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Memorandum	 Farm Credit Administration 
1501 Farm Credit Drive 
McLean, Virginia 22102-5090 

May 15,1998 

To:	 Eldon Stoehr 
Inspector General 

From:	 Marsha Pyle Martin 
Chief Executive 0 

Subject: Final Draft of Audit #97-03, FCA's Use of Enforcement Actions 

Thank you for the opportunity to comment on the final draft report entitled "FCA's Use of 
Enforcement Actions" (report). I am pleased with your conclusion that the Farm Credit 
Administration's (FCA) enforcement actions have, for the most part, been effective. 
Notwithstanding this conclusion, improvements should be made and, as noted in the attached 
memorandum from Roland Smith, management agrees with the recommendations contained in 
the report. 

I am not inclined to delegate authority for some enforcement actions now held by the FCA 
Board any further as discussed on page 4 of the report. Our process is designed to ensure the 
Board's understanding and support of each recommended enforcement action. There should 
be no reason the Board involvement would slow this process down in any way. I would expect 
that the level of preparation required for presentation of an enforcement action to the Board 
would be standard operating procedure. 

Should you have questions or wish to discuss the response, please contact me or Roland. 

Attachment 

Copy to:	 James Ritter 
Roland Smith 
Tom McKenzie 
Jean Noonan 
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Memorandum	 Chief Examiner's Office 
Farm Credit Administration 
1501 Farm Credit Drive 
McLean, Virginia 22102-5090 

FC~ 
FAAW CIIEOlT ACWINISTMrION 

May 12,1998 

To:	 Marsha Pyle Martin 
Chairman and ChiefExecutive Officer 

From:	 Roland E. Smith, Chief Examiner 
Office of Examination 

Subject:	 Response to Office of Inspector General Audit #97-03 
FCA's Use ofEnforcement Actions 

We received a copy of the Final Draft, dated Apri130, 1998, of the above-mentioned report. We 
believe each of the recommendations of the Office of the Inspector General (OIG) has merit and, 
thus, were incorporated in the Office of Examination's (OE) operations and procedures for 
enforcement actions earlier this year. Weare in the process of documenting these procedures to 
reflect these changes. The following response addresses the recommendations contained in the 
audit. 

Recommendation 1: The Agency should eliminate the use of supervisory letters as· 
enforcement documents: 

We agree with the recommendation and had changed operating procedures when the 
enforcement function was transferred to OE in January 1998. 

The us~ .of supervisory letters, prior to the transfer of the enforcement function to OE's Special 
Examination and Supervision Division (SESD), was used by the EnforceIIlent Division as an 
indication to an institution's board of directors that conditions existed in the institution serious 
enough to require more than normal monitoring and/or supervision. The use of these letters was 
a decision of the Chief of the Enforcement Division as recommended by staff. With the transfer 
of the function to SESD, we believe the benefits that were gained using supervisory letters can 
be obtained more efficiently within the examination and oversight process carried out by OE 
field offices. The audit states that the Regulatory Enforcement Committee (REC) used 
supervisory letters in the past as warnings and to exert pressure on institutions to correct 
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weaknesses identified in Reports of Examination. Nonnally, the use of supervisory letters did 
not include a decision by the REC. 

OE Approach 

Since the enforcement function has been placed in OE, the use of supervisory letters as described 
in the audit has been eliminated. The letter to a System institution board chainnan included in 
the Agency's Report of Examination is the vehicle to infonn the institution board of matters 
serious enough to require corrective action and more than nonnal monitoring and supervision. 
The responsibility for monitoring an institution's progress will reside with the applicable field 
office under the supervision of the OE Field Office Director. We believe this will result in a 
more efficient and effective process, streamline reporting and communications, and improve the 
timelines for obtaining corrective actions from institutions. 

Recommendation 2: Criteria should be established for determining when termination of 
enforcement actions should occur and institutions returned to a normal level ofsupervision. 

While we agree with the overall intent of the recommendation, it is difficult to establish specific 
criteria for tennination of enforcement actions. Some articles included in an enforcement 
document can be very specific, and some need to be somewhat less specific. To correct an 
unsafe and unsound practice, a very specific article can generally be utilized. However, to 
correct an unsafe and unsound condition, the wording of an article and timeframe required to 
effect corrective action may often need to be much less specific, and time needed to correct the 
condition can vary greatly and depend on the commitment of management and board. Wording 
of enforcement actions placed on System institutions is such that either party can make 
amendments and/or modifications to the requirements of individual articles for cause. In fact, 
much of the presentation time of an enforcement document to a board of directors is spent 
negotiating the wording of articles. This is necessary so that what is required of the institution is 
clear to both partie~. Each party must be satisfied that remedial change can and will take place. 

The Agency's Financial Institution Rating System (FIRS) sets supervisory levels of concern for 
institutions. With composite ratings of 3, 4, or 5, the level of monitoring and supervision is 
increased. The CAlYfELS factors, except "M," are generally objective in nature. The 
management factor is -I!lUch more subjective and can affect ratings for the other factors. 
Nonetheless, the component ratings for assets, capital, earnings, liquidity, and sensitivity to 
market risk include objective criteria that quantitatively measures the institutions' position 
relative to specific performance data. This criteria, commonly referred to as the FIRS 
benchmark¥-defines the ranges of operating perfonnance for critical elements of these 
component factors that will be used to help determine when perfonnance achieves an acceptable 
level. Accordingly, this and the management component benchmarks will be used to help 
detennine when results have been sufficient to consider removing the enforcement action. 

When staff presents an enforcement document, institution boards often ask when the document 
will be lifted. The response is that as soon as the condition of the institution improves to a point, 
no unsafe or unsound condition exists, violations (if any) of law or regulations have been 
corrected, and the board and management have demonstrated they can handle identified 
weaknesses in the normal course of business without the need of a remedial action, the action 
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will be recommended for termination. We hope that the end result of placing an enforcement 
action will be the correction of unsafe and or unsound conditions or practices in a reasonable 
time. However, many variables come into play when looking into the future condition of a bank 
or association, such as the economy (local, regional, national, and global), weather, Government 
programs, administration of credit, availability of new business, loan growth rate, and the 
capacity of the institution-to recover financially. Management can control only some of these 
variables. 

The Agency has established a 3-year period as a performance measure (standard) for evaluating 
our performance in dealing with enforcement actions. Presently, the 3-year performance 
measure is reasonable to assume. With all controllable factors being adequately addressed and 
no new unsafe or unsound conditions becoming evident, a System institution can assume that an 
enforcement document should be lifted within 3 years. Some documents can be lifted sooner; 
some documents will remain longer. We believe the FIRS benchmarks provide sufficient criteria 
that defines when institutions have reached a level of condition and performance that would 
prompt consideration to terminate an enforcement action. Accordingly, OE's operating 
procedures will incorporate this criterion to better define when institutions should return to a 
normal level of supervision. 

Recommendation 3: The Agency should review its reporting requirements for institutions 
under enforcement actions and eliminate any that are duplicative or non-essential 

We agree that, as a general rule, internal FCA distribution should be an Agency responsibility. 
OE's operating procedures will incorporate this concept. 

When the Agency first obtained enforcement powers, institutions under action were required to 
report actions completed to comply with the articles of the enforcement documents to the 
Enforcement Division and the OE field office responsible for the examination of the institution. 
This reporting was deemed necessary due to the financial and credit condition of institutions in 
the System and the ~ck of internal controls that existed in many System institutions. As System 
institution boards of dIrectors and management improved their oversight of operations, credit and 
economic conditions improved, and as the Agency's process of examination has evolved, the 
majority of reporting has been to a single Agency contact, most often the OE field office. 

OE Approach 

Now that the enforcement function resides in OE, even though purposefully kept separate and 
apart from the examination function, reporting by an institution under enforcement action to the 
field officeis-more appropriate. This is because the responsibility to measure the compliance to 
requirements of an enforcement action resides at the field office leveL Reporting requirements, 
however, will continue to be assessed on a case-by~ase basis. If the condition of a System 
institution under enforcement action is such that monitoring by SESD is necessary, information 
that has been submitted to the field office will be forwarded to the SESD enforcement examiner 
in McLean. Additionally, if an institution fails to respond appropriately to the field office, 
consideration will be given to transferring oversight of the enforcement -action to the 
enforcement examiner in SESD. 



AUDIT USER RESPONSE QUESTIONNAIRE 

Audit Report Title: FCA's Use of Enforcement Actions Number: A97-03 

Respondent's Name: Telephone: 

Respondent's Office: Today's Date: 

Strongly Strongly 
Agree Disagree 

Circle the number that best describes Quality ofthe Audit Work and Report 
your response to the question. 

l. The audit report clearly indicates what areas were reviewed. 45 3 2 1 
2. The audit report was clear, logical and understandable. 5 4 23 1 

.)"3. The audit recommendations, if any, were appropriate to the conditions and are 5 4 2 1 
achievable. 

4. The OIG staff conducting this audit were professional, knowledgeable and 5 4 2 1 
objective. 

3 

Relevance to Your Work 

l. The audit report was timely for your purposes. 5 4 3 2 1 

2. The areas addressed by the audit were of concern to your office.
 5
 4
 2
 1
3
 

3. Your comments, if any, were fairly stated and adequately addressed. 4 1 

Please add any explanatory comments here, particularly for those rated 1 or 2: (Use an additional sheet if necessary.) 

5 23 

Please return this form to: 
- FCA Office of Inspector General 

1501 Farm Credit Drive 

McLean, VA 22102 

Ifyou would like to discuss your responses with the DIG, check the box and be sure 

to include your telephone number at the top o/this/orm or call us on 703/883-4030. D 


