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FRB Reports: Supervision and Regulation; Financial Stability

Regulatory Insights:

— Regulatory Transparency: The FRB issues semi-annual reports on Supervision and Regulation and on Financial
Stability in an effort to provide the market and banks continued regulatory transparency.

— Heightened Risk Standards: Top supervisory findings include:

— Large bank governance and controls (approximately 2/3 of outstanding issues)

— [T and operational risks at community/regional banks (approximately 1/3 of outstanding issues)

— Financial Risk Management: [ iquidity and interest rate management a focus in recent supervisory findings
across large banks as well as community and regional banks.

The Federal Reserve Board (FRB) has published two
semiannual reports: 1) the Supervision and Regulation
Report and 2) the Financial Stability Report.

The Supervision and Regulation Report highlights FRB's
assessment of banking system conditions, as well as
regulatory and supervisory developments in 2023 and
priorities for 2024. The Financial Stability Report
presents FRB's current assessment of the stability of
the overall U.S. financial system.

The reports are outlined in detail below.
Supervision and Regulation Report

Highlights of the FRB’s Supervision and Regulation
Report follow.

Banking System Conditions. "The banking system
remains sound overall. Banks continue to report capital
and liquidity levels above regulatory minimums. Earnings
performance has remained solid and in line with pre-
pandemic levels, despite recent pressure on net interest
margins. Deposit declines related to the March banking
stresses have slowed. Loan delinquency rates remain
low overall. However, delinquencies for CRE and some
consumer sectors have increased from their low levels,
and banks have increased credit loss provisions.
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Liquidity and interest rate risks also remain elevated for
some banks, partially attributed to the increased funding
costs and significant fair value losses on investment
securities.”

Regulatory Developments. The report also highlights
regulatory developments since May 2023, including
Interagency releases on proposed rules covering the
Basel Ill capital framework and long-term debt
requirements, guidance on liquidity risks and
contingency funding planning and third party risk
management, and principles for climate-related financial
risk management.

Supervisory Developments. The FRB states that it is
“taking steps to enhance the speed, force, and agility of
its supervision.” This includes assessing banks’
preparedness for managing liquidity, interest rate, and
credit risks, conducting targeted reviews of banks
exhibiting higher risk profiles, and engaging in focused
training and outreach on supervisory expectations for
banks and examiners. In some cases, the agency
initiated continuous monitoring for a small number of
firms with risk profiles that could result in funding
pressures.
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https://www.federalreserve.gov/publications/files/202311-supervision-and-regulation-report.pdf
https://www.federalreserve.gov/publications/files/202311-supervision-and-regulation-report.pdf
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2024 Supervisory Priorities. The report outlines FRB’s 2024 supervisory priorities for large financial institutions (with
$100 billion or more in total assets), community banking organizations (CBOs) (with less than $10 billion in total assets),
and regional banking organizations (RBOs) (with between $10 and $100 billion in total assets). These priorities are
outlined in the table below.

KPMG Regulatory

Large Financial Institutions CBOs & RBOs -
Insights
Capital Credit Risk Capital & Valuations
— Financial risks in the current environment, including: — High-risk loan portfolios and debt

— Interest rate risk
— Market and counterparty credit risk
— Consumer and commercial credit risk

service coverage capacity in a
changing interest rate
environment

Growth & Resiliency

— Risk management practices in credit, market, and interest rate risk — Credit concentrations, particularly Risk Standards
— Implementation of regulatory requirements (e.g., capital for in CRE loan portfolios

counterparty credit exposure rules) — Impact of rising capitalization rates | Security & Privacy
Liquidity and real estate valuation

uncertainty

— Implementation of Current
Expected Credit Losses (CECL) for
CBOs in 2023

Liquidity Risk

— Contingency funding plans

— Liquidity coverage of uninsured

Internal liquidity stress tests
— Contingency funding plans and intraday risk management
— Changes in deposit behaviors and resulting effects on liquidity
positions and risk management practices
— Asset/liability management and stress testing
— Liquidity risk management at foreign banking organization branches
Governance & Controls
— Operational resilience, including cybersecurity, novel banking, and deposits
information technology risks Other Financial Risks
— Third-party vendor risk management — Interest rate risk
— Compliance, internal loan review, and audit — Declines in fair values of securities
— Firm remediation efforts on previous supervisory findings and low tangible equity levels
Recovery & Resolution Planning — Capital adequacy
— Recovery and resolution planning, including biannual resolution plan Operational Risk
review for the G-SIBs — |IT and cyber preparedness
— Remediation of and follow-up on resolution plan shortcomings and — Fintech and banking-as-a-service
exam findings, as necessary activities
— International coordination among global supervisors — Third-party risk management

Report Figures. The report also provided the following data, indicating that the number of outstanding supervisory

findings for large financial institutions, CBOs, and RBOs are increasing.
Figure 15. Outstanding supervisory findings,
CBO and RBO firms
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https://kpmg.com/us/en/articles/2023/ten-key-regulatory-challenges-capital-valuations.html
https://kpmg.com/us/en/articles/2023/ten-key-regulatory-challenges-growth-resiliency.html
https://kpmg.com/us/en/articles/2023/ten-key-regulatory-challenges-risk-standards.html
https://kpmg.com/us/en/articles/2023/ten-key-regulatory-challenges-security-privacy.html

Financial Stability Report

FRB's Financial Stability Report distinguishes between
shocks to, and vulnerabilities of, the financial system,
and primarily focuses on vulnerabilities across four
categories, as well as several near-term risks to the
financial system, each of which is highlighted below.

Overview of financial system vulnerabilities. The report
provides an overview of financial system vulnerabilities
in four areas:

— Asset Valuations: The report states that asset
valuation pressures rose, including in residential
and commercial real estate (CRE), equities, and
Treasury securities since the May 2023 report.

— Borrowing by Businesses and Households: The
FRB notes that vulnerabilities from business and
household debt remain moderate, as measured
by indicators for businesses and households
(e.g., overall leverage, interest coverage ratios
(ICRs), household debt, mortgage credit risk,
and general consumer credit risk).

— Leverage within the Financial Sector: The FRB
states that the overall banking system remains
sound, but declines in fair value of assets at
some banks remain sizable and leverage at
nonbanks remains elevated.

— Funding Risks: Overall, the report states that
there remains a high level of liquidity in the
banking industry. However, structural
vulnerabilities (e.g., rapid outflows/runs) persist
at money market funds, other cash
management vehicles, and stablecoins, and
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liguidity risks persist in bond mutual fund asset
holdings and with central counterparties amid
interest rate volatility.

Near-Term Risks to the Financial System. The FRB
highlights possible interactions between the existing
vulnerabilities and the following near-term risks to the
financial system:

— Potential slowdown in economic growth which
could pose risks to the financial system and
precipitate strains in CRE.

— Persistent inflation in the U.S. and other
advanced economies, which could pose risks to
the global financial system.

— Further slowdown in Chinese economic growth,
which could worsen financial stresses in China
and strain markets worldwide.

— Worsening global geopolitical tensions, which
could lead to broad adverse spillovers in global
markets.

For more information, please contact Amy Matsuo,
Todd Semanco, or Khuram "KB" Babar.
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https://www.federalreserve.gov/publications/files/financial-stability-report-20231020.pdf
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