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EXECUTIVE SUMMARY

° Budget cuts as recommended lige Legislative Budget Board need to be
restored to enable the Department to fulfill its responsibilities.

° The Department’'s operations are funded entirelyh®industries it regulates
and are revenue neutral to the State’s budget.

° A continuation of the 35%ransfer authority is requested to enstirat the
public and regulated industries can continue to be served.

° A continuation of theFinance Commission Salary AdministratioRlan is

requested, which has allowéde Department to attra@ndretain competent
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examining personnel.
° A continuation of thecontingency rider is requestedtime event of a dramatic
shift in federal regulatory agencies’ responsibilities, an influx of asstighe

state banking system, or an increase in problem banks.

OVERVIEW OF THE
DEPARTMENT OF BANKING

Mission and Regulatory Responsibility

The primaryresponsibility of the Department is to ensure the safety and soundness
of the state’s banking system.

The mission of the Department of Banking is to maintain a financial regulatory system
for Texasthat: promotes a stableanking environment; providede public with
convenientsafeand competitive bankingind othedegislatively designated financial
services;and allows for economic development within this state. Hgency’'s
philosophy is to providéhe highestquality regulatiorand supervision as efficiently

as possible.

The Department’s regulatory responsibility covérsfollowing entities in Texas, as
of November 30, 1996 except where noted:

Regulated Entity Number of | Total Assets
Entities (in millions)

State-chartered Commercial Banks 448 $51,148*

State-chartered Trust Companies 34 35,042*
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Foreign Bank Agencies 16 33,536

Prepaid Funeral Licensees 480 1,230

Perpetual Care Cemeteries 225 106

Sale of Check Facilities 31 322,300

Currency Exchange Operations 78 $49 I
I

* As of September 30, 1996

|

The banking commissionaerho is appointed by the Finance Commission of Texas, is
the chief executive officer of the Department. The Department performs its mission by
chartering andregulating the activity of the entities under its jurisdiction, and
performing on-site examinations.
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Supervision and Examination of Banks

The state banking system continues to expand in size and consolidate into larger

entities.

Growh of Sae- Charered Banks

Growth in the banking industry i$
attributed to increased lending and $55
an expansion into new products gnd
activities fostered by technologic:
developments and a favorable
regulatory and econom
environment.
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passage of the Texas BankifAgt of 1995. The Act reduced regulatofyurden and
created parity with national banks, while protecting consumers’ interests.

Following changes in federal law, the Department instituted an extended examination
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frequency cycle in 1995 which moved healthy community banks from a twelve-month
to an eighteen-month examination schedul€his policy recognizesthe current
strength ofthe banking system and has assisted the Department in reducing regulatory
burden and trimming supervisory expenses.

Currently, lesgshan 2% of the state banks are problem institutions as compared to 17%
in 1993, relectingthe factthat Texas’ banking system is the best condition it has
been in for many years. Givéhe cyclical nature othe industryand theincreased
globalization of theTexaseconomy, howeverthe banking system isonsidered
vulnerable to a potential downturn the future. The Department monitors the
condition of individual institutions betweemxaminations todetect potential
deterioration. Sincéhe Department functions with minimum ofbudgetarymargin,

the contingency rider is an importai@iol in reacting to anynegativetrend in the
condition of the banking systemwhich may createthe needfor more frequent
examinations.

In fiscal year 1995, the Department of Banking initiated an annual survey of the banks
under its supervision tgaugeits performanceand obtainnformation onthe quality

of its services. While the results of the 1995 survey indicated overall satisfaction with
the Department, the feedback to a 1996 survey showed improvement in administrative
responsiveness. Future surveys will continue to beperformed to ensure that
performance remains on target.

Supervision and Examination of Other Regulated Entities
Strong growth is also evident in both the trust and funeral industries.

High growth in thevolume of fiduciary assets managed $tate-chartered trust
companies is partiallgue to theaging ofthe “babyboomer” generationThis trend,
along with increased sophisticatiamd activity in thisconstituency, is expected to
continue. As a result of sizabtgrowth, the Department developed examination
specialists in this area several years ago.
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The funeral industry hdgkewise experienced growth in volunandvalue of prepaid
funeral contracts and increased perpetual care cemetery sales.

®» |Grow hinPrepad Funeral Contact |
o
) @ Value of PFC Contracts (in millions of $) Q)
S $1,500 — 700 'g
Q < # of PFC Contracts (in thousands) ./. S
1S
_ T 5
£ s
@ — 600 <
o R
8
c $1,000 - 1%)
o o
3) - g
O i - 500 <
LL
o
?_— R _ @)
o LL
- a
% $500 ' ' ' ' ' ' L1 400 5
> D ec. '88 D ec. 90 Dec. 92 D ec. 94 *
** D ec. '89 Dec. 91 Dec. 93 D ec. 95
Grow th nPerpetualC areC em eteries
® $110
“— lﬁTotaIfB in PCC trus
© s$100 | tll
n  $90
c
= $80
E 70
c
%60
Dec'’ 88 D ec.! 90 D ec! 92 D ec! 94
D ec. 89 Dec' 91 D ec' 93 D ec' 95
Administration

Testimony of Catherine A. Ghiglieri
Banking Commissioner of Texas
Presented to the Senate Finance Committee Page 7



The Department’s operations are carefully managed.

Per®onnel is theDepartment’s largest resource, with saland benefits comprising
more than 80% of thagency’stotal expenditures. The Departmemianages its
workforcethrough a detailedtaffingmodel combined with a structured performance
appraisal systemThe staffingmodel ensurethat thenumberandlevel of bank and
trustexaminers are consistent with the agency’s existing and projected workload. Job
postings for senioexaminingpositions are limitecand competitively selected in
recogntion of the workload needs and twoid unnecessary salary expense. Each
employee receives annualperformance appraisal basegonformal standards in

their job descriptions. Any promotion or raise is based upon a defined scoring matrix.

The credibility anagexpertise of the Department relies on the development and retention
of highly skilled examining personnel through extensive formal and on-the-job training.
Apprenticeship lasts approximately five years, after which bank and trust examiners are
commissioned through an internal testing process. Once commissioned, examiners are
considered qualified to independentlyad a bankexaminationand act as team
managers.

The increased consolidaticand sophistication inthe banking industry requires a
smaller but more highly skilledexaminingforce. While overalstaffing levels have
been reduced througmanagedattrition, the mid-level examinationstaff of the
Department’s workforce hdeen recently threatened by higher-than-desirable turnover.
A survey of agency employees in fiscal year 1995 by the School of Social Work of The
University of Texas at Austiindicated an overalhigh level of moraleand job
satisfaction. However, many examiners tire of the high amount of travel required by the
job, creating a challenge foine Department to retain experienced personnel in the
current strong job market.

The Department is nationally accredited by the Conference of State Bank Supervisors.
This distinction, achieved inl993, reflects a high degree of administrative
sophistication and control as well ascellence in supervisioover state-chartered
banking entities. Thagency’s ability tofund its own operations, react tshifting
regulatory responsibilitiesand employ competent professional personnel are also
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important considerations in achieving and maintaining accreditation, which is reviewed
every five years.

Funding and Expenditures

Overhead and personnel costs have decreased and remain entirely covered by
revenue generated from the regulated entities.

The Department’s revenues are derifretn assessmentndfees paid by the entities
underits supervision, with each industry paying its proportional share of the agency’s
expenses. Collections, which are limited by statute to the amount of the Department’s
expenses, have always been sufficient to cover costs.

Bank assessmendse the primary source of revenue for the Department. Assessments
are based on a sliding scale reflecting the institution’s size and condition.

For the past four years the Department has received federal funds to offset a portion of
the costs ofhe currency exchange examination function. The funding was associated
with the agency’'participation inthe HoustorHigh Intensity DrugTrafficking Areas
program, which coordinates statad federal agencies’ efforts tourtail money
laundering. This program h&gensuccessful in shuttindown many questionable
currencyexchangeoperators. Federdlinding is expected tdecline in this area.
Shouldthe Department be unable to locate federal grant monies elsewhere, the cost of
supervision to the currency exchange operators may increase.

Appropriations
Declines in operating expenses are evident in lower appropriations requests.

As the Department has curtailed staffing and consolidated operations to meet trends in
the banking industry, overall expenditures and attendant appropriations requests have
declined. This biennium’sequest complies witthe mandate bythe Governor and
Comptroller for no new growth. The agency has alwd&gpt expensesvithin
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appropriations and made very limited use of its transfer authority.
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DETAILS OF LEGISLATIVE
APPROPRIATIONS REQUEST

Legislative Budget Board Recommendation

The Legislative Budget Boal's (LBB) recommended budget cuts need to be restored
to enable the Department to meié$ responsibilities, and tensure the continued
viability of the state banking system.

If the Department’s appropriations are funded at the reduced level recommended by the
LegislativeBudget Boardthe agencywould be unable toneet its performance goals

due to inadequatinding to meestaffingneeds. The budget cuts would ultimately
threaten the Depanient’s accreditation with the Conference of State Bank Supervisors.
Should theDepartment loose its accredited status, there is a strong likelihood that the
federal banking regulatorarould cease to accepts work in lieu of their own
examinationsthusimposing asubstantial regulatory burden on state-chartered banks.
Facing such &urden, it couldeasonably be expectéldat most viablestate banks
would convert to a national charter. A “nationalization’tlué statebanking system
reduces the Legislature’s control over banking and financial markets in Texas, subjects
the citizens othe state to a potentiflight of capital in a deteriorating economy, and
eliminates the competition and innovation that currently mark the dual banking system.

The Department understands that the recommended cuts are centered in a transfer to the
Attorney General’s Office of $130,000, a lapsed 1996 appropriation of $265,000, and

a reductionfor nonrecurring building charges @&135,000. TheDepartment’'s
appropriations requestasadjusted to eliminate the one-time transfer to the Attorney
General. However, this item isncluded as aransfer fromthe Department to the
Attorney General’©ffice in the LBB’s recommendation fothe AttorneyGeneral’s

Office. Thus,the Department would be required to absorb this additional transfer on

an already reduced budget.

Regarding the lapseti996 appropriations of $265,000, a reductiontios amount
appears unwarranted. The instructionstite 1998-199%ppropriations request
mandated agencies to use the average of 1996 actual expenditures and the 1997 budget
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to calculate dasis forthe 1998-199%equests. Curtailing the current request by the
lapsed appropriations hdbke effect of reducingthe Department’s request by this
number twice.

In fiscal years1995 and 1996, th®epartment incurredhe cost ofrepairing the
construction defects dhe FinanceCommission’sHeadquarters Building to ensure
employeesafety. The Department covered this one-touttay by holding operating
expenseslown as much as possible in orderatmid raisingcosts tothe supervised
entities. For themajority of 1996, theDepartmentheld approximately 14 vacant
positions unfilled in order tdrim expenses. Other cost-cuttingefforts included
curtailment of training exercisesd computemvestments. This short-term strategy
was successfulue to thestrongcondition of theindustryand a related decline in
examination work caused by industry consolidation and the extended bank examination
cycle. Lacking the requested appropriations, the agency will not be able staff back up
to target levels to meatl performance goalsor reinvest in trainingand technology

to ensure continued efficient and effective operations.

Administrative Law Judge

The administrative law judge needs to be accounted for in the legislative
appropriations request of th€inance Commission or returned to the Department
of Banking’s appropriations.

Due to an apparemversightthe LegislativeBudget Board failed taccountfor the
position of the administrative law judge ireither the Finance Commission’s (as
requested) or the Department of Banking'’s (as historically funded) appropriations. The
Commissionrequested thahis position be shifteéfom the Banking Department to

the FinanceCommission irorder to implementhe Texas BankingAct of 1995. The

new Act authorizes the Finance Commission to employ an administrative law judge to
preside over matters relating to the Finance Commission agencies. The administrative
law judge was formerly an employee of the Department of Banking as authorized by the
Texas BankingCode of 1943. However,the performance evaluations have been
performed bythe Finance Commission to avoidany conflict of interest. Since
enactment ofthe Texas BankingAct, the judge hasoperated at thd-inance
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Commission level by hearing cag@®ughtagainstall FinanceCommission agencies.
Each agency bears an amount of the judge’s salary proportional to their relative use of
the judge’s time.

In anticipation of a shift in the judge’s position from the Department of Banking to the
Finance Commissionthe judge’s salary wasexcluded from the Department’s
legislative appropriations request expenditures for 1996, and its appropriations request
for 1998-1999.Thus, ifnot funded by thd=inanceCommission, thimmount should

be added to the Banking Department appropriations.

Supplemental Transfer Authority

Authority to transfer 35% between strategies provides a means for the Department
to respond to changes in work volumes.

The Department requests a continuation of the transfer authority of up to 35% between
strategies to address moderate shifts in resource needs. Because Article IX allows only
25% to be transferred from one appropriation item to another, the Department requests
continuation of aider specifically authorizing the agency to transfer an additional 10%
between items. This flexibility haseeneffectively provided tothe Department over

the lastsix bienniums, and is considered especially critical in the current environment
of potentially volatile operations and minimal operating margins.

For examplethe Department’s corporate applicatiodgsision is operating at full
capacity to procesthe currenthigh volume of bankingpplications within statutory
time frames. Should thevolume of applications continue to increase, the Department
may need taemporarily shiftpersonnefrom the bank and trust examination division
into the corporatarea to ensurthatthe activities of the state banking system are not
brought to a standstill due to satic allocation of appropriated resources. By
maintaining the Department’s current ability to transfer fund$ie agency can
successfully handle an unanticipated influx in related activity and continue to maintain
timely and effective service levels.
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Salary Administration Plan

The highly structured Finance Commission Salary Administration Program has
allowed the Department to attract and retain qualified examiners.

The Finance&Commission Salary Administratidirogram wa®stablished i1989 by

S.B. 607 enacted by the 71st Legislature. The program resulted from a study initiated
in response tahe bankingand thrift crisis ofthe 1980's ofstaffing levels, turnover

rates, education credentiadsid experience levels ahe employees othe Finance
Commission agencies. The consensus athat time was that the state’'s Job
Classifications Actwas not adequately flexible to allowhe Finance Commission
agencies tattract and retain competent employees. Since its enactment, the Program
has been endorsed bgvery Legislaturewith a specific rider inthe General
Appropriations Act.

Under S.B. 607, th&inanceCommission iggiven authority to sethe salaries and
determinethe number of employees fahe FinanceCommission agenciesubject to

the limits of each agency’s total appropriations under the General Appropriations Act.
The Position Classification Act is not applicable to Finance Commission jobs in Group
11 or above.

The FinanceCommission Salary AdministratioRrogram is a highly-disciplined
program with closeversight bythe FinanceCommission. The wide pawpnges for

each salary gup haveesulted in improved control over salaries and upward migration,
by allowing employees to enter and remain in an appropriate pay group longer. Under
the FinanceCommission Program, employees receivdetailed annuaévaluation
baseduponformal job standards for their position. Promotions are restricted to those
situations where the employee actually assumes additional responsibilities.

At its June21, 1996meeting,the FinanceCommission passed a formasolution
supportingandendorsinghe currentSalary AdministratiorPlan,and strongly urging

the 75thLegislature tocontinue to authorize the Planiagegral tothe operations of

the Finance Commission agencies. While the health of the banking system is at an all-
time high, history has provetihat constantwigilance bythe regulators musbccur

during the periods ofhigh growthand expandedctivities if the impact ofanother
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banking crisis is to be minimized.

Contingency Rider

The contingency rider is essential to ensuring that examinations can be performed
in the event of changes in the banking or regulatory system.

Since the ongoing strategies tbke Department of Banking are administered with a
minimum of budgetarymargin, acontingency funding rider tahe Department’'s
LegislativeAppropriations Request remains vital to ensuring that the agency is able to
accomplish its mission in eapidly changing regulatory environment. Tate the
agency has neither requestear spentany ofthe contingency funds appropriated.
Access to the contingency appropriation is formally controlled through the requirement
that the Financ€ommission make a finding dict, and nodisapproval is issued by

the Governor'sOffice of Budgetand Planningand thelegislative Budget Board.
Notwithstanding, anyand allcontingency funds utilizedvould befully funded by
revenue generated by the Department from the regulated entities.

The Department has requested and received a contingency funding rider for the last two
bienniums to medthe possibility of a dramatic shift in its responsibility. The general
circumstances undeavhich the rider might beaccessed are(1) amassivenflux of

assets into thetate system due to conversions or new charters; (2) a substantial decline
in the condition of the entities currently under supervision; or (3) a diversion of federal
regulatory resources or a change in the federal regulatory structure.

The banking industry is in a state of change and increased volatility. While trends are
fairly steady,the potentiakremains for ssubstantial increase ihe volume of state-
charteredbanking assetshrough an acquisition by aexisting state bank or the
conversion of a singleational bank. Volatility is alsevident inthe large difference

In resources required t@xamine healthy institutions(on an eighteen-month
examination cycleyersusproblem bankgon asix-month examination cycle). Thus,

any downwardshift in bank conditions could exponentially expand the Department’s
examination responsibilitgnd attendangtaffing,travel, and equipment costs. Under
these two scenariothe assessmerstructure currently in place would automatically
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generate the additional revenue necessary to cover the increase in regulatory resources
required. Therefore, there would be no effect to the General Revenue Fund.

Because oits utilization of an alternate examination program with the federal banking
authorites, any change in the structure and responsibilities of these entities would also
affect theDepartment. Inthe 1980's, théDbepartmenthad difficulty meeting its
examination mandate whethe FDIC shifted its examiners to addressnking
problems in othelareas ofthe nation. The stability ofthe alternateexamination
program and scope of the Department’s responsibilities under it also remain threatened
by the potential of consolidation of the federal banking regulators, which continues to
be a perennial topic of debate in the nation’s capital. Recent consolidation proposals
include a plan that woulohakeaccredited state banking departments responsible for
examining andegulatingall state-chartered banks, withe possible exception of
problem banksand very large banks. Thisvould approximately double the
Department’'s examination wotrkad in the currenenvironment. Otheproposals
would make state banking departments responsible for examining for compliance with
federal consumaarotection laws (such as the Community Reinvestment Act, the Equal
Credit Opportunity Act, Truth ilending, etc.), whichvould also nearlglouble the
volume of procedures performed by the Department’s staff. Should federal legislation
significantly expand th®epartment’s examinatiomle, theagency would revise its

fee structure if necessary toverthe cost ofperformingthe examination functions
formerly performed byhe FDIC and FederaReserve. Howevethe additionaktost

would be wholly funded by the additional fees; therefore, there would be no effect on
General Revenue.

Imaging Request

The Department requests funding to implement document imaging to enhance
efficiency and responsiveness.

The appropriations request fiiscal yearsl998 and 199@ontains a newstrategy to
develop anmaging system with the primary goal of enhancing the efficiency of current
operations andexpandingthe accessibility of information bythe public. The
Department currently has two staff members substantially devoted to the processing of
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a high volume of openecords requests. In additicime corporaterea handles in
excess of 40@pplications/noticeandapproximatelyl20filings on anannualbasis.
Despite theDepartment's relatively high use ¢échnology for recording internal
analyses and events, this volume of activity creates an enormous amount of paper which
Is both diffcult to store and access. Prompt access is crucial for responding to the high
volume of information requests received by the Department from the regulated entities
and public.
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