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Bank regulation refers to the written rules that define acceptable behavior and conduct for finan-
cial institutions. Bank supervision refers to the enforcement of these rules. Federal and state gov-
ernments have long been involved in regulating and supervising banks with the aim of maintaining 
the banking system’s safety and soundness. This policy brief discusses how bank regulation and 
supervision has evolved over time.

Some Historical Context on Bank Regulation and Supervision
The core components of US capital markets have long included the commercial banking industry 
and a vibrant securities market for equity and bonds.1 Since the nation’s founding, the commer-
cial banking industry—because of its central role in both the payment and lending systems—has 
received special attention from both state2 and federal governments. Throughout this time the 
industry’s performance has been volatile,3 often placing it at the center of recurring economic 
and financial crises. This volatility has led to an ever-greater role for the federal government in 
overseeing industry operations and business conduct.4

The federal government’s role in bank supervision and regulation began with the National Bank 
Act of 1864, which created the Office of the Comptroller of the Currency (OCC) to charter and 
supervise banks with federal charters.5 The federal government’s role in supervising banks ex-
panded with the Federal Reserve Act of 1913, giving the Federal Reserve Board authority to su-
pervise state banks that chose to be members of the Federal Reserve System.6 With the Banking 
Act of 1933, the Federal Deposit Insurance Corporation (FDIC) was created, and, in addition to 
insuring bank deposits, the FDIC was given authority to supervise state-chartered banks outside 
the Federal Reserve system.7

Throughout the 19th century, bank regulation and supervision tended to focus on two key policy 
areas designed to restrict excessive risk-taking by bank owners. The first policies were in regards 
to equity capital requirements and required bank owners to maintain a certain level of capital—a 
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source of bank funding, such as bank-owners’ stock, not prone to bank runs—to absorb bank loss-
es.8 The second was contingent liability, which required bank owners to pay at least some of the 
costs associated with bank creditor losses when banks failed. Contingent liability was successful, 
but regulators eliminated it after the Great Depression due to faulty thinking at the time. Regula-
tors erroneously attributed the thousands of bank failures during that period to the ineffective-
ness of contingent liability, even though emergency lending from the Federal Reserve was the real 
reason the weak banks didn’t close early and thereby failed.9

Bank Supervisors
Today, both state and federal bank supervisors exercise significant control over how banks oper-
ate. They have the authority to examine operations, oversee management and director actions, 
and monitor compliance with the laws and regulations. Over time, this process has evolved into 
“risk-based” supervision, focused on Capital adequacy, Asset quality, Management, Earnings, 
and Liquidity and Sensitivity to market risk, which is summarized into what is referred to as 
the CAMELS rating.10 The largest banks have on-site, full-time federal supervision personnel to 
monitor bank activities. A bank that receives a poor CAMELS score can be submitted to formal 
supervisory actions and to restraints on its activities until its performance ratings improve. 

Levels of Supervision 
Supervisors monitor banks at a micro and macro level. Macro-level supervision sets supervisory 
policy and industry standards for resilience, such as equity capital amounts, liquidity standards, 
and loan concentration limits. The Federal Reserve, OCC, and FDIC each set macro standards 
for the banking industry. Each also supervises the industry at the micro level through on-site ex-
aminations to determine if a given bank is conducting its activities in a safe and sound manner. 
Micro-level supervision refers to a bank’s on-site examination of operations, during which time 
the CAMELS ratings are determined. 

Bank supervisors examine thousands of banks annually, assuring that banks are run soundly and 
enhancing public trusts in the industry. However, supervisors are not error proof. For example, 
when inflation rose quickly in 2021 and 2022 and the Federal Reserve began rapidly increasing 
interest rates, many banks began experiencing significant losses in their government securities 
portfolio.11 Since such losses were spread throughout the industry, the regulators were slow to 
distinguish which banks were most at risk.

Three large regional banks, starting with Silicon Valley Bank, failed in 2023, surprising both the 
regulators and the public. In response, regulators invoked a systemic risk exception to guarantee 
all bank deposits. For those who looked at the data leading up to these failures, however, it was 
clear that the market value of capital for each of these banks had already been deteriorating in 
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2022.12 This leads to one of the most controversial topics in banking: How much capital should 
investors provide to maximize industry resilience against unexpected financial shocks?

Bank Capital Regulation
One of the key components of macro-prudential supervision is the setting of minimum capital 
standards. Bank capital is the amount of investor money required to fund a bank’s activities. The 
idea is that should a bank fail, bank capital investors will absorb losses before uninsured deposi-
tors, the FDIC, or taxpayers do. Capital is the most stable funding, and the more investor capital the 
industry uses to fund itself, the less likely the industry is to experience a crisis, and the less costly 
a bank failure will be to the FDIC and to taxpayers. Unfortunately, since the 1988 Basel Accords, 
establishing acceptable capital requirements has become extraordinarily complex and opaque and 
currently accounts for nearly 20 percent of the industry’s regulatory volume.13

There are two principal means by which supervisors and the market measure the adequacy of 
bank capital:14

1. The leverage ratio. This is equity capital divided by total assets. It is a long-accepted and 
easily understood measure of capital. The leverage ratio lets the user know how much 
capacity a bank has in order to absorb losses without entering insolvency.

2. The risk-weighted capital ratio. Designed by regulators, this is equity capital divided by a 
total asset measure, which is supposed to reduce (or increase) the asset measure if a bank 
invests in assets deemed more (or less) risky by the regulator. The aim of risk-weighted 
capital ratios is to reduce the amount of capital needed to cover expected losses on those 
assets. However, the process of estimating appropriate risk weights for each asset class 
is highly complex, opaque, and difficult for the public to understand, and sometimes the 
risk weights fail to appropriately measure actual risk.15

Thus, in addition to the question of how much capital is enough,16 there is also controversy re-
garding which capital measure is best: the risk-weighted capital ratio or the leverage ratio. Since 
the 1990s, regulatory authorities have focused on risk-weight measures as opposed to the lever-
age ratio due to political compromise in order to get more countries to sign onto the new capital 
regulation. However, over the last 30 years, regulators have continually revised the risk-based 
measures due to shortcoming arising from the unintended distortions that the risk weights create 
because they favor some asset classes over others.

Concluding Comments
Banking has a long history of funding business and government, and the importance of this role 
cannot be overstated. The industry has been an essential part of US economic growth and suc-
cess. However, it also has experienced recurring economic and financial crises, and because of this 
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and its pivotal role within the economy, banking has long been subjected to heavy regulation and 
supervision. Bank capital remains at the center of how banks are regulated and supervised, and it 
will remain a critical issue for bank management, the regulators, and the public.
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