capital rating
for banks. The Board also promulgated rules delineating loan and investment
requirements to which financial institutions must adhere, although these requirements
also had been set forth in the Banking Code. And, it imposed a requirement that all
financial statements be prepared in accordance with generally acceptable accounting
practices (GAAP) to establish consistency in accounting practices.
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Off-site monitoring was also implemented as "a cornerstone for effective risk-based
scheduling" to analyze financial information on an ongoing basis between exams. [DOB
February 1989 Thirty Point Plan for Effective Bank Regulation]. Off-site monitoring is
critical since it allows the Division to spot problem areas and to determine the financial
condition of the institution for purposes of examination scheduling. Currently, the
Division conducts its off-site monitoring with the following applications:

1) SSA - A download from the Federal Reserve Bank of examination statistics
and information concerning the condition and activities of banks and bank
holding companies;

2) Colorado SSA - Division examination statistics and narrative information
concerning the condition and activities of banks;

3) UPBS System - A download from the FDIC of quarterly call report
information and limited organizational information on banks which provides
the following:

a)

b)

c)

d)

CAEL Reporting - Assignment of 4 of the 5 components of the
CAMEL rating based solely on financial information;

Threshold Report - Examines 1 to 7 ratios for select banks or all
banks to determine if the ratio(s) meets a selected threshold and
reports banks which fail one or more threshold tests. Includes capital
adequacy for PDPA banks;

Trend Analysis - Regression analysis of 1 to 7 ratios per bank to
produce graph to demonstrate the past 5-year trend and to project
trends in the next 8 quarters; and

Ad Hoc Reporting - Ability to generate special reports based on
selected UPBS data.

Off-site monitoring has increased the Division’s ability to examine institutions effectively
and is commensurate with that of the FDIC and Federal Reserve. However, the Division
agrees that its ability to perform this monitoring efficiently can be enhanced through
improved software programs and continual automation training.
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Another significant examination tool was added to the Division’s arsenal when all state-
chartered banks and trust companies, and nationally-chartered eligible public depositories,
were required to submit either an annual director’s examination or CPA audit to the
Division for monitoring purposes. The submission of quarterly call reports for purposes
of off-site monitoring is also required of these institutions. In addition, banks and trust
companies are obligated to report particular information to the Division upon a change of
their executive officers and directors.

Safety and soundness examination workpapers and reports have been standardized so
that examinations are consistent. All examination reports are now completed on a timely
basis and mailed to the examined institution within forty-five days. Financial institutions
indicate their appreciation of this prompt reporting; they, in turn, are now able to
implement recommended changes in a timely fashion.

Another important initiative which the Division has undertaken is the coordination and
streamlining of examinations with the FRB and FDIC. The Division has achieved a good
working relationship with the FRB, agreeing to schedule joint or alternating exams and
to accept the examinations of one agency in lieu of the other under certain
circumstances. The Division has recently reached a similar agreement with the FDIC.
This particular agreement stems in part from the Division’s improving regulatory function,
and in other part from the FDICIA’s requirement that the FDIC take affirmative steps with
state regulators to streamline the examination process, including the acceptance of state
examinations on an alternating basis. [12 U.S.C. Section 1820(10)(d}(3)]. These strides
have been made in spite of a February 1993 General Accounting Office report which
questioned the wisdom of federal agencies accepting state regulatory agency examination
results.

The mechanics of scheduling examinations with federal agencies is often difficult because
these entities are somewhat inflexible about accommodating the Division’s examination
schedule. The FDIC typically insists upon taking the lead during joint on-site
examinations, although the Division anticipates that the FDIC will agree to alternating
leads this year. On balance, the Division and the industry report that the trouble spent
coordinating examination efforts is minimal when compared with the savings and
efficiency which these exams generate.

The Division has also instituted and conducted Uniform Consumer Credit Code
compliance examinations at state-chartered banks since 1990. To date, the UCCC
program has identified common transgressions, educated the industry about the
regulatory requirements of the statute, and protected Colorado consumers by enforcing
compliance through the imposition of statutory penalties. Over $249,000 has been
returned to Colorado citizens since August 1991 as a result of the Division’s UCCC’s
regulatory program.
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Formal and informal enforcement provisions have been beefed up significantly to ensure
safety and soundness. For instance, the Division’s powers to enter into Memoranda of
Understanding (MOU), to send letters of reprimand and informal commitment letters, to
impose civil money penalties, to issue cease and desist orders, and to remove or suspend
bank directors and executives under certain circumstances have been enhanced.

The Division has succeeded in fleshing out many chartering procedures by way of statute
and rule-making authority. These procedures help ensure that all applicants are fit to own
and operate a financial institution, and that all applications are processed in a consistent
and timely manner.

Perhaps the most telling indicator of the scope of the Division’s achievements is its
accreditation as of January 1991 by the Conference of State Bank Supervisors. This
accreditation is achieved by meeting rigorous standards required by a nationally
recognized organization. After accreditation is granted, these same standards must be
adhered to in order to receive continuing accreditation which is granted on an annual
basis. The Division successfully renewed its CSBS accreditation in 1992 and is currently
applying for continuing accreditation for the upcoming year. The Division’s receipt of this
prestigious professional certification is an accomplishment which reflects a high level of
proficiency in bank regulation.

The bottom line is that the Division has dramatically increased its ability to perform its
mission in a satisfactory manner since 1988. The impediments which the Division
continues to experience in its regulatory function appear to stem mostly from
inefficiencies resulting from software and limited automation training.

Public Deposit Protection

The PDPA charges the Division of Banking with the responsibility of ensuring the safety
of public funds deposited with banks. This is accomplished by requiring eligible public
depositories to collateralize uninsured public deposits through the pledging of approved
securities.

Colorado is one of forty-three states that have enacted statutes to protect public deposits
by collateralization. The important public policy underlying these statutes is that, while
a depository is necessary to operate the finances of government, the collapse of a bank
should not jeopardize the safety of money held in trust for the benefit of taxpayers.
Moreover, since governments must provide the resources necessary to ensure the
maintenance of public order in the event of severe economic crisis, they seek to ensure
that in such a crisis, the failure of banking institutions will not jeopardize the general
health and safety of the population. [Government Finance Officers Association
Committee on Cash Management, Collateralizing Public Deposits (May 1987)].
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Colorado has adopted the statutory model which requires banks to collateralize all
uninsured public deposits fully as a condition for doing business with public entities. The
dollar amount of collateral that a bank must pledge is based primarily upon the bank’s
financial condition, measured by the total capital to risk-weighted asset ratio. Therefore,
a bank with a total capital to risk-weighted asset ratio of 8% or more must pledge
collateral with an aggregate market value of 102% of the bank’s uninsured public
deposits. This requirement increases as the bank’s financial condition deteriorates;
hence, a bank with a total capital to risk-weighted asset ratio of 6% or less must pledge
a minimum of 160% of uninsured public deposits, and a bank with a ratio or 5% or less
must close all of its public deposit accounts.

In 1989, the Division agreed that its regulation of public deposits was limited by its
inability to identify public deposits effectively and to value and track pledged collateral.
[DOB 1989-1990 Budget Document]. Therefore, although the PDPA had been in force
since the mid-1970’s, it was not until 1988 that the current stringent level of supervision
was implemented by the Division. This program derived from the recently reenacted
PDPA statute which sets forth a comprehensive scheme to protect and collateralize public
funds. The statute was amended in 1989 in response to the 1988 audit, which criticized
the Division’s lack of procedures for the examination of public depositories in a timely and
prudent manner.

In the last five years, numerous statutes and regulations have been promulgated that
outline procedures which the Division must follow when monitoring and examining public
depositories. In addition, public depositories are now required to comply with rigorous
reporting and collateralization requirements. The primary improvements which have been
effected post-1988 have cured most all of the audit criticisms. Specifically, the Banking
Board possesses the authority to:

* designate public depositories and establish standards when
their eligibility to accept public deposits must be suspended;

* establish a list of eligible collateral for uninsured public
deposits;

¥ establish requirements regarding where eligible collateral may
be held;

¥ levy civil money penalties upon banks for their failure to adhere

to statutory requirements;

* establish by mandate the frequency of examinations, based
upon the financial condition of the institution; and
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¥ establish procedures for the liquidation of collateral upon a
depository’s default.

Banks are required to hold public fund deposits in specially-numbered accounts for
tracking purposes, to pledge and release collateral through monthly collateral appraisal
reports which are submitted to the Division, to submit quarterly call reports and other
schedules to the Division for purposes of monitoring public deposits and collateral, and
to execute depository pledge agreements if depositories wish to hold collateral in their
own departments.

The PDPA program has experienced dramatic improvement as a result of these changes,
and Division figures illustrate the continued need for sound and consistent PDPA
regulation. One field examiner is assigned to examine all nationally-chartered public
depositories on-site and to examine all state-chartered banks which have not been
examined for PDPA purposes during safety and soundness examinations. This examiner
is required by the mandate to conduct a target examination upon all 1, 2, and 3 CAMEL-
rated institutions once every three years. All 4 and 5 CAMEL-rated institutions receive
full-scope examinations annually. Full-scope PDPA examinations must meet specific and
comprehensive criteria, while the scope of target examinations is left to the discretion of
the supervising examiner.

At the beginning of FY 1991-1992, the Division forecast that it was required to conduct
forty-two full-scope and sixty-one target exams based on the ratings of the public
depositories. However, owing to bank ratings which changed during the course of the
year, the Division was in fact required to conduct another eight full-scope PDPA exams
and six additional target examinations. As a result, even though the Division met the
mandate as it existed at the beginning of the fiscal year, five PDPA target examinations
which were added to the mandate during the year were not timely completed, resulting
in the Division not meeting its PDPA mandate. However, to ensure that there was no
resulting risk to the safety and soundness of public funds, the Division conducted five
off-site examinations. The Division also estimates that it will have complied with its
PDPA mandate in FY 1992-1993, with the exception of conducting 9 exams. However,
all but eight of these examinations were delayed so that they could be coordinated with
previously-scheduled full scope examinations in the first half of FY 1993-94, while the
remaining exam was not completed since the bank is merging into an existing state-
chartered bank.
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Three hundred thirty seven state-chartered and nationally-chartered banks are currently
certified to hold public deposits. The Division also regulates twelve banks which are
certified to hold the collateral pledged to protect those banks’ public deposits. Eligible
public depositories presently hold between 1.3 and 1.6 billion dollars in public deposits
for over 3,500 public entities in Colorado. In 1992, the Division uncovered a total of
$42,118,295 in unreported public deposits in banks. Of this total, approximately
$30,000,000 exceeded the protection afforded by FDIC insurance. Therefore, PDPA
examinations have protected these public funds by requiring pledged collateral.

One important issue which the Division has recently addressed is whether the current list
of eligible collateral includes instruments or obligations which satisfy the statutory criteria
set forth in Section 11-10.5-107, C.R.S. At present, PDP-3, the list of eligible collateral,
includes numerous instruments and obligations which have been determined by the
Banking Board to qualify as safe and sound collateral for public funds. In April, however,
the Banking Board requested an Advisory Committee and the Division to revisit the list
to determine whether it can be expanded to include additional instruments or obligations
and, more significantly, to review whether the already-approved instruments and
obligations continue to comport with the mandated statutory criteria.

This good progress has occurred in spite of the limited state of the Division’s automation.
In 1989, the Division agreed that its manual tracking system was wholly inadequate. It
therefore requested hardware and software which would provide an accurate means of
pricing, tracking, pledging, and releasing collateral. At present, the Division has
successfully automated the monthly collateral appraisal report, a document which
inventories the amount and value of all securities that the banks pledge against public
deposits. The Division also purchased a fax machine so that it can post and release
pledges on a daily basis upon the request of banks. The implementation of these
automated systems has unquestionably enhanced the Division’s ability to protect public
deposits.

However, other information which should be computerized and available to the Division
for analysis is still handled manually. For instance, the amount and types of public funds
which each eligible depository has on deposit are manually tracked. Nevertheless, the
Division agrees that, while the manual nature of this function impacts its efficiency, it
does not impede its effectiveness.
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Division Resources

Incredible as it may seem, the Division of Banking in 1988 was regulating a completely
automated industry with one personal computer. A records management system was
non-existent. Therefore, it was not unusual for pieces of paper to be scattered
throughout the office only to be lost or discarded. Just as astonishing is the fact that
there were no written policies and procedures in place.

The 1988 Division was also criticized for using examiners to perform clerical functions.
Employees were not properly trained to perform their duties, nor were they evaluated.
The examination team structure was criticized as inefficient. Budget and assessment
functions were also deficient.

Since then, the Division has adopted a comprehensive policies and procedures manual.
It has also implemented a manual records management system which, despite its
shortcomings, organizes and updates files on a daily basis. Formal employee evaluations
have also been instituted. A training manual has not been developed internally, although
the Division has adopted the Federal Reserve Bank’s manual on training as of July, 1993.
Although the majority of training is accomplished "on the job," the majority of
staffpersons have received formal and classroom training according to individual plans
which are formulated in conjunction with each employee’s PACE plan. In FY 1992-1993,
the Division spent over $20,000 to provide 1,188 hours of classroom and in-house
training to Division staff. And, budget and assessment problems have been remedied.

In 1992 the Division began to operate as a cash-funded entity. Although its budget is
not dangerously lean, its ability to increase funding is restricted since its constituents
view controlled fees and assessments as incentives to membership in the state-charter
system.

The tight budget also impacts the resources upon which the Division relies. | ;
the Division is blessed with a group of richly-experienced examiners who have been with
the Division, on average, for over 15 years. Several of these well-experienced senior
workers have been promoted to the position of on-site managers, or lead workers, a
situation which is created by a personnel system which predicates promotions upon
supervisory experience. However, in order to accommodate these promotions, the vast
majority of the examining staff undertook voluntary demotions. As this situation
demonstrates, a number of serious problems may develop if the Division experiences
further cuts in its resources.
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Automation

Perhaps the biggest challenge which the Division encounters on a daily basis is the
limiting nature of the present stage of its automation. The limitations inherent in the
Division’s automation adversely affects the efficiency of the Division’s functions, from
scheduling to on-site examinations to off-site monitoring to clerical functions.

The Division realized in 1989 that "the key to improving the Division is better utilization
of resources through automation.” It continued:

The automation of the examination process coupled with a realistic mandate
based on risk (risk-based scheduling) will allow better utilization of
resources. While an increase of four additional field examiners is being
proposed, without automation and risk-based scheduling this increase would
be significantly higher.

To effect automation, the Division was permitted to levy a one-time assessment upon its
regulated institutions for that specific purpose. The Division purchased computers and
printers. However, the Department-generated software is neither easy to use, nor is it
comprehensive. Part of the Division’s information is automated through software, part
is automated through a number of list processing documents, and the balance is manually
maintained. Consequently, although the Division possesses all of the information
necessary to performits regulatory function, it is lacking in efficiency because of its many
non-integrated automated lists processing and its manual systems.

The Division has been operating without an automated integrated data base. This
deficiency has prevented the Division from entering information into one data base which,
in turn, can be pulled up for review on any computer. However, the Division is currently
anticipating that it will be linked up to the Department’s computerized LAN system,
which should go a long way towards resolving this problem.

The Division’s state of automation has also plagued the critical scheduling function.
Since risk-based scheduling has been introduced, the scheduler has had to gauge
examination requirements by way of a manual system. This already complicated function
runs the risk of being unreliable when manually operated since bank CAMEL ratings shift
from time to time. Of course, because these rating changes require the scheduler to
modify the examination schedule since the mandated frequency of examinations will have
expanded or contracted, a manual system increases the chance that required
examinations will not be properly tickled and scheduled. However, the Division has been
able to manage properly the risk of missing a necessary examination because of the
examination coordination program it has with the federal regulators. And, significantly,
the Division is currently attempting to develop a software program to address this area
of concern.
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With few exceptions, the countless documents which the Division receives and generates
on a daily basis are also handled manually. However, the Division has developed a
manual system to track all documents, as well as lists processing. Workpapers are not
automated for all types of exams. While there is disagreement within the Division, some
Division staff believe that those workpapers which are automated must be revised before
they will be satisfactory.

To the Division’s credit, it continues to attempt to secure these automated components.
However, even given these improvements, the extent to which improved automation is
needed for the Division’s efficient regulatory function cannot be adequately emphasized.

Allocation of Examiners

Another potential area of concern which may arise if the Division’s budget is cut is the
Division’s allocation of examiner resources. In 1983, the Deputy Commissioner and Chief
Financial Institution Examiner supervised teams of twenty-eight field examiners which
were headed by three section leaders. [DOB memo; DORA 1983 Sunset Review,
Appendix E]. In 1988, twenty-three field examiners conducted safety and soundness
banking reviews under the lead of three section leaders, the Chief Financial Institution
Examiner, and the Deputy Commissioner. [1988 Report of the State Auditor, Appendix
A, p. 132]. Today, the Division operates with 19 safety and soundness field examiners,
a 34% decrease from the resources utilized ten years ago.

The reduction in the ranks of field examiners available to perform safety and soundness
examinations can be explained in a number of ways. For instance, the proliferation of
specialty exams and programs require their own set of examinations and examiners. The
UCCC specialty exam was not in place in 1983 and 1988, nor was an examiner isolated
to perform trust examinations apart from bank safety and soundness examinations. A
problem bank supervisor position has been created to perform specialized services since
1988. Therefore, the reduction which the core safety and soundness pool has
experienced is attributable to the growth of specialty programs and to the Division’s
commitment to conduct the examinations on a scheduled, consistent basis.

According to Division management, safety and soundness examiners now have fewer
examinations to conduct than formerly. In 1982, the Division regulated 189 commercial
banks which were required to be examined annually, and 154 industrial banks which had
to be examined twice a year. Accordingly, ten years ago, the Division’s safety and
soundness team was required to conduct 497 examinations in a twelve-month period.

In contrast, although the Division was required in FY 1992-1993 to conduct 408 safety
and soundness and specialty examinations, the Division is currently required to conduct
safety and soundness examinations at 156 commercial banks, 7 industrial banks, and 10
trust companies. Owing to risk-based scheduling, these examinations are not necessarily
required to be conducted annually, but are based on the institution’s financial condition.
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Therefore, in FY 1992-1993, the Division’s safety and soundness staff examined
commercial and industrial banks by conducting 47 full-scope mandated examinations, 15
non-mandated full-scope examinations in lieu of mandated target examinations, 18
mandated target examinations, and 3 non-mandated target examinations. The Division
did not perform 13 safety and soundness examinations which were no longer required,
and it accepted 64 examinations from federal agencies in lieu of conducting its own
safety and soundness examinations. In sum, except for the federal examinations which
were accepted in lieu of Division examinations, the Division’s pool of safety and
soundness examiners conducted 92 full-scope and target safety and soundness
examinations of commercial and industrial banks, trust companies, money order
companies, and debt adjusters.

Therefore, even though the number of safety and soundness examiners has diminished
by approximately one-third during the past decade, the number of examinations which
these examiners conduct has diminished even more significantly. However, the FTE's
necessary to conduct the current level of examinations should not be discounted since
the Division’s regulation of assets presently under supervision exceeds $16 billion. [83rd
Annual Report of the State Banking Commissioner].

The Division also points out that it is only required to examine 1 and 2-rated financial
institutions by achieving a 30% loan penetration according to its mandate, and to achieve
a 55% loan penetration for those institutions with a CAMEL rating of 4 or 5. Even so,
during the first twenty safety and soundness examinations which were conducted in
1993, the Division’s examiners achieved an average of 59% loan penetration. Moreover,
the Division continues to utilize its safety and soundness resources in effective ways by
performing examinations upon multiple unit banks (banks owned by the same bank
holding company) in one central location where all necessary financial information has
been gathered. Under these circumstances, the Division was recently able to conduct
an on-site examination of a bank with seven unit banks in two weeks rather than in the
estimated ten weeks which seven separate examinations would have taken.

In an effort to keep up with its mandated workload, the Division is structured so that
specialty examiners can be diverted for safety and soundness examinations on an as-
needed basis. This flexibility is desirable, particularly since the Division is presently
attempting to coordinate specialty examinations with safety and soundness examination
dates and to coordinate these examinations with the schedules of federal regulators.
During FY 1992-1993, the Division estimates that it completed at least 92% of its
mandated examinations, plus an additional 73 examinations which were not mandated.

In spite of limited examiner resources, the Division’s regulatory functions continue to

draw praise from the industry, and the health of its regulated industries continues to
improve.
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Division Structure

The structural faults which were found to existin 1988 have been successfully corrected
by statute.

As this report has previously noted, the roles of the Banking Board and Commissioner
were delineated and clarified to eliminate the conflict which arose regarding the
Commissioner’s position. The Banking Board has also actively undertaken its new role
as policy-maker for the Division, and the industry reports its satisfaction with both the
policies promulgated by the Board and the evenhanded manner in which the Board
administers its authority. The Commissioner and the Banking Board continue to be
satisfied with their present roles and responsibilities and report no need for modification.

Moreover, the Banking Board was reconstituted to include representation of industrial
banks and trust companies. Therefore, the oversight capability of the Board has also
been improved.

In 1988, the state auditor also recommended the possibility of consolidating the Divisions
of Banking and Saving and Loan (now named the Division of Financial Services). As
rationale for this recommendation, the auditor stated that overhead costs would be
reduced by approximately $80,000, two agencies would be combined into one agency
of manageable size with the same mission, cross-utilization of staff and coordinated
automation would be promoted, and the public would receive a favorable impression from
streamlining. This recommendation was not followed.

This issue continues to cause consternation among much of the banking industry. The
vast majority of Colorado bankers are indignant over their belief that credit unions are
permitted to compete unfairly by their exempt tax liability status as nonprofit entities and
by escaping from heightened regulatory scrutiny. They think that credit unions have
spoiled the "level playing field" on which financial institutions are supposed to compete.
Therefore, some bankers have expressed a desire that the Divisions of Banking and
Financial Services be consolidated.

However, the banker’s ideal of regulating credit unions by the Banking Board is anathema

to state-chartered credit unions, which threaten to abdicate their state charters for federal
charters if ever subjected to regulation at the state level by bankers.
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There appear to be several reasons why the existing regulatory framework should
continue without interruption. Besides the potential exodus of credit unions from state
to federal charters, the consolidation of the two agencies would result in insignificant
savings and, possibly, increased costs to the regulated industry. Moreover, potential
political problems abound, particularly since regulation of these industries is incompatible.
As Commissioner Walker stated in 1991:

If consolidation of the two Divisions were to take place, . . . [tlhe [credit
union] commissioner would be placed in the untenable position of being
subject to strong political pressures from the banking industry to make
certain decisions concerning the credit union industry to protect the
competitive position of the banking industry, and to strong policy pressures
from the State Banking Board.

Another deterrent to consolidation is that agency gridlock will result from increased
administrative burdens. [11/6/91 Memorandum by Barbara Walker, "The Dangers in
Consolidating the Division of Banking and the Division of Financial Services"].

Thus, even assuming that bankers do presently operate at a regulatory disadvantage, the
consolidation of the two agencies would only appear to promote the interest of one
regulated group over the other. Since the goal of consolidating to equalize the playing
field between the two groups does not appear to be realistic, the Division should continue
to fulfill its mission of promoting parity between financial institutions within the present
regulatory framework.

CONCLUSION

The Colorado Division of Banking has managed to rebound from the industrial bank crisis
and the 1988 State Auditor’s Report in a period of only five years. Its regulatory
functions have improved significantly in a variety of ways, as evidenced by CSBS
certification, the cooperative attitude exhibited by federal regulatory agencies, industry
recognition of its proficiency, and, perhaps most significantly, the increasingly robust
health enjoyed by its constituents.
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Division resources continue to be tightly monitored, and automation limitations prevent
the Division from executing its mission to monitor the safety and soundness of financial
institutions in the most efficient manner possible. Nevertheless, while everyone is in
agreement that room for improvement exists, overwhelming consensus exists among the
Division, the regulated industry, state government officials, federal regulatory agencies,
and consumers, for the continuation of the Division and its role as regulator. This support
is unanimous in spite of, or perhaps because of, the regulatory uncertainties which
financial institutions and their regulators may face in the future. Therefore, given the
strong role which the Division continues to assume on the stage of bank regulation, it is
clear that the Colorado Division of Banking should be continued to carry out and to
improve the quality of its regulatory work.

Recommendation 1: Continue the Colorado Division of Banking.

The General Assembly should continue the Colorado Division
of Banking. In light of the complex issues and prospect of
significant federal regulatory changes which may directly affect
state agencies, the next sunset date for the DOB should be
July 1, 2002.
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CHAPTER 6

RECOMMENDATIONS FOR RESOLVING STRUCTURAL AND OPERATING ISSUES

INTRODUCTION

The previous discussion illustrates that the Division functions have improved remarkably
over a short period of time. However, the extensive scope of the mission with which the
Division is charged requires its continued progress.

The improvements which the Division can make will further the following goals:

l. The need to preserve and promote a statewide safe and sound banking system;

. The need to promote regulatory parity and sound competition among financial
institutions;

. The need to protect Colorado consumers; and
AV The need to promote organizational competence.
Recommended resolutions for each of these areas is discussed below. For the sake of

the reader’s reference, each recommendation is designated either as administrative or
statutory.
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. THE NEED TO PRESERVE AND PROMOTE SAFETY AND SOUNDNESS

The safety and soundness of all state-chartered financial institutions is the core objective
which the Division of Banking seeks to preserve and promote in order to protect the
public interest. The failure or neglect to preserve and promote this goal through
regulation and supervision potentially results in institutional financial difficulty or failure
and, consequently, in harm to the public. Therefore, regulators seek to monitor and
supervise financial institutions to prevent unsafe and unsound practices usually resulting
from loan losses or poor management.

The Banking Board has formally stated that the safety and soundness of financial
institutions justifies and requires a state examination process, the objectives of which are
to assess financial conditions, management capabilities, and internal controls, and to
evaluate administrative and financial policies and procedures. [DOB Policy No. 10-5].
In addition to examinations, however, other regulatory safety and soundness controls
have been implemented by statute and regulation, including, for example, provisions
relating to chartering, capital requirements, permissible investments, acquisitions,
liquidation, and enforcement powers.

These legislative and agency efforts have substantially shored up the means by which the
Division safeguards the public against loss. However, certain additional measures shouid
be implemented or strengthened to ensure the adequate regulation of institutional safety
and soundness. The following recommendations are directed towards the goal of
preserving and promoting safety and soundness.

Automated Monitoring and Scheduling Systems Should Be Implemented to Ensure Total
Regulatory Efficiency

The Division properly notes that there is more to off-site monitoring than the ability to
access automated data. For instance, the Deputy Commissioner and the supervising
examiners meet weekly to discuss the condition of banks, resulting in a quarterly review
of each supervised institution. Special action banks are likewise discussed within the
Division at least quarterly, and the Banking Board reviews information regarding these
banks monthly. In addition, supervisors sometimes visit banks on-site to discuss areas
of concern with bank personnel.
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However, when the Division initially switched over to risk-based examinations and
scheduling, it realized the critical contribution which automation plays in on- and off-site
monitoring, stating:

Off-site monitoring is a cornerstone for effective risk-based scheduling and
will entail the analysis of call reports and other data on an ongoing basis
between the on-site exams. It will allow the Division to be more effective
in spotting problems in banks between exams and will allow for exam
schedule modifications if necessary. It will also allow the Division to be
more efficient in the use of its resources while at the same time providing
less inconvenience and greater service to the banking community.

Automation will [also] allow the Division’s examiners to access and analyze
important data in a way they have not been able to do in the past. As part
of each on-site exam, the Division examiner will have access to an
automated data base covering call and audit reports, FDIC and Federal
Reserve Monitoring information, as well as histories from prior exams.
Examiners will therefore be able to spend more time analyzing more
significant kinds of data and spend less time doing manual and clerical
functions. As a result, the depth of the exam analysis will be increased
without an increase in resources or time spent in the bank. The quality of
the exam product will be improved and will be more helpful to bank
management in correcting or preventing problems.

[DOB Thirty Point Plan for Effective Bank Regulation (Point Five), February 1989].

The majority of the Division’s off-site monitoring is currently conducted by three
supervisors and the Deputy Commissioner, who review federal regulatory agency
examination reports, director’s exams or CPA audits from financial institutions, the FDIC’s
UBPR quarterly report, FRB’s Special Supervisory Action automated data, and
correspondence from banks and federal agencies. The monitoring which they conduct
by way of automation is provided through access to the FDIC’s UBPR, the FDIC's
database, the FRB’s special supervisory action data, and to computerized regression
analysis which, according to the Deputy Commissioner, is effective but difficult to access
because of Division equipment. The Division can also analyze financial information and
manipulate it for purposes of trend analysis.
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There is no question but that the Division’s off-site monitoring capabilities have improved
measurably. Nevertheless, because these capabilities are predicated upon the Division’s
ability to access and analyze automated data, the Division’s efficiency in conducting fully
automated monitoring would be enhanced by the implementation and use of an integrated
historical database.

Specialty examination procedures are equally impacted by automation deficiencies. The
PDPA program must manually track the types and amount of public deposits received by
eligible public depositories.

The scheduling function is likewise accomplished manually and through list processing.
Although the scheduling procedure requires the scheduler to utilize the computerized
examination database information to set examinations, and to review workload statistical
reports to determine staffing needs, the scheduler does not have the benefit of fully
automated tools. Instead, safety and soundness and specialty examination forecasts and
schedules are tracked on list processing and in notebooks which contain past scheduling
assignments. Projected examination dates are manually modified as institution ratings
change. The scheduler also manually makes and tracks staff assignments. However, as
noted previously, the Division is currently attempting to secure an automated program
for the scheduling function.

An integrated historical data base will permit the Division to track more efficiently
examination dates, CAMEL ratings, examination scope, asset size, examining agency and
hours required to complete examinations. It will also permit the Division to centralize
financial information from call reports and audits, and to garner key ratios based on these
reports.

In addition to enhanced monitoring function, an integrated historical data base will permit
Division employees to locate and pull up in one location all information with respect to
its regulated institutions. Presently, the Division tracks the history and status of the
entities which it regulates by manual recordkeeping and automated list processing. An
historical data base will accommodate this information in an integrated computerized data
base. Under this scenario, all information relating to each regulated bank is entered into
the computer system so that each Division staffmember can pull up the file for Bank X
and view all pertinent information relating thereto in one location, from its chartering to
its past and present financial condition and examination ratings. Information is
continually input into the system.
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An integrated automated historical data base will permit the Division to become more
efficient in its off-site monitoring, a critical regulatory function.

(Administrative)

Recommendation 2: The DOB should develop an integrated automated master file
of historical performance data which contains and tracks
pertinent information, such as CAMEL ratings, bank asset size,
and any other pertinent information.

Formalize Commercial Bank Charter Investigation Procedures

Pursuant to Section 11-3-109, C.R.S., applicants who wish to receive a state commercial
bank charter must submit certain information to the Banking Board for its determination
of whether to grant or deny the charter. The Banking Board must give notice to each
interested party, including all banks within three miles of the proposed bank’s location,
of a public hearing at which the applicant is required to meet the burden of proving that
there exists a public need and adequate volume of business for the proposed bank.
However, the Banking Board may grant the charter without a public hearing if it has not
received any written protests to the charter and if the applicants for the charter are
known to the Board. Section 11-3-110(3)(c), C.R.S.

The Banking Board’s action on an application is predicated on work which has been
carried out by the Division. Upon receipt of an application, the Division is required by
statute to conduct a "careful investigation” of the application to determine that the
following requirements have been met:

(a) That the applicant has proceeded in a lawful manner;

(b) That the bank’s proposed name is not deceptively similar to another or
misleading;

(c) That the potential officers or officers are qualified by character and
experience and that the qualifications and financial status of officers,
directors, incorporators, and other persons in control of the bank are
consistent with their responsibilities and duties;

(d) That the proposed capital satisfies the standards an guidelines in the rules
and regulations promulgated by the Banking Board; and

(e) That the proposed articles of incorporation are appropriate.
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Once this careful investigation has been completed, but before the hearing is held, the
Division must present a report to the Banking Board detailing the application’s sufficiency
or deficiency. Section 11-3-110(1) & (2), C.R.S.

The supervising examiner who conducts the Division’s charter application investigations
typically speaks with attorneys, bankers, other regulatory agencies, the public and, when
appropriate, with the Colorado Bureau of Investigations during the course of the
investigation. The investigating examiner follows formal policies which have been
promulgated for certain applications such as national to state bank conversions, changes
in control, bank to bank mergers, and detached facility applications, and he also follows
informal procedures which have been developed in-house when investigating and
processing commercial bank charter applications. Nevertheless, the commercial bank
charter application investigation policies and procedures are not conducted pursuant to
formal Division policy.

This is important only because the Banking Board may dispense with the formal hearing
process when the applicants are known to the Banking Board and objections have not
been received from surrounding banks and other interested parties. In these
circumstances, the Division’s investigation serves as the singular means by which the
applicant’s credentials and the legitimacy of the new enterprise is verified. In these
cases, the applicant is not required by statute to attend a public hearing although, to the
Banking Board’s credit, it habitually conducts its determinations in public proceedings
with the applicants present. Nevertheless, because this commendable practice is not
required by statute under certain circumstances, the Commissioner should ensure that
procedures are formalized for the investigation of commercial bank charter applicants.
This will prevent any possible appearance of impropriety or favoritism accorded to
applicants who do not proceed through the formal hearing process, and ensure the
uniformity and thoroughness of the process by which such applications are investigated.

(Administrative)

Recommendation 3: The Commissioner should formalize procedures which the
Division must follow when investigating charter applications
pursuant to Section 11-2-110(1).
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Amend Section 11-3-110(1)(c) to Eliminate Statutory "Character” Requirement

The foregoing discussion demonstrates that officers and directors of state-chartered
commercial banks are required by Section 11-3-110(1)(c), C.R.S., to be "qualified by
character . . . ." While this statutory provision promotes the goal of elevating persons
of high character to positions of responsibility to oversee and direct the safety and
security of public and private deposits, its language is ambiguous and subject to various
interpretations. Therefore, to eliminate the possibility of inconsistent or arbitrary
interpretations regarding an individual’s character, the General Assembly should amend
the statute to eliminate the reference to character, and the Banking Board should be
directed to engage in rule-making which defines and clarifies the qualifications that
commercial bank officers must meet.

(Statutory)
Recommendation 4: The General Assembly should amend Section 11-3-110(1)(c)
to read:

"That the persons who will serve as directors or officers,
insofar as such persons are known, possess the qualifications
and experience as required by rules promulgated by the
Banking Board and that the qualifications and financial status
of the incorporators, directors, officers, and persons in control
of the bank, as defined in section 11-2-109(4), are consistent
with their responsibilities and duties."

Additional Enforcement Measures

The Division’s statutory authority to assess civil money penalties against banks which
violate cease and desist orders, the banking code, rules, or regulations has greatly
enhanced its ability to enforce these provisions. See Section 11-2-117, C.R.S. A
corollary to this provision is found in Section 11-2-119, C.R.S., in which the Banking
Board is permitted to suspend or remove any person from his or her participation in the
conduct of bank affairs if it makes a determination which, in part, establishes that the
person has committed the same conduct outlined in Section 11-2-117, C.R.S. or has
engaged or participated in any unsafe or unsound practice in connection with a bank.
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It is logically inconsistent that the Banking Board should be permitted to impose the more
severe penalty of removing an individual from duty for engaging in unsafe and unsound
behavior, but that it is not permitted to impose the less stringent sanction of a civil
money penalty after notice and a hearing. Although section 11-2-117 infers that the
Banking Board may assess civil money penalties against any bank or person who violates
the code, rules, or regulations by engaging or participating in unsafe and unsound
conduct in an amount which may not exceed one thousand dollars per day for each day
the person assessed remains in violation. However, it does not spell out this authority
clearly. Therefore, Section 11-2-117 should be amended to permit the Banking Board to
impose penalties against persons and banks which engage in unsafe and unsound banking
practices.

(Statutory)

Recommendation 5: The General Assembly should amend Section 11-2-117(1)(a)(l)
to provide that the Banking Board may, after notice, hearing,
and a determination that no other appropriate governmental
agency has taken similar action against such person for the
same act or practice, assess against and collect a civil penalty
from any person or state bank which has engaged or
participated in any unsafe or unsound practice in connection
with a bank.

Continue to Improve Automation of PDPA Monitoring

As previously discussed, the Division’s limited automation also impacts the Division’s
efficient monitoring and valuing of eligible collateral. On at least three occasions during
the last year, the Division has either recommended against approval of instruments or
obligations, such as surety bonds and certain collateralized mortgage obligations, as
eligible collateral because of the inability of limited staff to adequately manually identify
and monitor the status and valuation of existing or newly-requested eligible collateral, or
has recommended that approval be contingent upon the Division’s resources to monitor
and value adequately such collateral. While no one automated system will allow the
Division to price every conceivable security the Banking Board may consider to be
pledgeable, the present state of automation impacts the Banking Board’s ability to
approve certain instruments and obligations as eligible collateral, and it impacts the
Division’s efficient monitoring and evaluation of the market value of the obligation or
instrument. The Division should endeavor to correct this limitation should by continuing
to improve its PDPA automated monitoring capabilities.

(Administrative)

Recommendation 6: The Division should continue to improve its automated PDPA
monitoring system to ensure that the Banking Board has at its
disposal adequate resources to monitor and evaluate the
market value of the obligation or instrument pursuant to
Section 11-10.5-107(1)(e).
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Strengthen Communications Between the Division and the UCCC Administrator

The UCCC Administrator and Division are directed by statutory mandate to consult and
assist one another to maintain compliance with the code. The Division and the
Administrator do communicate from time to time and have engaged in a cooperative
relationship which is mutually advantageous for each regulatory program.

However, the UCCC Administrator is required by Section 5-6-104(5), C.R.S., to report
to the Commission on Consumer Credit, the General Assembly, and the Governor at the
end of every calendar year about the UCCC program and its operations and procedures,
including actions which have been undertaken, problems which have been encountered,
and descriptions of the examination and investigation procedures and policies of the
office. The Division has not historically tendered any type of report to the UCCC
Administrator regarding the progress of its compliance program.

The Administrator will be fully apprised of the Division’s UCCC activities and will be able
to inform other branches of state government about the Division’s UCCC compliance
program should the Division submit a copy of its annual report containing relevant
information regarding its UCCC regulatory program to the UCCC Administrator. The
UCCC Administrator’s receipt of this annual report will enhance the communication which
already exists between the two programs.

(Administrative)

Recommendation 7: The Commissioner should direct the Division to submit to the
Administrator of the UCCC all information contained in the
Division’s annual report regarding its UCCC compliance
program.

Strengthen Trust Company Safety and Soundness Exams

There are ten state-chartered trust companies which must be examined by the Division
for safety and soundness. Depository trust companies must receive a full-scope and
target examinations once every three years if they possess a 1 or 2 CAMEL rating, once
every 2 years if they possess a 3 CAMEL rating, and once at least every twelve months
if rated 4 or 5. The mandate provides that 1 and 2 rated non-depository trust companies
must receive full-scope and target examinations every two years, while 3-rated
institutions must receive a full examination at least annually and 4 and 5 rated institutions
must receive full-scope and target examinations annually. The mandate recently
increased the frequency with which non-depository trust companies must be examined,
a necessary change in light of the Division’s role as sole regulator of these entities.
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The Division monitors trust companies off-site by reviewing quarterly call reports and
financial statements, balance sheets, and UBPR’s for FDIC-insured trust companies. On-
site, trust companies are examined for their corporate viability and their ability to manage
trust assets and investments. However, while the Division has promulgated Policy No.
80-8 which sets forth guidelines for examination of state-chartered trust departments,
there are no similar rules, regulations, policies or procedures which address the minimum
standards with which trust company examinations must adhere {(outside of the manual
and trust rating system adopted by the Division).

Members of the trust company industry complain, and some but not all members of the
Division concede, that the trust company on-site examination is not satisfactorily tailored
for trust companies. For instance, the current examination does not always focus upon
critical areas, such as whether there is activity in suspense or other holding accounts in
which there is movement of money awaiting distribution, investment, or reimbursement.
These accounts are good examples of distinct trust categories which should be subject
to mandatory, predictable scrutiny during examinations since they are the most likely
vehicle through which management can commit fraud or misfeasance by illegally
commingling trust funds.

It should be noted that the Division is currently updating its minimum program for trust
department and trust company examinations to include specific, distinct areas exclusive
to trust operations which must be examined. This progress is welcomed by the industry,
which concedes that federal examinations are likewise inadequate.

(Administrative)

Recommendation 8: The Division of Banking should promulgate policies and
procedures which establish minimum standards for trust
company full-scope and target examinations.

Require Collateralization of all Managed Fiduciary Funds on Deposit

One important consumer safeguard associated with Colorado’s depository trust
companies is that, because they are engaged in the business of receiving non-fiduciary
deposits, all fiduciary and non-fiduciary deposits in state-chartered depository trust
companies are FDIC-insured up to the maximum amount of $100,000. [See 12 U.S.C.
1815(a)l.
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Under the FDIC’s recently revised regulations, deposit accounts maintained by fiduciaries
(i.e., agents, nominees, custodians, conservators, guardians, or trustees) are insured in
the amount of up to $100,000 for the interest of each principal or beneficial owner in
such accounts. To qualify for this insurance the depository institution must observe
recordkeeping requirements, including a record that the account is fiduciary in nature and
records, maintained in good faith and in the regular course of business, indicating the
name and interest of each person on the account. [See 12 C.F.R. 330.4(b)}.

Because fiduciary accounts are not maintained for the benefit of the fiduciary-depositor,
but for others, the FDIC has permitted deposit insurance to pass through fiduciaries to
the beneficial owners of the account so that each beneficiary receives up to $100,000
in coverage. Therefore, despite the explicit $100,000 limit on federal deposit insurance
for any one deposit account, a single deposit account well in excess of $100,000 may
be fully protected with "pass-through” insurance. The beneficial owners of an account
worth millions of dollars may be fully insured.

The deposits of most pension plans, profit-sharing plans, and other trusteed employee
benefit plans are entitled to pass-through insurance and are thus insured in the amount
of up to $100,000 for the interest of each beneficiary, provided that the FDIC's
recordkeeping requirements for fiduciary accounts are satisfied. This insurance coverage
is separate from and in addition to the insurance coverage provided for any other deposits
maintained by the plan sponsor, the trustee, or plan beneficiaries in different rights and
capacities in the same insured bank.

Most trust funds held by Colorado depository trust companies are self-directed by the
beneficiaries or by their brokers and, hence, the trust company simply operates as the
custodian that performs ministerial acts such as transferring trust funds at the direction
of the beneficiary or broker. Under these circumstances, the trust company is not using
its discretion to direct the investment of the funds and, therefore, money placed on
deposit in excess of the $100,000 limit is done so strictly at the discretion and peril of
the depositor or broker.

However, Section 11-23-113 permits Colorado trust companies that hold or direct funds
in a fiduciary or discretionary capacity to deposit funds in their own accounts, for the
purpose of pledging their assets to secure deposits, while the funds await investment or
distribution. The Banking Board has the statutory power to require trust companies to
collateralize those deposits exceeding federally insured amounts so that the beneficial
owner of managed fiduciary funds will not suffer any loss upon the failure or insolvency
of the fiduciary trust company. [Section 11-23-117(1)(l), C.R.S.]. This power mirrors
a federal regulation which mandates that national banks that hold funds awaiting
investment or distribution may deposit such funds in the commercial or other department
of the bank so long as it sets aside under the control of the trust department certain
collateral security. [12 C.F.R. 9]. Absent this protection, the injured beneficial owner
must recover his damages by instituting a civil action for breach of fiduciary duty {i.e.,
breach of the prudent man rule).
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The Banking Board should be directed to exercise its statutory power to promulgate rules
and regulations requiring trust companies which operate as trustees or fiduciaries under
discretionary trusts to collateralize those non-insured funds which it deposits into its own
accounts while such funds are awaiting investment or distribution. This requirement will
prevent beneficial owners of funds which are managed by fiduciaries possessing
discretionary power from incurring economic harm in the event of the trust company’s
insolvency. Moreover, such a provision will achieve parity with the federal requirement
and will not be any more stringent or burdensome than the federal counterpart which
governs nationally-chartered banks.

Significantly, however, trust companies which deposit self-directed funds into its own
accounts at the direction of the owner or broker should be exempt from adhering to the
collateralization requirement. This exemption has been successfully employed in Florida’s
statute to protect depository trust companies from the unfair requirement that they
collateralize accounts in which investment decisions are self-directed. [See Fla. Stat.
Section 660.37 (1992)].

(Administrative)

Recommendation 9: The General Assembly should direct the Banking Board to
engage in rule-making, pursuant to Section 11-23-117(1)(l),
C.R.S., to require depository trust companies holding
discretionary fiduciary funds pursuant to Section 11-23-113 to
collateralize all funds deposited in excess of federally insured
amounts. The rule should provide:

"State-chartered trust companies holding funds awaiting
investment or distribution where the trust company exercises
discretion may, unless prohibited by the instrument creating
the trust or by state law, deposit those funds in the
commercial or savings or other department of the bank. This
right is subject to the limitation that the trust company shall
first set aside under control of the trust department as
collateral security specified readily marketable securities as
required by the Banking Board by rule.”
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Require Collateralization of all Fiduciary Funds Deposited by Banks

Pursuant to Section 11-10-102, banks acting as fiduciaries possess the same investment
powers as individual fiduciaries under like circumstances. Accordingly, in circumstances
in which banks invest trust funds into their own accounts when acting as fiduciaries,
banks should also be required, in the interest of parity, to collateralize in full that amount
on deposit which exceeds the FDIC limit of $100,000. As discussed with respect to the
previous recommendation, this provision will cause state-chartered banks to comply with
the same collateralization requirements imposed upon national banks in like
circumstances.

It should be noted that the Banking Board is not charged with a specific statutory
corollary to Section 11-23-117(1)(l), the provision which vests the Banking Board with
the specific statutory power to require trust companies to collateralize deposited fiduciary
funds awaiting investment or distribution in excess of federally insured amounts.
However, the Banking Board is vested with the statutory authority to "[m]ake all final
decisions with respect to requests to exercise trust, fiduciary, and agency powers"
[Section 11-2-103(2)(e}, C.R.S] and to perform any acts and make any decisions
incidental to or necessary for carrying out its functions as set forth in this code. [Section
11-2-103(13), C.R.S.] Consequently, the Board should engage in administrative rule-
making to ensure that banks adhere to the same fiduciary standards with which their
national counterparts and trust companies must comply.

(Administrative)

Recommendation 10: The General Assembly should direct the Banking Board to
engage in rule-making to require banks that invest fiduciary
funds at their discretion as a fiduciary in their accounts to fully
collateralize all funds deposited in excess of federally insured
amounts. The rule should provide:

"State-chartered banks holding funds awaiting investment or
distribution where the bank exercises discretion may, unless
prohibited by the instrument creating the trust or by state law,
deposit those funds in the commercial or savings or other
department of the bank. This right is subject to the limitation
that the bank shall first set aside under control of the trust
department as collateral security specified readily marketable
securities as required by the Banking Board by rule.”
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Conduct Bank Holding Company Examinations

In 1988, the General Assembly authorized the expansion of interstate banking to
Colorado, and it determined that primary consideration should be given to the protection
of Colorado bank depositors. [Section 11-6.4-101, C.R.S.]. Consequently, Article 6.4
of Title 11, Acquisition of Control of Banks and Bank Holding Companies, was enacted,
giving the Banking Board authority "to examine records and affairs of any bank holding
company filing an application to acquire control of a Colorado bank or Colorado bank
holding company . . . ." [Section 11-6.4-104, C.R.S.]. Pursuant to this statute, any
such bank holding company is"subject to the jurisdiction of the banking board with
respect to its operations and affairs in the state of Colorado. The banking board may
utilize the applicable powers conferred by this code to carry out the duties imposed by
this section."

The Division does not conduct on-site examinations of bank holding companies. It does
receive and review bank holding company examination reports prepared by the FRB, and
it has entered into an agreement with its certifying authority, CSBS, by which it has
access to examinations of bank holding companies conducted by other state banking
regulators. Nevertheless, CSBS continues to recommend that the Division should
conduct on-site examinations of these entities, and it notes that the Division’s decision
not to examine holding companies "continues to be influenced by budget limitations,
including restrictions on out-of-state travel.” [CSBS Annual Review #2 of the Colorado
State Banking Department for 1992]. The Division contests the need to conduct on-site
examinations of bank holding companies, and it likewise contests CSBS’s assertion that
it is limited by budget and travel restrictions.

Notwithstanding budget limitations, out-of-state bank holding companies will be
authorized by statute as of July 1, 1993 to acquire control of any Colorado bank and
Colorado bank holding company either by acquisition or by de novo charter. [Section 11-
6.4-103, C.R.S.]. Although Colorado may not see many of its banks so acquired, this
statutory provision nevertheless liberalizes the extent to which out-of-state entities may
conduct interstate banking by controlling state-chartered institutions. A significant by-
product of this development is that state-chartered institutions will be dependentto some
degree upon the decisions and financial integrity of its out-of-state holding company.
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Under these circumstances, the state regulating agency should actively pursue its mission
and regulatory authority to preserve the safety, soundness, and security of the state
banking system and deposits. The statutory provision should be tailored to give the
Banking Board the discretion to determine the frequency and scope of these
examinations, and the prudent exercise of this discretion should eliminate any danger that
these examinations will become unnecessarily burdensome to the industry. In fact, the
Banking Board has recently required the Division to examine money order licensees by
rotating on-site examinations with the Divisions’ acceptance of audits and examination
reports from other state regulatory agencies. Further, the cost of examining these
entities can be deflected by enactment of a statutory provision which is already in effect
with respect to examinations of controlling shareholders and its affiliated entities.

(Statutory)
Recommendation 11: The General Assembly should adopt a new Section 11-6.4-
104(2.5), C.R.S. to provide:

"The commissioner shall examine, as often as deemed
advisable and to the extent required by the banking board, the
books, records, and affairs of any bank holding company
which acquires control of a Colorado bank or Colorado bank
holding company pursuant to this article for the purpose of
determining the safety and soundness of the state bank. If the
bank holding company’s records are located outside this state,
the bank holding company shall either make them available to
the Division representative at a convenient location within this
state or pay the reasonable and necessary expenses for the
commissioner or her representative to examine them at the
place where they are located. The commissioner may
designate representatives, including comparable officials of the
state in which the records are located, to inspect them on her
behalf. If a bank holding company refuses to permit the
commissioner to make an examination, the banking board may
fine such bank holding company an amount not to exceed one
thousand dollars for each day any such refusal continues. In
lieu of any examination required by this subsection, the
commissioner may accept either a report of examination from
the Federal Reserve Bank, or an audit for the previous fiscal
year prepared by an independent certified public accountant,
independent registered accountant, or other independent
qualified person. If the commissioner accepts an audit
prepared by such independent person, no costs thereof shall be
borne by the commissioner and all costs of such audit shall
remain the obligation of the bank holding company. If the
commissioner conducts an examination, a report in detail
disclosing the results of such examination shall be prepared
and a copy of such report shall be mailed to the bank holding
company examined and state bank which it controls.”
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II. THE NEED TO PROMOTE REGULATORY PARITY AND SOUND COMPETITION
AMONG FINANCIAL INSTITUTIONS

The policy of the State of Colorado, and the statutory mission of the Division of Banking,
is to seek regulatory parity while promoting sound competition among financial
institutions. These competing goals are linked since the promotion of sound competition
is hindered when regulated industries are subjected to uneven regulatory scrutiny.
Therefore, the Division’s objective is to regulate its charges in a consistent, equitable, and
balanced manner to encourage their competition on a level playing field.

Of course, varying degrees of risk associated with particular business practices of
financial institutions may require different degrees of regulation. Nevertheless, the
Division seeks to operate by the principle that all regulated financial entities should be
regulated as equally as circumstances permit.

For the most part, the existing statutes successfully promote the policy goal of seeking
parity. The suggestion that follows is directed towards ensuring that the financial
institutions subject to the Division’s jurisdiction are subject to comparable standards and
receive equal treatment and consideration from its regulators.

Amend Trust Company Emergency Liquidation Procedure

The language in the statute governing the involuntary emergency liquidation procedure
for trust companies is unnecessarily limiting and should be clarified. For the sake of
fairness and regulatory parity, this statutory provision should be amended.

Section 11-23-122(2)(d) provides in pertinent part:

If, in the opinion of the banking board, an emergency exists which may
result in serious losses to the depositors, it may take possession of a trust
company without a prior hearing.

This statutory provision was amended in 1989 to ensure that the involuntary liquidation
procedures for trust companies were identical to the procedures used for banks and,
therefore, the language from the banking code was copied. However, the use of the term
"depositors" is an oversight since not all trust companies have depositors. Consequently,
the power of the Banking Board to take possession of a trust company on an emergency
basis to protect customers of a trust company that is not federally insured is subject to
inconsistent interpretation. The provision should be amended to substitute "customers”
for "depositors.”

(Statutory)

Recommendation 12: The General Assembly should amend Section 11-23-122(2)(d),
C.R.S. to read in pertinent part: "If, in the opinion of the
banking board, an emergency exists which may result in
serious losses to the customers, it may take possession of a
trust company without a prior hearing.”
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. THE NEED TO PROTECT COLORADO CONSUMERS

Today’s consumers are exposed to a wide variety of financial products and services.
Some of these financial services provide tremendous convenience and economic
advantages, while other don’t live up to their billing or, worse, result by design or chance
in economic loss. Many consumers lack economic muscle, which means that we also
face the mean prospect of uneven access or total inaccessibility to financial services. As
recent lawsuits involving failed banks, savings and loans, and financial planning services
have amply illustrated, all consumers run the risk of being victimized by unscrupulous or
negligent individuals and financial institutions.

The foremost duty of the Division now, more than ever, is the protection of the public
interest. Although the Division has successfully met this challenge to date, new threats
to the public interest are constantly evolving, requiring the Division to be diligent in its
role as protector. The following recommendations address situations which have recently
provoked the public or which potentially jeopardize its interest.

Commission Task Force to Study Community Issues, Including Bank-Lending Bias and the
Needs of the Unbanked Public

. Discriminatory Lending Practices

A recent study conducted for the Denver Community Reinvestment Alliance (DCRA)
concludes that the lending practices of 400 metro-area lending institutions are motivated
by racial discrimination. Of the 42,259 loan applications submitted by black, hispanic,
and white applicants, banks rejected 32% of the black loan applicants, 26% of the
hispanic loan applicants, and 11% of the white applicants. These figures assume
heightened tones of racism considering that, of the rejected loan applicants who were in
the $50,000/year or more income bracket, 8% were white, 19% were hispanic, and
23% were black. [See Tables 11 and 12]. The DCRA study also concludes that blacks
and hispanics are denied home mortgage loans two to three times more often than
whites. [DCRA Study/Frank Ford, Colorado Center for Community Development at UCD,
March 19, 1993; M. Eddy, Bank-Lending Bias Charged, Denver Post, Apr. 5, 1993, at
C-11.

The DCRA study also alleges, but does not document, that bank policies and practices
discriminate against people with disabilities in the areas of residential and commercial
lending and employment and physical access to services.
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Colorado’s Division of Civil Rights has also released findings, based on a report
commissioned to study minority borrower access to mortgage credit, which concludes
that minorities are more likely to be denied mortgage loan applications than whites in all
income brackets, even when the loan to income ratio is equal to or less than that of
whites. [K. Flaming & R. Anderson, "Mortgage Practices in Colorado: A Report to the
Public Based on Home Mortgage Disclosure Act Data and A Community Reinvestment
Act Study" (June 1993)]. The Division of Banking reports that approximately 4% of the
financial institutions subjected to the study were state-chartered banks. Most of the
remaining institutions which were studied were comprised of unregulated mortgage
companies (approximately 80%), national banks and thrifts, and credit unions (16%),
over which the Division has no jurisdiction. Nevertheless, the statistics cited by the
Colorado Division of Civil Rights support the disturbing fact that lending discrimination
and redlining practices continue in Colorado.

At the federal level, federal member and FDIC-insured banks must comply with the
Community Reinvestment Act (CRA), legislation which outlines and monitors certain
social responsibilities with which banks must comply. Specifically, CRA requires banks
to delineate and describe their local communities; to explain how the bank provides credit
to the community; to provide information to consumers regarding its community efforts;
and to maintain for the public a CRA file that contains information regarding the bank’s
lending practices. Federal regulators examine banks for CRA compliance, specifically
evaluating certain areas such as the bank’s marketing programs, and its credit extension
or denial record. The Colorado Division of Civil Rights report found that some financial
institutions are able to provide the public with required CRA material handily, while others
are ill-prepared to do so.

Banks typically deride the CRA as "social" legislation which, they charge, hasn’t anything
to do with safety and soundness and only succeeds in adding to over-regulation. The
Colorado Bankers Association objects to CRA regulatory mandates and strongly objects
to any proposals which would require banks to comply with state-mandated CRA
requirements. To date, New York is the only state in the union which has passed a state
counterpart to the federal CRA.

However, the lending practices as outlined by these latest study compel the conclusion
that discrimination is alive in Colorado to the detriment of consumers. These practices
are in stark derogation of state law and policy. Although discriminatory lending is not
confined to state-regulated banks, the Division’s mission to protect the public interest
requires meaningful action.
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. The Needs of the Unbanked Public

In 1990, the PITON Bank Group conducted a study to ascertain the credit and banking
needs of four low-income metropolitan neighborhoods: Barnum, Five Points, Westwood,
and Whittier. The group initiated the project on the premise that the lower income
neighborhoods in Denver and across the country have withered in large part because they
do not have true access to banks and banking services and, thus, are underserved, or
"unbanked." It sought to identify ways to meet the financial needs of the residents and
businesses in these neighborhoods and to focus on the barriers which prevent financial
institutions from meeting credit and financial needs.

In general, the study concluded that demand and opportunity for banking and credit
services are strong within the four targeted neighborhoods. There is a high demand for
banking and credit services, including traditional and non-traditional home mortgage,
home improvement, and small business loans but, according to the report:

There is a prevailing attitude among these neighborhoods that banks have
ignored them and haven’t made the effort to understand or learn about the
community or their banking needs. . . . [M]any feel that banks need to
provide information and education about their products and services to the
communities. . . .

[Executive Summary, Banking and Credit Needs Assessment (December 19, 1991)].

Perhaps the most disturbing statistic from a regulator’s perspective is that the
"unbanked” do not receive financial services from regulated entities since checking
accounts are perceived as being too expensive, restrictive, difficult to use, and not
necessarily accessible to low income consumers. Changes made by banks in the 1980’s
resulted in more expensive and less convenient banking services for many consumers,
contributing to an increase in unbanked consumers. [J. Caskey, Check-Cashing Outlets
in the U.S. Financial System, Fed. Res. Bank of K. C. Econ. Rev. (November/December
1991)].

In Denver, 31% of the Whittier respondents and 39% of the Five Points respondents
stated that they did not have an account at a bank, savings and loan, or credit union,
while this unbanked rate was 15% in Barnum and Westwood. The supermarket is used
a the primary financial services center for 22% of Five Points residents, for 42% of the
unbanked, and 37% of the poor. In addition, 48% of the unbanked use a paycheck
cashing card because of the real or perceived difficulty of cashing paychecks at a bank
without benefit of an account. While this 1991 information is confined to a narrow
sector of the population and is, by now, stale, it demonstrates a critical need among
those who do not possess economic power for reliable, accessible financial services and
products.
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The unbanked presently rely on certain unregulated resources, which raises the possibility
that they are paying a high or unfair price for the services they receive. For example,
check cashing operations in Denver have mushroomed in the recent past. Check-casher
operations are traditionally concentrated in lower-income urban areas as cheaper and
more convenient financial sources than banks, although they appear to be expanding
beyond this base. Aninformal telephone survey of these metropolitan businesses verifies
that all such operations presently charge fees for their services, and a few charge
exorbitant rates. Outlets which cash government checks charge fees which range from
1.5 to 6% of the amount of the check. Two party checks are cashed for fees ranging
from 3 to 16%, although one outlet charges 23% for "advancing” funds on a two-party
check. Personal checks are cashed for fees running up to 10%

The public policy concern is that most consumers primarily served by check cashers can
least afford to bear excessive fees. Therefore, some states currently regulate check
cashers by setting ceilings on check-cashing fees. Other common regulatory
requirements include licensing, bonding, examination, and consumer disclosure schemes.
These regulations are implemented to promote the public policy of ensuring the delivery
of affordable financial services to low-income households -- to protect a consumer group
which is viewed as relatively unsophisticated with little social or economic power.
However, the evidence suggests that the state must devote resources to enforce
compliance with the statute to ensure its effectiveness; passive regulation is ineffective.
[J. Caskey, Check-Cashing Outlets in the U.S. Financial System, Fed. Res. Bank of K. C.
Econ. Rev. {(November/December 1991)].

The current base of available information regarding the accessibility of services offered
to low-income groups and their cost is insufficient to warrant a conclusion that sectors
of the financial industry, such as check cashers, should be state regulated. Moreover,
check cashers who charge excessive fees for post-dated checks, which are considered
loans, are currently subjected to the jurisdiction of the Attorney General’s Uniform
Consumer Credit Code office. However, the balance of check casher transactions are
wholly unregulated. When the DCRA and Division of Civil Rights survey results are
viewed with the needs and habits of Denver’s unbanked low-income population and the
abuses which some alternative financial servicers have committed against this group, it
is clear that the public interest demands further inquiry into this area.
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Ill. Additional Loan Production Offices

As an adjunct to the needs of the economically disadvantaged and/or unbanked public,
the Division believes that there may exist a growing interest among bankers to allow
state-chartered banks to operate more than one loan production office. Currently,
Section 11-6-101(1), C.R.S. provides that a bank can only have one loan production
office. However, should this provision be amended to permit bankers to operate
additional loan production offices, the Division believes that additional minority lending
opportunities may result. The feasibility of this approach should likewise be considered
as a means of serving the public interest.

(Administrative)

Recommendation 13: The General Assembly should direct the Executive Director of
the Department of Regulatory Agencies to appoint members to
a task force that should be commissioned for the purposes of:
(1) evaluating reports of lending discrimination against
minorities and crafting possible solutions thereto; and (2)
identifying whether the banking needs of low-income and other
disadvantaged consumers requires further state regulation or
legislation.

Trust Company Fees Should be Fully Disclosed

The Division of Banking reports that most complaints it fields deal with fees charged for
trust account services. The Division of Securities also reports having received complaints
about trust company fees from consumers. This Division also reports that it receives a
quarterly print-out from the Securities and Exchange Commission which reflects the
volume of complaints that are lodged against Colorado entities by people outside of
Colorado. The Commissioner of Securities represents that, in a recent print-out, the one
Colorado entity against which people from outside Colorado lodged the most complaints
is a state-chartered trust company. Although the subject matter and legitimacy of the
complaints are not disclosed by the SEC on its printout, the Commissioner of Securities
suspects that the complaints may deal primarily with trust company fees imposed against
customers who hold self-directed accounts. Some complaints regarding trust companies
are resolved informally by the Division of Banking’s intervention as an intermediary.

Typically, trust companies charge: (1) an annual administration fee which is flat, based
on assets or income, or a combination; (2) a transaction fee for each purchase, sale, or
distribution; (3) a termination fee for closing an account; (4) an origination fee of opening
an account; and (5) fees for special or unusual services, such as an asset charge for
holding mortgages.
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The Division reports that most complainants are disgruntled because they are either hit
with high termination fees after neglecting to read the account agreement which sets out
fee schedules, or they do not wish to pay for charges accruing on account transfers
which are slow. Another common complaint relates to increased fee schedules. The
Commissioner of Securities believes that many fee complaints arise when trust companies
act in their custodial capacity. In other words, when consumers request broker-dealers
to purchase self-directed accounts, such as IRA’s, consumers may or may not be
furnished with the trust company’s fee schedule. Once the trust company starts
maintaining the account, however, various fees are imposed upon the customer’s account
as a matter of course.

Although the issue of regulating trust company fees has been presented to the Banking
Board for discussion as recently as August 1992, the Banking Board has refused to
regulate or to cap trust company fees since it has no statutory authority to do so.
However, the issue of the Banking Board’s jurisdiction over trust company fee regulation
should be revisited in light of consumer complaints and trust company fee abuses which
were illustrated in a recent lawsuit.

In the recent case of Upp v. Mellon Bank, N.A., 799 F. Supp. 540 (E.D. Pa. 1992), the
District Court of Pennsylvania awarded plaintiffs a judgment in excess of $55 million, plus
punitive damages, against a trust company for charging clients excessive "sweep" fees
while performing a fiduciary investment function. The court reasoned that the fees which
Mellon charged its clients violated the state statute permitting fiduciaries to make
"reasonable” charges for its temporary investment of fiduciary funds. The court based
its decision on the rationale that the trust company was "double-dipping” by charging its
customers a standard management fee and then topping it off with an unreasonable
sweep fee for its services. The unreasonableness of this charge was heightened by
Mellon’s failure to inform its trust customers, in meaningful terms, of the application of
sweep fees. The court stated: "In short, by charging excessive sweep fees, Mellon is
simply feathering its own nest at the expense of funds it holds in trust.” Id. at 542.
Accordingly, it held that Mellon breached its fiduciary duties. The Third Circuit reversed
this decision on the grounds that disclosure of sweep fees charged by trust companies
should be decided by state courts. Nevertheless, the substance of the Mellon Bank case
demonstrates that the potential for abuse which exists in the trust company fee area.
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The Division reports that, over the past year, it has received approximately fifty
complaints relating to trust company fees. Although these complaints must be viewed
in context of the 627,717 customer accounts held in Colorado trust companies, this
figure does not take into account the number of complaints received by the Division of
Securities or by the SEC. Many of these customers are out-of-state consumers who do
not possess easy access to their institutions, relying instead upon the intermediation of
the Division. The numbers point up the fact that trust companies typically operate to
their customers’ satisfaction; nevertheless, the potential for abuse exists in areas of fee
reasonableness and disclosure.

Under these circumstances, consumer protection measures should be enacted in our
state. lllinois and Pennsylvania have enacted legislation which permits fiduciaries to
receive "reasonable" compensation for their services. [See lll. Ann. Stat. ch. 17 Section
1552-3 (Smith-Hurd 1992)]. However, this language requires legal construction to shield
consumers from incurring "unreasonable” fees.

Colorado’s trust company industry reports that most Colorado trust companies routinely
provide disclosure to their customers about their fees in contract documents. They also
reportedly extend a grace period after a fee increase within which consumers may
terminate or transfer their accounts without penalty. It is apparent that if trust
companies already engage in the business practice of disclosing their fees and extending
penalty-free grace periods to consumers, then a statute vesting the Banking Board with
the authority to require trust companies to comport with these good business practices
shouldn’t impose an undue or unnecessary burden upon the industry. Such a statute will,
however, guarantee consumers the information upon which they can make informed
choices.

(Statutory)

Recommendation 14: The General Assembly should amend Section 11-23-101, et
seq. to authorize the Banking Board to require trust companies,
through rulemaking, to provide their customers with written
disclosure regarding trust company account fees and a penalty-
free grace period within which to terminate their trust accounts
upon a fee increase.
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Adopt the "Prudent Investor” Rule

Section 11-23-111, C.R.S. provides that "[a] trust company in the exercise of its
fiduciary powers shall be subject to the same duties, liabilities, and penalties as an
individual fiduciary acting in like capacity." Therefore, trust companies performing
fiduciary duties are subject to the "prudent man rule” codified in Section 15-1-509,
C.R.S., which provides:

In the exercise of any of the powers granted in this part 5, a fiduciary has
a duty to act reasonably and equitably with due regard for his obligations
and responsibilities toward the interests of beneficiaries and creditors and
the estate or trust involved and the purposes thereof and with due regard
for the manner in which men of prudence, discretion, and intelligence would
act in the management of property of another.

This standard of care is adopted from the prudent man rule as set out in the Restatement
(Second) of Trusts section 227. However, this rule has been recently revised in
Restatement (Third) of Trusts section 227 (1992) as the "prudent investor" rule. This
rule seeks to eliminate some of the "arbitrary restrictions” which courts have imposed on
trust investment activity and which the Restatement characterizes as unwarranted and
counterproductive. Also inherent in the standard is the realization that trust companies
or professional fiduciaries possess higher standards of skill to which they must adhere.
As lllustration 10 in the Restatement discussion notes:

[A trust company] has a duty to make use of facilities and to exercise a
degree of skill consistent with the facilities and skill possessed, or those
actually or impliedly represented to be possessed, by the trust company.
This would include both professional sensitivity to the duty of caution and
professional sophistication in establishing and implementing an appropriate
investment strategy for the trust for the benefit of [the beneficiary].

Thus, the Restatement has generated an updated standard of care which is aligned with
current knowledge, practice and experience in the modern investment world:

[Tlhe prudent investor rule of this Restatement seeks to modernize trust
investment law and to restore the generality and flexibility of the original
doctrine. The language of the prudent investor rule and the accompanying
Comments in section 227 are thus intended to preserve the law’s
adaptability by confining its mandates to those that seem essential to
prudence (based on traditional duties of care, skill, and caution), to the
protection of fiduciary goals, and to supplying helpful guidance to courts
and trustees. The rule’s mandates are limited to principles that are
supported by general consensus among various theories and that are
adaptable to the differences among various trusts, trustees and their needs
and objectives.
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Essentially, the revised Restatement sets out principles of prudence which reflect that
sound diversification is fundamental to risk management and is therefore normally
required of trustees; that risk and return are directly related, requiring analysis and
decisions; that trustees have a duty to avoid unjustified fees, transaction costs and
expenses; that the fiduciary duty of impartiality requires a balancing of certain elements;
and that trustees may have a duty to delegate.

The new rule is expressed as follows:

Section 227. General Standard of Prudent Investment

The trustee is under a duty to the beneficiaries to invest and manage the funds of
the trust as a prudent investor would, in light of the purposes, terms, distribution
requirements, and other circumstances of the trust.

(a) This standard requires the exercise of reasonable care, skill, and caution,
and is to be applied to investments not in isolation but in the context of the
trust portfolio and as a part of an overall investment strategy, which should
incorporate risk and return objectives reasonably suitable to the trust.

(b) In making and implementing investment decisions, the trustee has a duty to
diversify the investments of the trust unless, under the circumstances, it is
prudent not to do so.

(c) In addition, the trustee must:

(1) conform to fundamental fiduciary duties of loyalty and impartiality;

(2) act with prudence in deciding whether and how to delegate authority
and in the selection and supervision of agents; and

(3) incur only costs that are reasonable in amount and appropriate to the
investment responsibilities of the trusteeship.

(d) The trustee’s duties under this Section are subject to the rule of section

228, dealing primarily with contrary investment provisions of a trust or
statute.
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Adoption of this revised standard of care will protect consumers who rely upon fiduciaries
for investment advice and decisions while protecting fiduciaries from unreasonably
restrictive standards which are counterproductive in today’s market. This rule
fundamentally requires fiduciaries who hold themselves out as experienced and qualified
professionals to adhere to a higher standard of care than their less-experienced
counterparts. It should be noted that adoption of this new standard will affect
institutions other than trust companies and banks, including, for instance, estate
planners.

(Statutory)

Recommendation 15: The General Assembly should amend Section 15-1-509, C.R.S.
to replace the prudent man standard of care with the prudent
investor standard of care as established in Section 227 of the
Restatement (Third) of Trusts.
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IV. The Need to Promote QOrganizational Competence and to Preserve Resources

The limited state of the Division’s automation has been discussed at length elsewhere in
this report and requires no further elaboration. Likewise, the need to preserve and
promote organizational competence is self-explanatory in a Division which assumes the
role of primary regulator for a complex and technical field. The following
recommendations are intended to preserve and promote the Division’s goals to increase
its competence and resources.

Fully Automate Division Functions

When compared with its abject lack of automation five years ago, the Division's
automation capabilities have improved 100%. Having said that, however, perhaps the
most pervasive problem day-to-day problem which the Division encounters is its lack of
an integrated database owing to the Division’s lack of uniform computer equipment and
software. Since some Division staff operate with a Wang system and others with
personal computers, the Division has no central automated base of information. This
deficiency interrupts the productivity and efficiency of each and every Division employee.

The Division will soon receive new equipment which will permit it to be linked up to
DORA’s LAN RS-6000 system. The LAN system is composed of PC’s with uniform
software which will be hooked up to all Division equipment. Therefore, the Division’s
automation problem will be resolved to the extent that it will be operating with one data
base from which information can be accessed.

However, in order to capitalize on this new tool, the Division will have to devote
resources toward developing, rewriting or purchasing applicable software programs. For
example, computerized examination templates for safety and soundness need to be
improved and refined, and specialty examination templates need to be developed. The
Division will also have to devote resources toward the consistent input of information into
an automated data base so that it can be accessed uniformly. If this is done, supervising
examiners will be able to access automated financial information, and field examiners will
be able to download this information onto hard disks and utilize it while conducting on-
site examinations. These tools will help improve the Division’s information resources
while an historical data base is being developed.

The Division’s receipt of new computer equipment which is linked to the LAN system will
permit it to automate many aspects of its operations. |t should aggressively integrate all
systems to the extent possible so that it can more effectively regulate an automated
industry.

(Administrative)
Recommendation 16: The Division should automate all possible functions once it
receives new computer equipment.
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Automate Recordkeeping

The strides which the Division has made in fundamental areas of operation are exhibited
by its incorporation and implementation of a recordkeeping system and associated
policies and procedures. This development is crucial, particularly since the Division is
inundated with paper on a daily basis.

However, staff continues to report inefficiencies which are inherent in a system which
depends on automated list processing and individuals routing paper and files to the proper
place. Sometimes paper ends up on a desk in a logjam; other staffmembers hold onto
files to ensure their ability to locate important material which otherwise might not be
found in its proper place in a timely manner.

These problems can be eliminated by the implementation of an automated imaging
system. This system operates by feeding a document into a machine which scans,
prints, and indexes it into the computer system. All documents which are scanned are
on-line and accessible on computer to all staff, who can conduct computer searches for
documents, bring them up on screen for review, and annotate them if they wish. The
Division will be able, under this system, to scan each piece of paper which it receives or
generates for immediate computer access by Division employees and then to file the hard
copy as appropriate.

Imaging is an option which other divisions in DORA are currently thinking about
incorporating. Although the Division of Banking will be able to incorporate imaging once
it receives its new equipment this summer, it is an expense which the Division will not
be able to shoulder immediately given other priorities. Nevertheless, its implementation
should be given serious consideration, particularly since automation of this function will
increase the accessibility of information, enhancing the Division’s off-site monitoring
function.

(Administrative)
Recommendation 17: The Division should consider improving its recordkeeping
function by using a computerized imaging system.

Increase Training for All Division Employees

Much staff training is conducted on the job. In addition, the Division has implemented
a training program which is predicated upon individual training plans established in
conjunction with most employee PACE plans and upon in-house training which the
Division conducts quarterly. In FY 1992-1993, the Division expended approximately
$20,850 on 1,188 hours of training.
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In addition to these positive efforts, CSBS continues to recommend that the Division
increase its training budget and incorporate or emphasize training in certain areas,
including holding company examinations, a recommendation with which some Division
staff and industry members agree. The Division does not agree that its training budget
should be increased since it can secure free expert training. Nevertheless, in a field in
which new developments are constantly evolving, the Division must continue to provide
its employees with timely information and training.

(Administrative)

Recommendation 18: The Division should increase its training budget and continue
to emphasize staff training, particularly in the areas of
compliance and holding company examinations.

Promulgate Uniform Evaluation Procedures

The Division employs an evaluation technique with respect to safety and soundness
examiners on a frequent basis which should be formalized.

Safety and soundness field examination teams usually consist of one "loan" and one
"detail" person who are charged by the OSM with certain responsibilities. After each
examination, the detail person receives a "special™ written evaluation by the OSM. The
"loan" personis not evaluated after every examination. However, because examiners are
rotated between detail and loan duties, examiners are evaluated on a regular basis in
addition to their annual performance rating and interim progress review.

The Division defends its detail person evaluation policy on the ground that the
performance of this position is critical to the proper functioning of an exam. However,
because the duties for which the detail person is evaluated are difficult and complex,
many examiners perceive that the evaluation policy relative to detail assignments may be
used unfairly against the employee. The special evaluation of the detail person should
continue so long as they are conducted pursuant to Division policy and procedures which
alleviate any perception of arbitrariness.

(Administrative)

Recommendation 19: The Commissioner should promulgate policies and procedures
requiring uniform evaluations of detail persons assigned to an
on-site examination.
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V. Statutory Revisions

The following statutory change proposals have been prepared by the Division of Banking
in cooperation with the Executive Director of the Department of Regulatory Agencies.
Each proposed amendment includes a discussion of the need for the changes and
suggested language, or a recommendation concerning the needed legislative action.

Permit Written Certification of the Authenticity of Division Records

Division employees are required on occasion to appear in court to testify that Division
records which are being offered into evidence are authentic. This procedure has cost the
Division time and money and is unnecessary. The provision which exempts the Division
of Securities from performing this function should be adopted by the Division of Banking.

Recommendation 20: The General Assembly should amend Section 11-2-111(3) to
provide:

"Upon request and at such reasonable charges as she
prescribes, the Commissioner of Banking shall furnish to any
person photostatic or other copies of any document which is
a matter of public record. Such a certified copy may be
introduced in evidence as if it were the original. In any
proceeding or prosecution under this article, and any copy so
certified is prima facie evidence of the contents of the entry or
document certified.”

Modify Banking Board Congressional District Requirement

Section 11-2-102(2)(c) states: "Not more than one banker member of the banking board
appointed pursuant to paragraph (a) of subsection (2) shall be from any one congressional
district, and of the four state bank members and the one industrial bank member and one
trust company member of the banking board, not more than three shall be of the same
major political party."” Subsection (2)(a) refers to the four state bank board members,
while subsections (2)(a.1) and (a.2) refer to the industrial bank and trust company board
members. Nevertheless, the statutory congressional district limitation provision is
ambiguous since it may also apply to the industrial bank representative listed in
subsection (2).
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Clarification of this provision’s application to "state bank” members only will alleviate the
confusion which has apparently resulted whenever the industrial bank member’s seat has
become vacant. Moreover, the clarification as requested will not jeopardize the intent of
the General Assembly, as provided in section 11-2-102(d), that "of the eight members
appointed under this subsection (2), at least one shall be appointed from each
congressional district of the state.”

Recommendation 21: The General Assembly should amend Section 11-2-102(2)(c)
to provide that: "Not more than one state bank member of the
banking board appointed pursuant to paragraph (a) of this
subsection (2) shall be from any one congressional district, ..."

Modify Banking Board Political Representation Requirement

The Commissioner and most of the Banking Board also share the opinion that the political
affiliation requirement in section 11-2-102(2)(c) should apply only to the four state bank
members. State (commercial) banks constitute a large constituency which is represented
by the largest voting block on the Banking Board. Hence, unlike the other board members
who represent small numbers of institutions, there is a danger that this group could form
an homogenous political block which would destroy the balance of representation.

However, the amount of remaining institutions are not numerous enough to warrant
concern over the inequality of political representation. In fact, neither the Commissioner
nor various Banking Board members can recall instances in which the political affiliation
of Board members motivated or influenced Board votes. The Division would like to
simplify the process of replacing board members by eliminating the political representation
requirement for the trust company and industrial bank representatives.

Recommendation 22: The General Assembly should consider amending Section 11-2-
102(c) to provide that the political affiliation requirements of
board members should apply only to state bank members.
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Revise Obsolete Bank Holding Statute

Section 11-6.4-103(7), C.R.S. addresses interstate bank acquisitions and requires out-of-
state bank holding companies to satisfy a federal minimum ratio of total capital to total
assets requirement before acquiring control of a Colorado bank or bank holding company.
However, this ratio, which used to be required and employed by the Federal Bank Holding
Act and the Federal Reserve Board, is now obsolete. This statutory provision should be
amended so that the present requirement is replaced with the standard now employed
by federal legislation or the Federal Reserve Board.

Recommendation 23: The General Assembly should amend Section 11-6.4-103(7) to
replace the obsolete federal minimum ratio requirement with
the proper federal capital standard.

Amend the Division’s Annual Report Requirement

The Division of Banking is currently required to publish an annual report pursuant to
Section 11-2-110, C.R.S. This statute requires the Division to disclose a considerable
amount of information in the annual report, including a tabular statement of condition for
each bank, as well as the text of every rule issued by the Banking Board during the year.
The Division reports that this requirement is one of the most burdensome in the nation,
and that this information is already available to the public in a variety of formats. Further,
publication of this report has become extremely burdensome on the Division since it
requires the efforts of one staffperson, with the assistance of two or three other Division
staff, a period of three to four months to prepare the report. Under these circumstances,
Section 11-2-110 should be revised and patterned after Michigan’s banking statute,
which requires the Division of Banking to publish an annual report on the condition of
state-chartered banks in such form as the Commissioner determines to be necessary and
appropriate.

Recommendation 24: The General Assembly should repeal and reenact Section 11-2-
110, C.R.S. to provide:

"For each calendar year the commissioner shall compile and
publish an annual report in such form and containing such
information as the commissioner may determine necessary to
reasonably summarize the operations of the bureau during such
year."
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APPENDIX 1

SUNSET STATUTORY EVALUATION CRITERIA

Whether regulation by the agency is necessary to protect the public health, safety
and welfare; whether the conditions which led to the initial regulation have
changed; and whether other conditions have arisen which would warrant more,
less or the same degree of regulation;

If regulation is necessary, whether the existing statutes and regulations establish
the least restrictive form of regulation consistent with the public interest,
considering other available regulatory mechanisms and whether agency rules
enhance the public interest and are within the scope of legislative intent;

Whether the agency operates in the public interest and whether its operation is
impeded or enhanced by existing statutes, rules, procedures and practices of the
Department of Regulatory Agencies and any other circumstances, including
budgetary, resource and personnel matters;

Whether an analysis of agency operations indicates that the agency performs its
statutory duties efficiently and effectively;

Whether the composition of the agency’s board or commission adequately
represents the public interest and whether the agency encourages public
participation in its decisions rather than participation only by the people it
regulates;

The economic impact of regulation and, if national economic information is
available, whether the agency stimulates or restricts competition;

Whether complaint, investigation and disciplinary procedures adequately protect
the public and whether final dispositions of complaints are in the public interest or
self-serving to the profession;

Whether the scope of practice of the regulated occupation contributes to the
optimum utilization of personnel and whether entry requirements encourage
affirmative action;

Whether administrative and statutory changes are necessary to improve agency
operations to enhance public interest.

115



APPENDIX 2

BIBLIOGRAPHY
11/6/91 Memorandum by Barbara Walker, "The Dangers in Consolidating the Division of Banking and
the Division of Financial Services"
12 U.S.C. 191 & 1813(c}(3) (1988)
12 U.S.C. 1842(d)(1988)
137 Cong. Rec. S16694 (November 14, 1991)
1988 Report of the State Auditor
82nd Annual Report of the State Bank Commissioner
83rd Annual Report of the State Bank Commissioner
A. Gart, Banks, Thrifts, and Insurance Companies (1985)
General Accounting Office, Information on Nonbank Banks (1986)

J. Macey & G. Miller, The Origins and Future of the Current Crisis, 69 Wash. U.L.Q. 769 {1991)

Am. Banker, S. Klinkerman, Banks Accused of Inflating Compliance Cost Estimates, April 6, 1993, p.1

Banking Agencies Adopt Uniform Interagency Bank Soundness Rating System, [1978-1979 Transfer
Binder] Fed. Banking L. Rep. (CCH) Section 97,451 (May 11, 1978)

Blueprint for Reform: the Report of the Task Group on Regulation of Financial Services {1984),
reprinted in Fed. Banking L. Rep. (CCH) No. 1050 (pt. Il) 23 (Nov. 16, 1984)

Frankel, The Dual State-Federal Regulation of Financial Institutions - A Policy Proposal, 53 Brooklyn L.
Rev. b3, 54-46 (1987)

C. Mercer, Valuing Financial Institutions (1992)

Colorado Bankers Association, Focus on Red Tape Reduction, February 21, 1993

Committee to Review the Functioning of Financial Institutions, 1980 Cmnd. No. 7937, at 289

Comptroller of the Currency, Bank Failure: An Evaluation of the Factors Contributing to the Failure of
National Banks (1988)

Correspondence from Kenneth L. Walker to DORA, dated 3/23/93
Corrigan, "Are Banks Special?" Fed. Res. Annual Report 1982
CSBS Annual Review #2 of the Colorado State Banking Department for 1992

CSBS Profile of State Chartered Banking (14th ed. 1992)

116



D. Gail & J. Norton, The Financial Institutions Reform, Recovery and Enforcement Act of 1989: Dealing
with the Requlators, 107 Banking L. J. 196 (May-June 1990)

DCRA Study/Frank Ford, Colorado Center for Community Development at UCD, March 19, 1993

M. Eddy, Bank-Lending Bias Charged, Denver Post, Apr. 5, 1993, at C-1

December 1991/December 1992 DOB Production Reports

DOB 2/9/93 Memo re: The Impact of Abolishing the Colorado Division of Banking
DOB February 1989 Thirty Point Plan for Effective Bank Regulation

DOB Production Reports

DOB 1992 Annual Review for CSBS Accreditation, March 26, 1993

DORA 1983 Sunset Review of the Division of Banking

DOB November 6, 1992 Memorandum to DORA

DORA January 1993 survey

Executive Summary, Banking and Credit Needs Assessment (December 19, 1991)

FDIC 1989 Annual Report (1990)

S. Labaton, U.S. Bank Insurance: A $4 Billion Hole?, Int’l Herald Trib., Apr. 25, 1991, at 9

Conference of State Bank Supervisors, A Profile of State Chartered Banking (14th ed. 1992)

February 9, 1993 DOB Memo to Department of Regulatory Agencies
U.S. General Accounting Office, Bank Examination Quality {Feb. 1993)
U.S. General Accounting Office, Bank and Thrift Regulation (Feb. 1993)

G. Benston, R. Eisenbeis, P. Horvitz, E. Kane & G. Kaufman, Perspectives on Safe and Sound Banking
(1986)

G. Kaufman & R. Kormendi, Deregulating Financial Services: Public Policy in Flux {1986)

Government Finance Officers Association Committee on Cash Management, Collateralizing Public
Deposits (May 1987)

Hearings before the Subcomm. in Economic_Stabilization of the House Comm. on Banking, Finance, and
Urban Affairs, 102nd Cong., 1st Sess. (1991)(statement of Robert R. Glauber, Under Secretary of the
Treasury)

J. Caskey, Check-Cashing Qutlets in the U.S. Financial System, Fed. Res. Bank of K. C. Econ. Rev.
(November/December 1991)

J. Norton, Capital Adequacy Standards: A Legitimate Regulatory Concern for Prudential Supervision of
Banking Activities?, 49 Ohio St. L.J. 1299 (1989)

117



K. Spong, Banking Regulation: Its Purposes, Implementation, and Effects (3rd ed. 1990)
K. Abraham, Distributing Risk: Insurance, Legal Theory, and Public Policy 14-15 {1986)
E. Kane, The Gathering Crisis in Federal Deposit Insurance 7-27 (1985)

K. Flaming & R. Anderson, "Mortgage Practices in Colorado: A Report to the Public Based on Home
Mortgage Disclosure Act Data and A Community Reinvestment Act Study” (June 1993)

K. Spong, Banking Regulation: Its Purposes, Implementation and Effects (3rd ed. 1990)

N. Novak, The U.S. Bank Crisis: Nothing to be a Fraud Of, 59 Def. Couns. J. 181 (April 1992)

N. Lash, Banking Laws and Regulations: An Economic Perspective (1980)

P. Ferrara, The Regulatory Separation of Banking from Securities and Commerce in the Modern
Financial Marketplace, 33 Ariz. L.R. 583 (1991)

R. Stevens, The Effect of Selected Provisions of the Federal Deposit Insurance Corporation
Improvement Act on Banks and Thrifts, 46 Consumer Fin. L. Q. Rep. 179 (Fall 1992)

R. Harrington, Asset and Liability Management by Banks (1987)

R. Chernow, Bank Reform? What Bank Reform?, Wall St. J., Apr. 19, 1991, at A-1

Scott, The Dual Banking System: A Model of Competition in Regulation, 30 Stan. L. Rev. 1, 32 (1977)

S. Rep. No. 368, 96th Cong., 2nd Sess. 2-6, reprinted in 1980 U.S. Code Cong. & Admin. News 236
B. Hammond, Banks and Politics in America (1957)
E. Symons & J. White, Banking Law: Teaching Materials (2d ed. 1984)

K. Bacon, The New Banking Law Toughens Regulation, Some Say too Much, Wali St. J., Nov. 29,
1991, at A1

The Economic Report of the President (1991}

U.S. Treasury Department, Modernizing The Financial System: Recommendations for Safer, More
Competitive Banks

W. Keeton, The Treasury Plan for Banking Reform, Fed. Reserve Bank of K.C. Econ. Rev. 5, 6
{(May/June 1991)

A. Sametz, The Emerging Financial Industry (1984)
A. Saunders & L. White, Technology and the Regulation of Financial Markets (1986)
D. Fraser & J. Kolari, The Future of Small Banks in a Deregulated Market {1985)

S. Cooper & D. Fraser, Banking Deregulation and the New Competition in the Financial Services
Industry {(1984)

R. Stevens, The Effect of Selected Provisions of the Federal Deposit Insurance Corporation
Improvement Act on Banks and Thrifts, 46 Consumer Fin. L. Quarterly Rep. 179 (Fall, 1992)

118



D. Lehr & M. Whitener, Roadblocks to Bank Derequlation, 42 Consumer Fin. L. Quarterly Rep. 112
(Spring, 1988)

FDIC Banking Review {Spring/Summer 1992)

J. Egan, Banks Aim to Keep Customers by Offering Mutual Funds, Rocky Mountain NEws, May 3,
1993, at b4A

AP, Weakness Found in Regulators, Denver Post, Feb. 17, 1993, at 8A

S. Klinkerman, Banks Accoused of Inflating Compliance Const Estimates, American Banker, Apr. 6, at
1

J. Rebchook, Bank Execs Fined $30 Million, Rocky Mountain News, Jan. 22, 1993, at 45

Reuter, FDIC Closes Fewer, But Bigger Banks, Rocky Mountain News, Jan. 5, 1993, at 48

K. Strietzel, Proposal Would Alter Banking Board, The Capitol Reporter, Jan. 25, 1993, at 11

D. Skidmore, Bank Profits Surge to Record, Denver Post, June 10, 1993, at 3C

J. Rebchook, Consumer Groups Protest Bank Fees, Rocky Mountain News, June 9, 1993, at 43A

S. Raabe, Bank Loses Appeal, Denver Post, May 5, 1993, at 1C

Denver Post, Annual Report -- Banks, Thrifts and Credit Unions, May 2, 1993, Section G

S. Labaton, U.S. Bank Insurance: A $4 Billion Hole?, Int’'l Herald Trib., Apr. 25, 1991, at 9

119



s v

ON SaA ON SOA SOA
‘Areipisqng paumQ-Ajloym e ybnoay) paniwiag abeiexoig aonag-Ing ON ON ON ON SOA
'9|qIss0d si |eaosddy Aiojeinbay Ing ‘wisiig s) me s\ ON ON ON *SOA «SOA
'31q1ss0d ! leroiddy Aioieinbey ing wapg aiy sme) sl ON ON ON ON «SOA
UONIIN 028 uey ] 810N jo sniding pue jeyde)d yum syueg 104 ¥S9A ¥SOA ON S9A SaA

'sanuoyiny Bupjueg aiels Jo uoISSIWIBY YIM

waig ase sme] Bupjueg a1eig ybnoy) penuey .,

‘Aeipisgng e ybnouy) Ao pue syueg JaquIBWUON
Ag AuQ pamojty st Auanoy uds ale sme Bupjueg aleig ybnoy) pemwiey xSOA »xSOA *SOA ON SIA
SOA SAA SaA SaA SAA

‘Aseipisgng e ybnouy) pasjaiax3 eq uen lamod
Ing “ueg ybnouy] semod Jo asioiexg 1081g Bupiaouo) ueyg sy men aleyg *SOA +SOA *SOA *SOA «SOA
‘aoeds jo buises| abejuaasad u) abebua Aew syueq ON ON ON ON ON

‘Aioyiny jusunsaau) Aynbg ybnosy) BIqISSOd 4x

‘pajuesb
8q pinom [eroidde areaipur sanuoyiny Buiyueg 81e1g INg ‘lUBjIS ale sme| kg xSOA SOA »xSOA »xSOA «SOA
ON ON ON SAA SOA
‘Aejpisgng e ybnosyy »SOA +SOA «SOA ON SaA
ON ON ON ON ON
‘Aeipisgng e ybnowyy ON ON ON *SIA *SOA
910N anuaasy uonenNqo )] iing unodsig

jeJaudy) jeeuUlY)
T edpuny
BUIIMIdpuUn ab¥iaN0Ig

2661 ‘1€ HIBWIDIA-ALIHOHLNY SIILIHNDIS MNvE

‘SEN oqe ]

NI
Bl
ai

vO

14
3d

10
00
vO
v

AY
w



ON SOA ON ON SOA WN

‘lenciddy
pue uoneanddy oyoads uQ AjuQ Ing ‘Awoyiny Aemaa ybnosyl 8|qISSOd ««
‘Awoyiny Aemas ybnoiy) eiqissod *¥SOA SOA «sSOA *SOA SOA N
weg ase sme Bupjueg areig . . » * *SOA HN
Wag st me Bupjueg elelg * » * . SeA AN
'suonebiqO [eseusy) JUBWUIBAOY) B0 PUk 31B1S 'S ‘N AUD ON SOA . SaA SOA aN
‘fended u) uolI G$ ISeT 1B Yum Syueg O papwiry »SOA ¥SOA ¥SOA ON ON 1N
ywn ueon |eba syueg jo wexg ay) o1 AuQ pue Aeipisqng B ybnosyy
‘feipisgng e ybnowyy x3SOA »¥SOA ON «SBA SO OW
"S18NSS| JUBWIUIAAOY) |BO0T pPUB 8IBIS ‘|eidped AuQ « SOA SOA . ON ON SW
‘Aeipisgng e ybnowyy ON SaA ON ¥SOA S3A NW
"SUOISIAIPQNS (BI04 PUB JUBWIUIBA0Y) 'S N JO suonebiiqo A0 » ON SOA . SaA SOA W
‘Aoyiny waunseau) Aunbg ybnosy] siqIssod « ¥SOA +SOA «SOA »SOA SAA VN
‘op AR ueg [BUONEN B JOABIBYM « ON ON ON xSOA SOA an
‘Aeipisqng e ybnosyyp ¥SOA +SOA +SOA SAA SOA IN
ON ON ON ON SAA vl
. ON ON ON ON SAA M
‘Aeipisgng e ybnosyp ON *SOA ON «SOA S9N SH
‘Aeipisgng e ybnosyy »S9A »SOA »SOA «SOA SaA Vi
SOI0N ERIVETETY] uoneniqan LENTUGETIS img  wnodsig
[LICITEDS) LYC T )

jediviunpy

BUIMIBPU() abeidoig

2661 ‘1€ HIAW3DIA-ALIHOHLNY S3IILIHNIIS XNNvE

‘oBed Buipecesd wosj penunuod)  SE'R Qe



‘Areipisqng e yBnosy

'06/92/60 aAno8yg aie S9AIY asay) Bumoyy suonenbay
‘Asun rercsddy

91edIpu| sanuoyiny Bumueg ajeig ing Waig a1y sme Bupjueg ajeig
BIBP 1661 1€ JaqwadaQ uo paseg

UBYG a1k smen

Bunueg ‘siqissod s1 Ayanoy Jayisym Jeojoun

‘SaleuBwNNISU| JjBy | pue saousby ‘SIUBWIUIBA0Y)

‘AluQ ‘sanunoag paxoeg-abebuopy

18pIQ Jowosn) up
‘Aeipisgng e ybnosy |

‘Awoyiny waunseau)

Aunb3 ybnoiy) Ao pemoyy eq plnom Aumnov Inq ‘ayg s men ajelg
‘Aloyiny Juswisenu) Aunb3 ybnoay | 8JqISS0d

‘ssauisng Bunumiapun pue Buieaq je10) s, lueipisgng

10 s, 21BNy BY1 Jo WaY Jag Gz uey) asop a1nisuo JoN saoq Bunumsapun
pue Buireag yong jeyy P3PINOL4 senundag ureua) uy jeaqg pue alumIBpun
O1 saueipisang Jo salelyy ybnoay PaniwIad 8Je syueg pasaueyd-aielg

$II0N

¥ »SOA ¥SBA xS3A ¥S9A ¥S9A
x ¥SOA »SOA xSOA xSOA SOA
» *ON *xON +ON xON sON
x ON ON ON ON ON
» » » L L L
x ¥SOA ¥S9A ON ON ON
. ON SIA ¥SOA ON SaA

ON ON ON ON ON
. SOA S9A ON xSOA ¥SOA
» ON SOA ON ¥SIA SIA

ON ON ON SBA SAA
rx
. *xSOA ¥SOA »¥SOA ¥¥SOA SAA
. *SOA SaA *SOA SOA SOA

SNUAASYH uoneniqo $3WIN33S g Junodsig
[L2C1IETS) |eJouan
jediiunpy
buniamiapun ELLIERTOTE]

2661 ‘L€ HIAWIDIA-ALIHOHLNY S31L1HNI3S MNvE

X1
N1

as
«0S

Hd
vd
HO
O
HO
aN

ON

AN

"eBed Buipesesd woyy penunuo)  'SE' eyqe)



“S8IIAIOY S8 1 NQIYOLd O) S| 301dRId S AIIOYINY BIBIS JUBJIS BJ8 SMET] BlBIS . . . * * M

ON ON ON ON SOA IM
‘Royiny uswisaaul Aunbg ybnoiy) exqissod SO SaA SaA SAA +SOA M
‘Aeipisqng e ybnowyy SOA SaA ON +SOA ¥SBA VM
‘Aeipisqng e ybnosyy ON ON ON ON xSOA VA
"S3NNUT JUSWIUIBAOY) [BO0T] puk alelg ‘[esapad 1oy ANO SaA SOA . SOA SOA 1A
‘Aeypisgng e ybnowyy SAA SOA ON ON #SOA n
$IION INUIATY (1L T Te) B/PNSSS ing  Wunodsig
jeJoueY) LIETET )
jedioiunyy
BUNIAISPUN ab¥iavoIg

2661 ‘1€ HIGWIDIA-ALIHOHLAY SIILIHNDIS MNVE

‘eBed Buipeceid wos penunuo)  "SEN ey



Table 1.2

SELECTED STATE-CHARTERED BANK* EXPANDED ACTIVITIES: STATE AUTHORIZATICN

OECEMBER 31,

DN e LN -

Expanded activities above those permitted national b
holding company act. Extent of practice unknown.

Through a subsidiary.

Laws are silent, but regulatory approvai is possible.
Possible through equity investment authority.
Possible through leeway authority.

Only in towns with less than 200,000 population.

1991

anks and bank holding companies under the bank

Permitted in towns with a Population of less than §,000.
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COLORADO DIVISION OF BANKING

Date Issued: 6/02/89
P CY NO. 80-1
OL1 E—— Date Revised: 6/30/93

TITLE: RISK-BASED EXAMINATION SCHEDULING

1. PURPOSE:

2. REFERENCE:

3. TERMS
DEFINED:

To establish the types and frequencies of examinations to be
conducted by the Division of Banking based upon the condition
of the institution, commencing June 30, 1993.

.

CEEE TR

oo
nmnnnunnmvmnoon

11-2-108(1) and (1.1)
11-6.5-106(1)
11-10.5-109(3)
11-22-109(1)( and (1.1)
11-23-117(2) and (3)
12-20-109

12-52-110

5-3-506(1) and 5-6-105

.

.

Financial Institution

For the purposes of this policy, the term financial
institution refers to commercial banks, industrial banks,
trust companies, money order companies, debt adjustors, or
EDP servicers.

Area of Examination

The term area of examination refers to safety and
soundness, EDP, PDPA, escrow bank, UCCC, trust department,
money order, or debt adjustor examinations.

Rating

The composite rating derived from the rating systems
commonly used by the state and federal regulators for
various areas of examination. Composite ratings range from
1 to 5, with 1 being the best and 5 being the worst.

Scope of Examination

1. Full Examination. An on-site examination that covers
all aspects of the area being examined in sufficient
depth to assign a new rating. A full examination
includes participation in a joint examination. 1In
extraordinary circumstances, and with the approval of
the Commissioner, a recent federal regulator full
examination can be substituted for a state mandatory
full examination.

2. Target Examination. An on-site or off-site examination
that covers less than the full examination. A rating
will not be assigned at a target examination. The

-4 >
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POLICY NO. 80-1

scope of a target examination can vary widely from
examination to examination. It may cover almost
everything in a full examination or be limited to a
single item that requires only a few hours to ' review.

The scope for a safety and soundness examination will
be predetermined via discussions between the examiner
in charge of the examination and the Group Leader

responsible for the institution being examined. The
scope of all other examinations will be predetermined
via discussions between the examiner in charge of the
examination and that examiners direct supervisor.

E. Type of Examination

1. Mandatory Examination. An examination that this policy
requires be completed at specified intervals.

2. Discretionary Examination. An examination, either full
or target, that in the opinion of the Division of
Banking Staff, needs to be completed to enhance
regulatory oversight.

4. POLICY: A. Mandatory Examinations

Examinations of specific areas will be conducted based upon
the rating of that area existing in the financial
institution at the most recent (state or federal)
examination.

Generally, when different areas of examination of the same
institution are mandated for completion in the same fiscal
year, these examinations will be conducted concurrently.
The mandate date of the safety and soundness examination
will be the key factor in determining the actual date of
these concurrent examinations.

1. Safety and Soundness Examinations

Mandatory safety and soundness examinations at
commercial banks, industrial banks, and depository
trust companies will be based on the following criteria

CONDITION EXAMINATION TYPE

New

Charter/

Conversion Target examination within the first 60 days

of operation as a state charter. This
examination should focus on seeing that the
new institution gets off to a good start and

Page 2 of 10
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Change of
Control

Most Recent

on establishing a working relationship between
the institution and the Division of Banking.

A target or full examination by a federal
regulator may be substituted for this target
examination if the federal regulator’s
examination is conducted, or scheduled for the
near future, within the first 60 days of as a
state charter. 1If a federal regulator’s
examination is substituted for this target
examination, the Group Leader responsible for
the institution shall visit the institution
within the first 90 days of operation.

Full examination within the first 12 months of
operation as a state charter.

Full examination within the first 90 days of
the change unless the Division of Banking’s
knowledge of the new ownership reflects
satisfactory management and financial
performance.

CAMEL Rating

1l or 2

4 or S5

Full examination no less than every 3 years.

Target examination any time during the
three-year period. A full examination
completed by a federal regulator may be
substituted for this target examination.

Full examination no less than every 2 years.
Target examination any time during the two-year
period. A full examination completed by a
federal regulator may be substituted for this

target examination.

Full examination no less than every 12 months.

2. Safety and Soundness Examinations of Non-Depository
Trust Companies.

Mandatory safety and soundness examinations at
non-depository trust companies will be based on the
following criteria:
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CONDITION

EXAMINATION TYPE

New
Charter

Change of
Control

Most Recent
CAMEL Rating

1 or 2

4 or 5

Target examination within the first 60 days of
operation. This examination should focus on
seeing that the new institution gets off to a
good start and on establishing a working
relationship between the institution and the
Division of Banking.

Full examination within the first 12 months of
operation.

Full Examination within the first 90 days of
the change unless the Division of Banking’s
knowledge of the new ownership reflects
satisfactory management and financial
performance.

Full examination no less than every 2 years.

Target examination any time during the two-year
period.

Full examination no less than every 12 months.
Full examination no less than every 12 months.

Target examination any time during the 12 month
period.

3. EDP Examinations of Independent EDP Servicers.

Mandatory EDP examinations at independent EDP Servicers
(no common ownership of servicer and serviced banks)
will be based on the following criteria:

CONDITION

EXAMINATION TYPE

New
Servicer

Target examination within the first 60 days
that services are provided to a regulated
institution. This examination should focus on
seeing that the new institution gets off to a
good start and on establishing a working
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Control
Change

Most Recent
EDP Rating

1l or 2

4 or 5

relationship between the institution and the
Division of Banking.

A target or full examination by a federal
regulator may be substituted for this target
examination if the federal regulator'’s
examination is conducted, or scheduled for the
near future, within the first 60 days that
services are provided to a regulated
institution. If a federal regulator’s
examination is substituted for this target
examination, the Group Leader responsible for
the institution shall visit the institution
within the first 90 days of operation.

Full examination within the first 12 months
that services are provided to a regulated.

Full examination within the first 90 days of
the change unless the Division of Banking’s
knowledge of the new ownership reflects
satisfactory management and financial
performance.

Full examination no less than every 24 months.
Full examination no less than every 18 months.
Full examination no less than every 12 months;
Target examination any time during the 12 month
period. A full examination completed by a

federal regulator may be substituted for this
target examination.

4. EDP Examinations of Non-Independent Centers.

Mandatory EDP examinations at commercial banks,
industrial banks, and trust companies which are not
independent servicers will be based on the following
criteria:
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Target examination within the first 60 days of
operation. This examination should focus on
seeing that the new institution gets off to a
good start and on establishing a working
relationship between the institution and the

A target or full examination by a federal
regulator may be substituted for this target
examination if the federal regulator’s
examination is conducted, or scheduled for the
near future, within the first 60 days of
operation of the center. If a federal
regulator’s examination is substituted for this
target examination, the Group Leader
responsible for the institution shall visit the
institution within the first 90 days of

Full examination within the first 12 months of

CONDITION EXAMINATION TYPE

New EDP

Center
Division of Banking.
operation.
operation.

Change of

Software or

Management

Most Recent
EDP Rating

1l or 2
3

4 or S

Full examination within the first 90 days of
the change unless the Division of Banking’s
knowledge of the new ownership reflects
satisfactory management and financial
performance.

Full examination no less than every 3 years.
Full examination no less than every 2 years.

Full examination no less than every 12 months.

5. oOut-of-State EDP Servicers

Mandatory examinations of out-of-state EDP servicers

will be
reports

conducted off-site by reviewing examination
from other regulators as such reports are

received.
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6. PDPA Examinations
Mandatory PDPA examinations at commercial banks and
industrial banks will be based o6n the following

criteria:

CONDITION EXAMINATION TYPE

New :

Certificate Target examination within the first 60 days of
accepting public deposits. This examination
should focus on seeing that the new institution
gets off to a good start and on establishing a
working relationship between the institution
and the Division of Banking.

Most Recent
CAMEL Rating

1, 2 or 3 Target examination no less than every 3 years.

4 or 5 Full examination no less than every 12 months.

7. Escrow PDPA Examinations

Mandatory escrow PDPA examinations at PDPA escrow banks
will be based on the following criteria:

CONDITION EXAMINATION TYPE

New :

Certificate Target examination within the first 60 days of
acting as a PDPA escrow bank. This examination
should focus on seeing that the new institution
gets off to a good start and on establishing a
working relationship between the institution
and the Division of Banking.

Existing
Escrow
Bank Full examination no less than every 3 years.

8. UCCC Examinations
Mandatory UCCC examinations at commercial banks and

industrial banks will be based on the following
criteria:
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CONDITION

New
Charter

Most Recent
UCCC Rating

1l or 2
3

4 or 5

EXAMINATION TYPE

Target examination within the first 60 days of
operation as a state charter. This examination
should focus on seeing that the new institution
gets off to a good start and establishing a
working relationship between the institution
and the Division of Banking.

Full examination no less than every 3 years.
Full examination no less than every 2 years.

Full examination no less than every 12 months.

9. Trust Department Examinations.

Mandatory trust department examinations at commercial
banks will be based on the following criteria:

CONDITION

EXAMINATION TYPE

New Exercise

of Powers

Target examination within the first 60 days of
exercise of the new power by the institution.
This examination should focus on seeing that
the new institution gets off to a good start .
and on establishing a working relationship
between the institution and the Division of
Banking.

A target or full examination by a federal
regulator may be substituted for this target
examination if the federal regulator’s
examination is conducted, or scheduled for the
near future, within the first 60 days of
exercise of the new power by the institution.
If a federal regulator’s examination is
substituted for this target examination, the
Group Leader responsible for the institution
shall visit the institution within the first 90
days of operation.

Full examination within the first 12 months of
exercise of the new power.
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Most Recent
Trust Rating

1, 2 or 3 Full examination no less than every 3-.years.

4 or 5 Full examination no less than every 12 months.

10. Money Order Company Examinations
Mandatory money order company examinations will be
alternating on-site full examinations, off-site review

of other regulator’s report(s), and off-site review of
CPA audit reports on a 3 to 5 year cycle.

11. Debt Adjustor Examinations

Mandatory debt adjustor examinations will be based on
the following criteria:

CONDITION EXAMINATION TYPE

New

Charter Target examination within the first 60 days of
operation. This examination should focus on
seeing that the new institution gets off to a
good start and on establishing a working
relationship between the institution and the
Division of Banking. Full examination within
the first 12 months of operation.

Change of

Control Full examination within the first 90 days of
the change unless the Division of Banking’s
knowledge of the new ownership reflects
satisfactory management and financial
performance.

Existing

Company Full examination every year.

B. Discretionary Examinations

The scheduling and scope of a discretionary examination
will be determined by the Commissioner or his/her designee
with input from the Division of Banking staff and will be
based on off-site monitoring or on any other information
that indicates a problem or potential problem requiring a
discretionary examination.
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APPROVED: &MWD) J-Z’“b&t%(’}] ‘{"//7/‘?13}

All financial institutions will be monitored continually on
an off-site basis, to include review of the following:

- Call Reports,

- Other supervisory agency reports,

- Third-party examination and commentary reports, and
- Computer—-based trend analysis.

Anything in the on-going off-site monitoring or examination

programs may trigger a discretionary full or target
examination.

Industry Distribution Yes X No

Chairman, 7 % Date

State Banking Board
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READER RESPONSE FORM

TO: Colorado Department of Reguiatory Agencies
Office of Policy and Research
1560 Broadway, Suite 1550
Denver, CO 80202

RE: Sunrise/Sunset Report on
{Report Title and Date)
FROM:
Your Name and Address
DATE:

| have read your report and found it:

Excellent Good Fair Poor

Here are my suggestions for improving the report:

The report was thorough in its coverage of the subject:

Yes No

Comments:

The report was fair in its treatment of the issues:

Yes No

Comments:

Thank you for your response. We hope you found our report useful.

Revised June, 1993.





