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State certified or licensed appraiser 
may not be considered competent sole-
ly by virtue of being certified or li-
censed. Any determination of com-
petency shall be based upon the indi-
vidual’s experience and educational 
background as they relate to the par-
ticular appraisal assignment for which 
he or she is being considered. 

§ 323.7 Enforcement. 
Institutions and institution-affiliated 

parties, including staff appraisers and 
fee appraisers, may be subject to re-
moval and/or prohibition orders, cease 
and desist orders, and the imposition of 
civil money penalties pursuant to the 
Federal Deposit Insurance Act, 12 
U.S.C. 1811 et seq., as amended, or other 
applicable law. 

PART 324 [RESERVED] 

PART 325—CAPITAL MAINTENANCE 

Subpart A—Minimum Capital 
Requirements 

Sec. 
325.1 Scope. 
325.2 Definitions. 
325.3 Minimum leverage capital require-

ment. 
325.4 Inadequate capital as an unsafe or un-

sound practice or condition. 
325.5 Miscellaneous. 
325.6 Issuance of directives. 

Subpart B—Prompt Corrective Action 

325.101 Authority, purpose, scope, other su-
pervisory authority, and disclosure of 
capital categories. 

325.102 Notice of capital category. 
325.103 Capital measures and capital cat-

egory definitions. 
325.104 Capital restoration plans. 
325.105 Mandatory and discretionary super-

visory actions under section 38. 
APPENDIX A TO PART 325—STATEMENT OF 

POLICY ON RISK-BASED CAPITAL 
APPENDIX B TO PART 325—STATEMENT OF POL-

ICY ON CAPITAL ADEQUACY 
APPENDIX C TO PART 325—RISK-BASED CAP-

ITAL FOR STATE NON-MEMBER BANKS: 
MARKET RISK 

APPENDIX D TO PART 325—CAPITAL ADEQUACY 
GUIDELINES FOR BANKS: INTERNAL-RAT-
INGS-BASED AND ADVANCED MEASUREMENT 
APPROACHES 

AUTHORITY: 12 U.S.C. 1815(a), 1815(b), 1816, 
1818(a), 1818(b), 1818(c), 1818(t), 1819(Tenth), 
1828(c), 1828(d), 1828(i), 1828(n), 1828(o), 1831o, 

1835, 3907, 3909, 4808; Pub. L. 102–233, 105 Stat. 
1761, 1789, 1790 (12 U.S.C. 1831n note); Pub. L. 
102–242, 105 Stat. 2236, 2355, as amended by 
Pub. L. 103–325, 108 Stat. 2160, 2233 (12 U.S.C. 
1828 note); Pub. L. 102–242, 105 Stat. 2236, 2386, 
as amended by Pub. L. 102–550, 106 Stat. 3672, 
4089 (12 U.S.C. 1828 note). 

Subpart A—Minimum Capital 
Requirements 

§ 325.1 Scope. 

The provisions of this subpart A 
apply to those circumstances for which 
the Federal Deposit Insurance Act or 
this chapter requires an evaluation of 
the adequacy of an insured depository 
institution’s capital structure. The 
FDIC is required to evaluate capital 
before approving various applications 
by insured depository institutions. The 
FDIC also must evaluate capital, as an 
essential component, in determining 
the safety and soundness of state non-
member banks it insures and super-
vises and in determining whether de-
pository institutions are in an unsafe 
or unsound condition. This subpart A 
establishes the criteria and standards 
the FDIC will use in calculating the 
minimum leverage capital requirement 
and in determining capital adequacy. 
In addition, appendix A to this subpart 
sets forth the FDIC’s risk-based capital 
policy statement and appendix B to 
this subpart includes a statement of 
policy on capital adequacy that pro-
vides interpretational guidance as to 
how this subpart will be administered 
and enforced. In accordance with sub-
part B of part 325, the FDIC also must 
evaluate an institution’s capital for 
purposes of determining whether the 
institution is subject to the prompt 
corrective action provisions set forth 
in section 38 of the Federal Deposit In-
surance Act (12 U.S.C. 1831o). 

[58 FR 8219, Feb. 12, 1993] 

§ 325.2 Definitions. 

(a) Allowance for loan and lease losses 
means those general valuation allow-
ances that have been established 
through charges against earnings to 
absorb losses on loans and lease financ-
ing receivables. Allowances for loan 
and lease losses exclude allocated 
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transfer risk reserves established pur-
suant to 12 U.S.C. 3904 and specific re-
serves created against identified losses. 

(b) Assets classified loss means: 
(1) When measured as of the date of 

examination of an insured depository 
institution, those assets that have been 
determined by an evaluation made by a 
state or federal examiner as of that 
date to be a loss; and 

(2) When measured as of any other 
date, those assets: 

(i) That have been determined— 
(A) By an evaluation made by a state 

or federal examiner at the most recent 
examination of an insured depository 
institution to be a loss; or 

(B) By evaluations made by the in-
sured depository institution since its 
most recent examination to be a loss; 
and 

(ii) That have not been charged off 
from the insured depository institu-
tion’s books or collected. 

(c) Bank means an FDIC-insured, 
state-chartered commercial or savings 
bank that is not a member of the Fed-
eral Reserve System and for which the 
FDIC is the appropriate federal bank-
ing agency pursuant to section 3(q) of 
the FDI Act (12 U.S.C. 1813(q)). 

(d) Common stockholders’ equity means 
the sum of common stock and related 
surplus, undivided profits, disclosed 
capital reserves that represent a seg-
regation of undivided profits, and for-
eign currency translation adjustments, 
less net unrealized holding losses on 
available-for-sale equity securities 
with readily determinable fair values. 

(e)(1) Control has the same meaning 
assigned to it in section 2 of the Bank 
Holding Company Act (12 U.S.C. 1841), 
and the term controlled shall be con-
strued consistently with the term con-
trol. 

(2) Exclusion for fiduciary ownership. 
No insured depository institution or 
company controls another insured de-
pository institution or company by vir-
tue of its ownership or control of 
shares in a fiduciary capacity. Shares 
shall not be deemed to have been ac-
quired in a fiduciary capacity if the ac-
quiring insured depository institution 
or company has sole discretionary au-
thority to exercise voting rights with 
respect thereto. 

(3) Exclusion for debts previously con-
tracted. No insured depository institu-
tion or company controls another in-
sured depository institution or com-
pany by virtue of its ownership or con-
trol of shares acquired in securing or 
collecting a debt previously contracted 
in good faith, until two years after the 
date of acquisition. The two-year pe-
riod may be extended at the discretion 
of the appropriate federal banking 
agency for up to three one-year peri-
ods. 

(f) Controlling person means any per-
son having control of an insured depos-
itory institution and any company con-
trolled by that person. 

(g)(1) Credit-enhancing interest-only 
strip means an on-balance sheet asset 
that, in form or in substance: 

(i) Represents the contractual right 
to receive some or all of the interest 
due on transferred assets; and 

(ii) Exposes the bank to credit risk 
directly or indirectly associated with 
the transferred assets that exceeds a 
pro rata share of the bank’s claim on 
the assets, whether through subordina-
tion provisions or other credit en-
hancement techniques. 

(2) Reservation of authority. In deter-
mining whether a particular interest 
cash flow functions, directly or indi-
rectly, as a credit-enhancing interest- 
only strip, the FDIC will consider the 
economic substance of the transaction. 
The FDIC, through the Director of Su-
pervision, or other designated FDIC of-
ficial reserves the right to identify 
other interest cash flows or related as-
sets as credit-enhancing interest-only 
strips. 

(h) Face amount means the notional 
principal, or face value, amount of an 
off-balance sheet item; the amortized 
cost of an asset not held for trading 
purposes; and the fair value of a trad-
ing asset. 

(i)(1) Highly leveraged transaction 
means an extension of credit to or in-
vestment in a business by an insured 
depository institution where the fi-
nancing transaction involves a buyout, 
acquisition, or recapitalization of an 
existing business and one of the fol-
lowing criteria is met: 

(i) The transaction results in a liabil-
ities-to-assets leverage ratio higher 
than 75 percent; or 
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(ii) The transaction at least doubles 
the subject company’s liabilities and 
results in a liabilities-to-assets lever-
age ratio higher than 50 percent; or 

(iii) The transaction is designated an 
HLT by a syndication agent or a fed-
eral bank regulator. 

(2) Notwithstanding paragraph (g)(1) 
of this section, loans and exposures to 
any obligor in which the total financ-
ing package, including all obligations 
held by all participants is $20 million 
or more, or such lower level as the 
FDIC may establish by order on a case- 
by-case basis, will be excluded from 
this definition. 

(j) Identified losses means: 
(1) When measured as of the date of 

examination of an insured depository 
institution, those items that have been 
determined by an evaluation made by a 
state or federal examiner as of that 
date to be chargeable against income, 
capital and/or general valuation allow-
ances such as the allowance for loan 
and lease losses (examples of identified 
losses would be assets classified loss, 
off-balance sheet items classified loss, 
any provision expenses that are nec-
essary for the institution to record in 
order to replenish its general valuation 
allowances to an adequate level, liabil-
ities not shown on the institution’s 
books, estimated losses in contingent 
liabilities, and differences in accounts 
which represent shortages); and 

(2) When measured as of any other 
date, those items: 

(i) That have been determined— 
(A) By an evaluation made by a state 

or federal examiner at the most recent 
examination of an insured depository 
institution to be chargeable against in-
come, capital and/or general valuation 
allowances; or 

(B) By evaluations made by the in-
sured depository institution since its 
most recent examination to be charge-
able against income, capital and/or 
general valuation allowances; and 

(ii) For which the appropriate ac-
counting entries to recognize the loss 
have not yet been made on the insured 
depository institution’s books nor has 
the item been collected or otherwise 
settled. 

(k) Insured depository institution 
means any depository institution (ex-
cept for a foreign bank having an in-

sured branch) the deposits of which are 
insured in accordance with the provi-
sions of the Federal Deposit Insurance 
Act (12 U.S.C. 1811 et seq.) 

(l) Intangible assets means those as-
sets that are required to be reported as 
intangible assets in a banking institu-
tion’s ‘‘Reports of Condition and In-
come’’ (Call Report) or in a savings as-
sociation’s ‘‘Thrift Financial Report.’’ 

(m) Leverage ratio means the ratio of 
Tier 1 capital to total assets, as cal-
culated under this part. 

(n) Management fee means any pay-
ment of money or provision of any 
other thing of value to a company or 
individual for the provision of manage-
ment services or advice to the bank or 
related overhead expenses, including 
payments related to supervisory, exec-
utive, managerial, or policymaking 
functions, other than compensation to 
an individual in the individual’s capac-
ity as an officer or employee of the 
bank. 

(o) Minority interests in consolidated 
subsidiaries means minority interests in 
equity capital accounts of those sub-
sidiaries that have been consolidated 
for the purpose of computing regu-
latory capital under this part, except 
that minority interests which fail to 
provide meaningful capital support are 
excluded from this definition. 

(p) Mortgage servicing assets means 
those assets (net of any related valu-
ation allowances) that result from con-
tracts to service loans secured by real 
estate (that have been securitized or 
are owned by others) for which the ben-
efits of servicing are expected to more 
than adequately compensate the 
servicer for performing the servicing. 
For purposes of determining regulatory 
capital under this part, mortgage serv-
icing assets will be recognized only to 
the extent that the assets meet the 
conditions, limitations, and restric-
tions described in § 325.5 (f). 

(q) Noncumulative perpetual preferred 
stock means perpetual preferred stock 
(and related surplus) where the issuer 
has the option to waive payment of 
dividends and where the dividends so 
waived do not accumulate to future pe-
riods nor do they represent a contin-
gent claim on the issuer. Preferred 
stock issues where the dividend is reset 
periodically based, in whole or in part, 
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upon the bank’s current credit stand-
ing, including but not limited to, auc-
tion rate, money market and re-
marketable preferred stock, are ex-
cluded from this definition of non-
cumulative perpetual preferred stock, 
regardless of whether the dividends are 
cumulative or noncumulative. 

(r) Perpetual preferred stock means a 
preferred stock that does not have a 
maturity date, that cannot be re-
deemed at the option of the holder, and 
that has no other provisions that will 
require future redemption of the issue. 
It includes those issues of preferred 
stock that automatically convert into 
common stock at a stated date. It ex-
cludes those issues, the rate on which 
increases, or can increase, in such a 
manner that would effectively require 
the issuer to redeem the issue. 

(s) Risk-weighted assets means total 
risk-weighted assets, as calculated in 
accordance with the FDIC’s Statement 
of Policy on Risk-Based Capital (ap-
pendix A to part 325). 

(t) Savings association means any fed-
erally-chartered savings association, 
any state-chartered savings associa-
tion, and any corporation (other than a 
bank) that the Board of Directors of 
the FDIC and the Director of the Office 
of Thrift Supervision jointly determine 
to be operating in substantially the 
same manner as a savings association. 

(u) Tangible equity means the amount 
of core capital elements as defined in 
Section I.A.1. of the FDIC’s Statement 
of Policy on Risk-Based Capital (ap-
pendix A to this Part 325), plus the 
amount of outstanding cumulative per-
petual preferred stock (including re-
lated surplus), minus all intangible as-
sets except mortgage servicing assets 
to the extent that the FDIC determines 
pursuant to § 325.5(f) of this part that 
mortgage servicing assets may be in-
cluded in calculating the bank’s Tier 1 
capital. 

(v) Tier 1 capital or core capital means 
the sum of common stockholders’ eq-
uity, noncumulative perpetual pre-
ferred stock (including any related sur-
plus), and minority interests in con-
solidated subsidiaries, minus all intan-
gible assets (other than mortgage serv-
icing assets, nonmortgage servicing as-
sets, and purchased credit card rela-
tionships eligible for inclusion in core 

capital pursuant to § 325.5(f)), minus 
credit-enhancing interest-only strips 
that are not eligible for inclusion in 
core capital pursuant to § 325.5(f), 
minus deferred tax assets in excess of 
the limit set forth in § 325.5(g), minus 
identified losses (to the extent that 
Tier 1 capital would have been reduced 
if the appropriate accounting entries to 
reflect the identified losses had been 
recorded on the insured depository in-
stitution’s books), minus investments 
in financial subsidiaries subject to 12 
CFR part 362, subpart E, and minus the 
amount of the total adjusted carrying 
value of nonfinancial equity invest-
ments that is subject to a deduction 
from Tier 1 capital as set forth in sec-
tion II.B.(6) of appendix A to this part. 

(w) Tier 1 risk-based capital ratio 
means the ratio of Tier 1 capital to 
risk-weighted assets, as calculated in 
accordance with the FDIC’s Statement 
of Policy on Risk-Based Capital (ap-
pendix A to part 325). 

(x) Total assets means the average of 
total assets required to be included in 
a banking institution’s ‘‘Reports of 
Condition and Income’’ (Call Report) 
or, for savings associations, the con-
solidated total assets required to be in-
cluded in the ‘‘Thrift Financial Report,’’ 
as these reports may from time to time 
be revised, as of the most recent report 
date (and after making any necessary 
subsidiary adjustments for state non-
member banks as described in §§ 325.5(c) 
and 325.5(d) of this part), minus intan-
gible assets (other than mortgage serv-
icing assets, nonmortgage servicing as-
sets, and purchased credit card rela-
tionships eligible for inclusion in core 
capital pursuant to § 325.5(f)), minus 
credit-enhancing interest-only strips 
that are not eligible for inclusion in 
core capital pursuant to § 325.5(f), 
minus deferred tax assets in excess of 
the limit set forth in § 325.5(g), minus 
assets classified loss and any other as-
sets that are deducted in determining 
Tier 1 capital, and minus the amount 
of the total adjusted carrying value of 
nonfinancial equity investments that 
is subject to a deduction from Tier 1 
capital as set forth in section II.B.(6) of 
appendix A to this part. For banking 
institutions, the average of total assets 
is found in the Call Report schedule of 
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quarterly averages. For savings asso-
ciations, the consolidated total assets 
figure is found in Schedule CSC of the 
Thrift Financial Report. 

(y) Total risk-based capital ratio means 
the ratio of qualifying total capital to 
risk-weighted assets, as calculated in 
accordance with the FDIC’s Statement 
of Policy on Risk-Based Capital (ap-
pendix A to part 325). 

(z) Written agreement means an agree-
ment in writing executed by authorized 
representatives entered into with the 
FDIC by an insured depository institu-
tion which is enforceable by an action 
under section 8(a) and/or section 8(b) of 
the Federal Deposit Insurance Act (12 
U.S.C. 1818 (a), (b)). 

[56 FR 10160, Mar. 11, 1991, as amended at 57 
FR 44899, Sept. 29, 1992; 58 FR 6368, 6369, Jan. 
28, 1993; 58 FR 8219, Feb. 12, 1993; 58 FR 60103, 
Nov. 15, 1993; 59 FR 66666, Dec. 28, 1994; 60 FR 
8187, Feb. 13, 1995; 60 FR 39232, Aug. 1, 1995; 63 
FR 42677, Aug. 10, 1998; 66 FR 59652; Nov. 29, 
2001; 67 FR 3804, Jan. 25, 2002] 

§ 325.3 Minimum leverage capital re-
quirement. 

(a) General. Banks must maintain at 
least the minimum leverage capital re-
quirement set forth in this section. The 
capital standards in this part are the 
minimum acceptable for banks whose 
overall financial condition is fun-
damentally sound, which are well-man-
aged and which have no material or 
significant financial weaknesses. Thus, 
the FDIC is not precluded from requir-
ing an institution to maintain a higher 
capital level based on the institution’s 
particular risk profile. Where the FDIC 
determines that the financial history 
or condition, managerial resources and/ 
or the future earnings prospects of a 
bank are not adequate, or where a bank 
has sizable off-balance sheet or funding 
risks, significant risks from concentra-
tions of credit or nontraditional activi-
ties, excessive interest rate risk expo-
sure, or a significant volume of assets 
classified substandard, doubtful or loss 
or otherwise criticized, the FDIC will 
take these other factors into account 
in analyzing the bank’s capital ade-
quacy and may determine that the 
minimum amount of capital for that 
bank is greater than the minimum 
standards stated in this section. These 
same criteria will apply to any insured 

depository institution making an ap-
plication to the FDIC that requires the 
FDIC to consider the adequacy of the 
institution’s capital structure. 

(b) Minimum leverage capital require-
ment. (1) The minimum leverage capital 
requirement for a bank (or an insured 
depository institution making applica-
tion to the FDIC) shall consist of a 
ratio of Tier 1 capital to total assets of 
not less than 3 percent if the FDIC de-
termines that the institution is not an-
ticipating or experiencing significant 
growth and has well-diversified risk, 
including no undue interest rate risk 
exposure, excellent asset quality, high 
liquidity, good earnings and in general 
is considered a strong banking organi-
zation, rated composite 1 under the 
Uniform Financial Institutions Rating 
System (the CAMELS rating system) 
established by the Federal Financial 
Institutions Examination Council. 

(2) For all but the most highly-rated 
institutions meeting the conditions set 
forth in paragraph (b)(1) of this section, 
the minimum leverage capital require-
ment for a bank (or for an insured de-
pository institution making an appli-
cation to the FDIC) shall consist of a 
ratio of Tier 1 capital to total assets of 
not less than 4 percent. 

(c) Insured depository institutions with 
less than the minimum leverage capital re-
quirement. (1) A bank (or an insured de-
pository institution making an appli-
cation to the FDIC) operating with less 
than the minimum leverage capital re-
quirement does not have adequate cap-
ital and therefore has inadequate fi-
nancial resources. 

(2) Any insured depository institu-
tion operating with an inadequate cap-
ital structure, and therefore inad-
equate financial resources, will not re-
ceive approval for an application re-
quiring the FDIC to consider the ade-
quacy of its capital structure or its fi-
nancial resources. 

(3) As required under § 325.104(a)(1) of 
this part, a bank must file a written 
capital restoration plan with the ap-
propriate FDIC regional director with-
in 45 days of the date that the bank re-
ceives notice or is deemed to have no-
tice that the bank is undercapitalized, 
significantly undercapitalized or criti-
cally undercapitalized, unless the FDIC 
notifies the bank in writing that the 
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plan is to be filed within a different pe-
riod. 

(4) In any merger, acquisition or 
other type of business combination 
where the FDIC must give its approval, 
where it is required to consider the 
adequacy of the financial resources of 
the existing and proposed institutions, 
and where the resulting entity is either 
insured by the FDIC or not otherwise 
federally insured, approval will not be 
granted when the resulting entity does 
not meet the minimum leverage cap-
ital requirement. 

(d) Exceptions. Notwithstanding the 
provisions of paragraphs (a), (b) and (c) 
of this section: 

(1) The FDIC, in its discretion, may 
approve an application pursuant to the 
Federal Deposit Insurance Act where it 
is required to consider the adequacy of 
capital if it finds that such approval 
must be taken to prevent the closing of 
a depository institution or to facilitate 
the acquisition of a closed depository 
institution, or, when severe financial 
conditions exist which threaten the 
stability of an insured depository insti-
tution or of a significant number of de-
pository institutions insured by the 
FDIC or of insured depository institu-
tions possessing significant financial 
resources, such action is taken to less-
en the risk to the FDIC posed by an in-
sured depository institution under such 
threat of instability. 

(2) The FDIC, in its discretion, may 
approve an application pursuant to the 
Federal Deposit Insurance Act where it 
is required to consider the adequacy of 
capital or the financial resources of the 
insured depository institution where it 
finds that the applicant has committed 
to and is in compliance with a reason-
able plan to meet its minimum lever-
age capital requirements within a rea-
sonable period of time. 

(Approved by the Office of Management and 
Budget under control number 3064–0075 for 
use through December 31, 1993) 

[56 FR 10162, Mar. 11, 1991, as amended at 58 
FR 8219, Feb. 12, 1993; 59 FR 64564, Dec. 15, 
1994; 60 FR 45609, Aug. 31, 1995; 62 FR 55493, 
Oct. 24, 1997; 64 FR 10200, Mar. 2, 1999; 66 FR 
59652, Nov. 29, 2001] 

§ 325.4 Inadequate capital as an unsafe 
or unsound practice or condition. 

(a) General. As a condition of federal 
deposit insurance, all insured deposi-
tory institutions must remain in a safe 
and sound condition. 

(b) Unsafe or unsound practice. Any 
bank which has less than its minimum 
leverage capital requirement is deemed 
to be engaged in an unsafe or unsound 
practice pursuant to section 8(b)(1) and/ 
or 8(c) of the Federal Deposit Insurance 
Act (12 U.S.C. 1818(b)(1) and/or 1818(c)). 
Except that such a bank which has en-
tered into and is in compliance with a 
written agreement with the FDIC or 
has submitted to the FDIC and is in 
compliance with a plan approved by 
the FDIC to increase its Tier 1 leverage 
capital ratio to such level as the FDIC 
deems appropriate and to take such 
other action as may be necessary for 
the bank to be operated so as not to be 
engaged in such an unsafe or unsound 
practice will not be deemed to be en-
gaged in an unsafe or unsound practice 
pursuant to section 8(b)(1) and/or 8(c) of 
the Federal Deposit Insurance Act (12 
U.S.C. 1818(b)(1) and/or 1818(c)) on ac-
count of its capital ratios. The FDIC is 
not precluded from taking section 
8(b)(1), section 8(c) or any other en-
forcement action against a bank with 
capital above the minimum require-
ment if the specific circumstances 
deem such action to be appropriate. 
Under the conditions set forth in sec-
tion 8(t) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1818(t)), the FDIC 
also may take section 8(b)(1) and/or 8(c) 
enforcement action against any sav-
ings association that is deemed to be 
engaged in an unsafe or unsound prac-
tice on account of its inadequate cap-
ital structure. 

(c) Unsafe or unsound condition. Any 
insured depository institution with a 
ratio of Tier 1 capital to total assets 
that is less than two percent is deemed 
to be operating in an unsafe or unsound 
condition pursuant to section 8(a) of 
the Federal Deposit Insurance Act (12 
U.S.C. 1818(a)). 

(1) A bank with a ratio of Tier 1 cap-
ital to total assets of less than two per-
cent which has entered into and is in 
compliance with a written agreement 
with the FDIC (or any other insured 
depository institution with a ratio of 
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Tier 1 capital to total assets of less 
than two percent which has entered 
into and is in compliance with a writ-
ten agreement with its primary federal 
regulator and to which agreement the 
FDIC is a party) to increase its Tier 1 
leverage capital ratio to such level as 
the FDIC deems appropriate and to 
take such other action as may be nec-
essary for the insured depository insti-
tution to be operated in a safe and 
sound manner, will not be subject to a 
proceeding by the FDIC pursuant to 12 
U.S.C. 1818(a) on account of its capital 
ratios. 

(2) An insured depository institution 
with a ratio of Tier 1 capital to total 
assets that is equal to or greater than 
two percent may be operating in an un-
safe or unsound condition. The FDIC is 
not precluded from bringing an action 
pursuant to 12 U.S.C. 1818(a) where an 
insured depository institution has a 
ratio of Tier 1 capital to total assets 
that is equal to or greater than two 
percent. 

[56 FR 10162, Mar. 11, 1991] 

§ 325.5 Miscellaneous. 
(a) Intangible assets. Any intangible 

assets that were explicitly approved by 
the FDIC as part of the bank’s regu-
latory capital on a specific case basis 
will be included in capital under the 
terms and conditions that were ap-
proved by the FDIC, provided that the 
intangible asset is being amortized 
over a period not to exceed 15 years or 
its estimated useful life, whichever is 
shorter. However, pursuant to section 
18(n) of the Federal Deposit Insurance 
Act (12 U.S.C. 1828(n)), an unidentifi-
able intangible asset such as goodwill, 
if acquired after April 12, 1989, cannot 
be included in calculating regulatory 
capital under this part. 

(b) Reservation of authority. Notwith-
standing the definition of Tier 1 capital 
in § 325.2(t) of this subpart and the risk- 
based capital definitions of Tier 1 and 
Tier 2 capital in appendix A to this 
subpart, the Director of the Division of 
Supervision and Consumer Protection 
(DSC) may, if the Director finds a 
newly developed or modified capital in-
strument or a particular balance sheet 
entry or account to be the functional 
equivalent of a component of Tier 1 or 
Tier 2 capital, permit one or more in-

sured depository institutions to in-
clude all or a portion of such instru-
ment, entry, or account as Tier 1 or 
Tier 2 capital, permanently, or on a 
temporary basis, for purposes of this 
part. Similarly, the Director of the Di-
vision of Supervision and Consumer 
Protection (DSC) may, if the Director 
finds that a particular Tier 1 or Tier 2 
capital component or balance sheet 
entry or account has characteristics or 
terms that diminish its contribution to 
an insured depository institution’s 
ability to absorb losses, require the de-
duction of all or a portion of such com-
ponent, entry, or account from Tier 1 
or Tier 2 capital. 

(c) Securities subsidiary. For purposes 
of this part, any securities subsidiary 
subject to 12 CFR 337.4 shall not be con-
solidated with its bank parent and any 
investment therein shall be deducted 
from the bank parent’s Tier 1 capital 
and total assets. 

(d) Depository institution subsidiary. 
Any domestic depository institution 
subsidiary that is not consolidated in 
the ‘‘Reports of Condition and Income’’ 
(Call Report) of its insured parent bank 
shall be consolidated with the insured 
parent bank for purposes of this part. 
The financial statements of the sub-
sidiary that are to be used for this con-
solidation must be prepared in the 
same manner as the ‘‘Reports of Condi-
tion and Income’’ (Call Report). A do-
mestic depository institution sub-
sidiary of a savings association shall be 
consolidated for purposes of this part if 
such consolidation also is required pur-
suant to the capital requirements of 
the association’s primary federal regu-
lator. 

(e) Restrictions relating to capital com-
ponents. To qualify as Tier 1 capital 
under this part or Tier 1 or Tier 2 cap-
ital under appendix A to this part, a 
capital instrument must not contain or 
be subject to any conditions, cov-
enants, terms, restrictions, or provi-
sions that are inconsistent with safe 
and sound banking practices. A condi-
tion, covenant, term, restriction, or 
provision is inconsistent with safe and 
sound banking practices if it: 

(1) Unduly interferes with the ability 
of the issuer to conduct normal bank-
ing operations; 
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(2) Results in significantly higher 
dividends or interest payments in the 
event of deterioration in the financial 
condition of the issuer; 

(3) Impairs the ability of the issuer to 
comply with statutory or regulatory 
requirements regarding the disposition 
of assets or incurrence of additional 
debt; or 

(4) Limits the ability of the FDIC or 
a similar regulatory authority to take 
any necessary action to resolve a prob-
lem bank or failing bank situation. 
Other conditions and covenants that 
are not expressly listed in paragraphs 
(e)(1) through (e)(4) of this section also 
may be inconsistent with safe and 
sound banking practices. 

(f) Treatment of mortgage servicing as-
sets, purchased credit card relationships, 
nonmortgage servicing assets, and credit- 
enhancing interest-only strips. For pur-
poses of determining Tier 1 capital 
under this part, mortgage servicing as-
sets, purchased credit card relation-
ships, nonmortgage servicing assets, 
and credit-enhancing interest-only 
strips will be deducted from assets and 
from common stockholders’ equity to 
the extent that these items do not 
meet the conditions, limitations, and 
restrictions described in this section. 
Banks may elect to deduct disallowed 
servicing assets and disallowed credit- 
enhancing interest-only strips on a 
basis that is net of a proportional 
amount of any associated deferred tax 
liability recorded on the balance sheet. 
Any deferred tax liability netted in 
this manner cannot also be netted 
against deferred tax assets when deter-
mining the amount of deferred tax as-
sets that are dependent upon future 
taxable income and calculating the 
maximum allowable amount of these 
assets under paragraph (g) of this sec-
tion. 

(1) Valuation. The fair value of mort-
gage servicing assets, purchased credit 
card relationships, nonmortgage serv-
icing assets, and credit-enhancing in-
terest-only strips shall be estimated at 
least quarterly. The quarterly fair 
value estimate shall include adjust-
ments for any significant changes in 
the original valuation assumptions, in-
cluding changes in prepayment esti-
mates or attrition rates. The FDIC in 
its discretion may require independent 

fair value estimates on a case-by-case 
basis where it is deemed appropriate 
for safety and soundness purposes. 

(2) Fair value limitation. For purposes 
of calculating Tier 1 capital under this 
part (but not for financial statement 
purposes), the balance sheet assets for 
mortgage servicing assets, purchased 
credit card relationships, and nonmort-
gage servicing assets will each be re-
duced to an amount equal to the lesser 
of: 

(i) 90 percent of the fair value of 
these assets, determined in accordance 
with paragraph (f)(1) of this section; or 

(ii) 100 percent of the remaining 
unamortized book value of these assets 
(net of any related valuation allow-
ances), determined in accordance with 
the instructions for the preparation of 
the ‘‘Reports of Income and Condition’’ 
(Call Reports). 

(3) Tier 1 capital limitations. (i) The 
maximum allowable amount of mort-
gage servicing assets, purchased credit 
card relationships, and nonmortgage 
servicing assets in the aggregate will 
be limited to the lesser of: 

(A) 100 percent of the amount of Tier 
1 capital that exists before the deduc-
tion of any disallowed mortgage serv-
icing assets, any disallowed purchased 
credit card relationships, any dis-
allowed nonmortgage servicing assets, 
any disallowed credit-enhancing inter-
est-only strips, any disallowed deferred 
tax assets, and any nonfinancial equity 
investments; or 

(B) The sum of the amounts of mort-
gage servicing assets, purchased credit 
card relationships, and nonmortgage 
servicing assets, determined in accord-
ance with paragraph (f)(2) of this sec-
tion. 

(ii) The maximum allowable amount 
of credit-enhancing interest-only 
strips, whether purchased or retained, 
will be limited to the lesser of: 

(A) 25 percent of the amount of Tier 
1 capital that exists before the deduc-
tion of any disallowed mortgage serv-
icing assets, any disallowed purchased 
credit card relationships, any dis-
allowed nonmortgage servicing assets, 
any disallowed credit-enhancing inter-
est-only strips, any disallowed deferred 
tax assets, and any nonfinancial equity 
investments; or 
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(B) The sum of the face amounts of 
all credit-enhancing interest-only 
strips. 

(4) Tier 1 capital sublimit. In addition 
to the aggregate limitation on mort-
gage servicing assets, purchased credit 
card relationships, and nonmortgage 
servicing assets set forth in paragraph 
(f)(3) of this section, a sublimit will 
apply to purchased credit card rela-
tionships and nonmortgage servicing 
assets. The maximum allowable 
amount of the aggregate of purchased 
credit card relationships and nonmort-
gage servicing assets will be limited to 
the lesser of: 

(i) 25 percent of the amount of Tier 1 
capital that exists before the deduction 
of any disallowed mortgage servicing 
assets, any disallowed purchased credit 
card relationships, any disallowed non-
mortgage servicing assets, any dis-
allowed credit-enhancing interest-only 
strips, any disallowed deferred tax as-
sets, and any nonfinancial equity in-
vestments; or 

(ii) The sum of the amounts of pur-
chased credit card relationships and 
nonmortgage servicing assets deter-
mined in accordance with paragraph 
(f)(2) of this section. 

(g) Treatment of deferred tax assets. 
For purposes of calculating Tier 1 cap-
ital under this part (but not for finan-
cial statement purposes), deferred tax 
assets are subject to the conditions, 
limitations, and restrictions described 
in this section. 

(1) Deferred tax assets that are depend-
ent upon future taxable income. These 
assets are: 

(i) Deferred tax assets arising from 
deductible temporary differences that 
exceed the amount of taxes previously 
paid that could be recovered through 
loss carrybacks if existing temporary 
differences (both deductible and tax-
able and regardless of where the re-
lated deferred tax effects are reported 
on the balance sheet) fully reverse at 
the calendar quarter-end date; and 

(ii) Deferred tax assets arising from 
operating loss and tax credit 
carryforwards. 

(2) Tier 1 capital limitations. (i) The 
maximum allowable amount of de-
ferred tax assets that are dependent 
upon future taxable income, net of any 

valuation allowance for deferred tax 
assets, will be limited to the lesser of: 

(A) The amount of deferred tax assets 
that are dependent upon future taxable 
income that is expected to be realized 
within one year of the calendar quar-
ter-end date, based on projected future 
taxable income for that year; or 

(B) 10 percent of the amount of Tier 
1 capital that exists before the deduc-
tion of any disallowed mortgage serv-
icing assets, any disallowed nonmort-
gage servicing assets, any disallowed 
purchased credit card relationships, 
any disallowed credit-enhancing inter-
est-only strips, any disallowed deferred 
tax assets, and any nonfinancial equity 
investments. 

(ii) For purposes of this limitation, 
all existing temporary differences 
should be assumed to fully reverse at 
the calendar quarter-end date. The re-
corded amount of deferred tax assets 
that are dependent upon future taxable 
income, net of any valuation allowance 
for deferred tax assets, in excess of this 
limitation will be deducted from assets 
and from equity capital for purposes of 
determining Tier 1 capital under this 
part. The amount of deferred tax assets 
that can be realized from taxes paid in 
prior carryback years and from the re-
versal of existing taxable temporary 
differences generally would not be de-
ducted from assets and from equity 
capital. However, notwithstanding the 
first three sentences in this paragraph, 
the amount of carryback potential that 
may be considered in calculating the 
amount of deferred tax assets that a 
member of a consolidated group (for 
tax purposes) may include in Tier 1 
capital may not exceed the amount 
which the member could reasonably ex-
pect to have refunded by its parent. 

(3) Projected future taxable income. 
Projected future taxable income should 
not include net operating loss 
carryforwards to be used within one 
year of the most recent calendar quar-
ter-end date or the amount of existing 
temporary differences expected to re-
verse within that year. Projected fu-
ture taxable income should include the 
estimated effect of tax planning strate-
gies that are expected to be imple-
mented to realize tax carryforwards 
that will otherwise expire during that 
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year. Future taxable income projec-
tions for the current fiscal year (ad-
justed for any significant changes that 
have occurred or are expected to occur) 
may be used when applying the capital 
limit at an interim calendar quarter- 
end date rather then preparing a new 
projection each quarter. 

(4) Unrealized holding gains and losses 
on available-for-sale debt securities. The 
deferred tax effects of any unrealized 
holding gains and losses on available- 
for-sale debt securities may be ex-
cluded from the determination of the 
amount of deferred tax assets that are 
dependent upon future taxable income 
and the calculation of the maximum 
allowable amount of such assets. If 
these deferred tax effects are excluded, 
this treatment must be followed con-
sistently over time. 

(5) Goodwill and other intangible assets. 
This paragraph (g)(5) provides the cap-
ital treatment for intangible assets ac-
quired in a nontaxable business com-
bination, and goodwill acquired in a 
taxable business combination. 

(i) Intangible assets acquired in non-
taxable purchase business combinations. 
A deferred tax liability that is specifi-
cally related to an intangible asset 
(other than mortgage servicing assets, 
nonmortgage servicing assets, and pur-
chased credit card relationships) ac-
quired in a nontaxable purchase busi-
ness combination may be netted 
against this intangible asset. Only the 
net amount of this intangible asset 
must be deducted from Tier 1 capital. 

(ii) Goodwill acquired in a taxable pur-
chase business combination. A deferred 
tax liability that is specifically related 
to goodwill acquired in a taxable pur-
chase business combination may be 
netted against this goodwill. Only the 
net amount of this goodwill must be 
deducted from Tier 1 capital. 

(iii) Treatment of a netted deferred tax 
liability. When a deferred tax liability is 
netted in accordance with paragraph 
(g)(5)(i) or (ii) of this section, the tax-
able temporary difference that gives 
rise to this deferred tax liability must 
be excluded from existing taxable tem-
porary differences when determining 
the amount of deferred tax assets that 
are dependent upon future taxable in-
come and calculating the maximum al-
lowable amount of such assets. 

(iv) Valuation. The FDIC in its discre-
tion may require independent fair 
value estimates for goodwill and other 
intangible assets on a case-by-case 
basis where it is deemed appropriate 
for safety and soundness purposes. 

[56 FR 10163, Mar. 11, 1991, as amended at 57 
FR 7647, Mar. 4, 1992; 58 FR 6369, Jan. 28, 1993; 
58 FR 8219, Feb. 12, 1993; 60 FR 8187, Feb. 13, 
1995; 60 FR 39232, Aug. 1, 1995; 63 FR 42677, 
Aug. 10, 1998; 66 FR 59652, Nov. 29, 2001; 65 FR 
3804, Jan. 25, 2002; 73 FR 79606, Dec. 30, 2008] 

§ 325.6 Issuance of directives. 
(a) General. A directive is a final 

order issued to a bank that fails to 
maintain capital at or above the min-
imum leverage capital requirement as 
set forth in §§ 325.3 and 325.4. A direc-
tive issued pursuant to this section, in-
cluding a plan submitted under a direc-
tive, is enforceable in the same manner 
and to the same extent as a final cease- 
and-desist order issued under 12 U.S.C. 
1818(b). 

(b) Issuance of directives. If a bank is 
operating with less than the minimum 
leverage capital requirement estab-
lished by this regulation, the Board of 
Directors, or its designee(s), may issue 
and serve upon any insured state non-
member bank a directive requiring the 
bank to restore its capital to the min-
imum leverage capital requirement 
within a specified time period. The di-
rective may require the bank to submit 
to the appropriate FDIC regional direc-
tor, or other specified official, for re-
view and approval, a plan describing 
the means and timing by which the 
bank shall achieve the minimum lever-
age capital requirement. After the 
FDIC has approved the plan, the bank 
may be required under the terms of the 
directive to adhere to and monitor 
compliance with the plan. The direc-
tive may be issued during the course of 
an examination of the bank, or at any 
other time that the FDIC deems appro-
priate, if the bank is found to be oper-
ating with less than the minimum le-
verage capital requirement. 

(c) Notice and opportunity to respond to 
issuance of a directive. (1) If the FDIC 
makes an initial determination that a 
directive should be issued to a bank 
pursuant to paragraph (b) of this sec-
tion, the FDIC, through the appro-
priate designated official(s), shall serve 
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written notification upon the bank of 
its intent to issue a directive. The no-
tice shall include the current Tier 1 le-
verage capital ratio, the basis upon 
which said ratio was calculated, the 
proposed capital injection, the pro-
posed date for achieving the minimum 
leverage capital requirement and any 
other relevant information concerning 
the decision to issue a directive. When 
deemed appropriate, specific require-
ments of a proposed plan for meeting 
the minimum leverage capital require-
ment may be included in the notice. 

(2) Within 14 days of receipt of notifi-
cation, the bank may file with the ap-
propriate designated FDIC official(s) a 
written response, explaining why the 
directive should not be issued, seeking 
modification of its terms, or other ap-
propriate relief. The bank’s response 
shall include any information, miti-
gating circumstances, documentation 
or other relevant evidence which sup-
ports its position, and may include a 
plan for attaining the minimum lever-
age capital requirement. 

(3) After considering the bank’s re-
sponse, the appropriate designated 
FDIC official(s) shall serve upon the 
bank a written determination address-
ing the bank’s response and setting 
forth the FDIC’s findings and conclu-
sions in support of any decision to 
issue or not to issue a directive. The di-
rective may be issued as originally pro-
posed or in modified form. The direc-
tive may order the bank to: 

(i) Achieve the minimum leverage 
capital requirement established by this 
regulation by a certain date; 

(ii) Submit for approval and adhere 
to a plan for achieving the minimum 
leverage capital requirement; 

(iii) Take other action as is necessary 
to achieve the minimum leverage cap-
ital requirement; or 

(iv) A combination of the above ac-
tions. 
If a directive is to be issued, it may be 
served upon the bank along with the 
final determination. 

(4) Any bank, upon a change in cir-
cumstances, may request the FDIC to 
reconsider the terms of a directive and 
may propose changes in the plan under 
which it is operating to meet the min-
imum leverage capital requirement. 
The directive and plan continue in ef-

fect while such request is pending be-
fore the FDIC. 

(5) All papers filed with the FDIC 
must be postmarked or received by the 
appropriate designated FDIC official(s) 
within the prescribed time limit for fil-
ing. 

(6) Failure by the bank to file a writ-
ten response to notification of intent 
to issue a directive within the specified 
time period shall constitute consent to 
the issuance of such directive. 

(d) Enforcement of a directive. (1) 
Whenever a bank fails to follow the di-
rective or to submit or adhere to its 
capital adequacy plan, the FDIC may 
seek enforcement of the directive in 
the appropriate United States district 
court, pursuant to 12 U.S.C. 
3907(b)(2)(B)(ii), in the same manner 
and to the same extent as if the direc-
tive were a final cease-and-desist order. 
In addition to enforcement of the di-
rective, the FDIC may seek assessment 
of civil money penalties for violation 
of the directive against any bank, any 
officer, director, employee, agent, or 
other person participating in the con-
duct of the affairs of the bank, pursu-
ant to 12 U.S.C. 3909(d). 

(2) The directive may be issued sepa-
rately, in conjunction with, or in addi-
tion to, any other enforcement mecha-
nisms available to the FDIC, including 
cease-and-desist orders, orders of cor-
rection, the approval or denial of appli-
cations, or any other actions author-
ized by law. In addition to addressing a 
bank’s minimum leverage capital re-
quirement, the capital directive may 
also address minimum risk-based cap-
ital requirements that are to be main-
tained and calculated in accordance 
with appendix A to this part. 

[56 FR 10164, Mar. 11, 1991] 

Subpart B—Prompt Corrective 
Action 

SOURCE: 57 FR 44900, Sept. 29, 1992, unless 
otherwise noted. 

§ 325.101 Authority, purpose, scope, 
other supervisory authority, and 
disclosure of capital categories. 

(a) Authority. This subpart is issued 
by the FDIC pursuant to section 38 
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(section 38) of the Federal Deposit In-
surance Act (FDI Act), as added by sec-
tion 131 of the Federal Deposit Insur-
ance Corporation Improvement Act of 
1991 (Pub. L. 102–242, 105 Stat. 2236 
(1991)) (12 U.S.C. 1831o). 

(b) Purpose. Section 38 of the FDI Act 
establishes a framework of supervisory 
actions for insured depository institu-
tions that are not adequately capital-
ized. The principal purpose of this sub-
part is to define, for FDIC-insured 
state-chartered nonmember banks, the 
capital measures and capital levels, 
and for insured branches of foreign 
banks, comparable asset-based meas-
ures and levels, that are used for deter-
mining the supervisory actions author-
ized under section 38 of the FDI Act. 
This subpart also establishes proce-
dures for submission and review of cap-
ital restoration plans and for issuance 
and review of directives and orders pur-
suant to section 38. 

(c) Scope. This subpart implements 
the provisions of section 38 of the FDI 
Act as they apply to FDIC-insured 
state-chartered nonmember banks and 
insured branches of foreign banks for 
which the FDIC is the appropriate Fed-
eral banking agency. Certain of these 
provisions also apply to officers, direc-
tors and employees of those insured in-
stitutions. In addition, certain provi-
sions of this subpart apply to all in-
sured depository institutions that are 
deemed critically undercapitalized. 

(d) Other supervisory authority. Nei-
ther section 38 nor this subpart in any 
way limits the authority of the FDIC 
under any other provision of law to 
take supervisory actions to address un-
safe or unsound practices, deficient 
capital levels, violations of law, unsafe 
or unsound conditions, or other prac-
tices. Action under section 38 of the 
FDI Act and this subpart may be taken 
independently of, in conjunction with, 
or in addition to any other enforce-
ment action available to the FDIC, in-
cluding issuance of cease and desist or-
ders, capital directives, approval or de-
nial of applications or notices, assess-
ment of civil money penalties, or any 
other actions authorized by law. 

(e) Disclosure of capital categories. The 
assignment of a bank or insured branch 
under this subpart within a particular 
capital category is for purposes of im-

plementing and applying the provisions 
of section 38. Unless permitted by the 
FDIC or otherwise required by law, no 
bank may state in any advertisement 
or promotional material its capital 
category under this subpart or that the 
FDIC or any other federal banking 
agency has assigned the bank to a par-
ticular capital category. 

§ 325.102 Notice of capital category. 

(a) Effective date of determination of 
capital category. A bank shall be 
deemed to be within a given capital 
category for purposes of section 38 of 
the FDI Act and this subpart as of the 
date the bank is notified of, or is 
deemed to have notice of, its capital 
category, pursuant to paragraph (b) of 
this section. 

(b) Notice of capital category. A bank 
shall be deemed to have been notified 
of its capital levels and its capital cat-
egory as of the most recent date: 

(1) A Consolidated Report of Condi-
tion and Income (Call Report) is re-
quired to be filed with the FDIC; 

(2) A final report of examination is 
delivered to the bank; or 

(3) Written notice is provided by the 
FDIC to the bank of its capital cat-
egory for purposes of section 38 of the 
FDI Act and this subpart or that the 
bank’s capital category has changed as 
provided in § 325.103(d). 

(c) Adjustments to reported capital lev-
els and capital category—(1) Notice of ad-
justment by bank. A bank shall provide 
the appropriate FDIC regional director 
with written notice that an adjustment 
to the bank’s capital category may 
have occurred no later than 15 calendar 
days following the date that any mate-
rial event has occurred that would 
cause the bank to be placed in a lower 
capital category from the category as-
signed to the bank for purposes of sec-
tion 38 and this subpart on the basis of 
the bank’s most recent Call Report or 
report of examination. 

(2) Determination by the FDIC to 
change capital category. After receiving 
notice pursuant to paragraph (c)(1) of 
this section, the FDIC shall determine 
whether to change the capital category 
of the bank and shall notify the bank 
of the FDIC’s determination. 
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§ 325.103 Capital measures and capital 
category definitions. 

(a) Capital measures. For purposes of 
section 38 and this subpart, the rel-
evant capital measures shall be: 

(1) The total risk-based capital ratio; 
(2) The Tier 1 risk-based capital 

ratio; and 
(3) The leverage ratio. 
(b) Capital categories. For purposes of 

section 38 and this subpart, a bank 
shall be deemed to be: 

(1) Well capitalized if the bank: 
(i) Has a total risk-based capital 

ratio of 10.0 percent or greater; and 
(ii) Has a Tier 1 risk-based capital 

ratio of 6.0 percent or greater; and 
(iii) Has a leverage ratio of 5.0 per-

cent or greater; and 
(iv) Is not subject to any written 

agreement, order, capital directive, or 
prompt corrective action directive 
issued by the FDIC pursuant to section 
8 of the FDI Act (12 U.S.C. 1818), the 
International Lending Supervision Act 
of 1983 (12 U.S.C. 3907), or section 38 of 
the FDI Act (12 U.S.C. 1831o), or any 
regulation thereunder, to meet and 
maintain a specific capital level for 
any capital measure. 

(2) Adequately capitalized if the bank: 
(i) Has a total risk-based capital 

ratio of 8.0 percent or greater; and 
(ii) Has a Tier 1 risk-based capital 

ratio of 4.0 percent or greater; and 
(iii) Has: 
(A) A leverage ratio of 4.0 percent or 

greater; or 
(B) A leverage ratio of 3.0 percent or 

greater if the bank is rated composite 
1 under the CAMELS rating system in 
the most recent examination of the 
bank and is not experiencing or antici-
pating significant growth; and 

(iv) Does not meet the definition of a 
well capitalized bank. 

(3) Undercapitalized if the bank: 
(i) Has a total risk-based capital 

ratio that is less than 8.0 percent; or 
(ii) Has a Tier 1 risk-based capital 

ratio that is less than 4.0 percent; or 
(iii)(A) Except as provided in para-

graph (b)(3)(iii)(B) of this section, has a 
leverage ratio that is less than 4.0 per-
cent; or 

(B) Has a leverage ratio that is less 
than 3.0 percent if the bank is rated 
composite 1 under the CAMELS rating 
system in the most recent examination 

of the bank and is not experiencing or 
anticipating significant growth. 

(4) Significantly undercapitalized if the 
bank has: 

(i) A total risk-based capital ratio 
that is less than 6.0 percent; or 

(ii) A Tier 1 risk-based capital ratio 
that is less than 3.0 percent; or 

(iii) A leverage ratio that is less than 
3.0 percent. 

(5) Critically undercapitalized if the in-
sured depository institution has a ratio 
of tangible equity to total assets that 
is equal to or less than 2.0 percent. 

(c) Capital categories for insured 
branches of foreign banks. For pur-
poses of the provisions of section 38 and 
this subpart, an insured branch of a 
foreign bank shall be deemed to be: 

(1) Well capitalized if the insured 
branch: 

(i) Maintains the pledge of assets re-
quired under § 347.209 of this chapter; 
and 

(ii) Maintains the eligible assets pre-
scribed under § 347.210 of this chapter at 
108 percent or more of the preceding 
quarter’s average book value of the in-
sured branch’s third-party liabilities; 
and 

(iii) Has not received written notifi-
cation from: 

(A) The OCC to increase its capital 
equivalency deposit pursuant to 12 CFR 
28.15(b), or to comply with asset main-
tenance requirements pursuant to 12 
CFR 28.20; or 

(B) The FDIC to pledge additional as-
sets pursuant to § 347.209 of this chapter 
or to maintain a higher ratio of eligi-
ble assets pursuant to § 347.210 of this 
chapter. 

(2) Adequately capitalized if the in-
sured branch: 

(i) Maintains the pledge of assets re-
quired under § 347.209 of this chapter; 
and 

(ii) Maintains the eligible assets pre-
scribed under § 347.210 of this chapter at 
106 percent or more of the preceding 
quarter’s average book value of the in-
sured branch’s third-party liabilities; 
and 

(iii) Does not meet the definition of a 
well capitalized insured branch. 

(3) Undercapitalized if the insured 
branch: 
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(i) Fails to maintain the pledge of as-
sets required under § 347.209 of this 
chapter; or 

(ii) Fails to maintain the eligible as-
sets prescribed under § 347.210 of this 
chapter at 106 percent or more of the 
preceding quarter’s average book value 
of the insured branch’s third-party li-
abilities. 

(4) Significantly undercapitalized if 
it fails to maintain the eligible assets 
prescribed under § 347.210 of this chap-
ter at 104 percent or more of the pre-
ceding quarter’s average book value of 
the insured branch’s third-party liabil-
ities. 

(5) Critically undercapitalized if it 
fails to maintain the eligible assets 
prescribed under § 347.210 of this chap-
ter at 102 percent or more of the pre-
ceding quarter’s average book value of 
the insured branch’s third-party liabil-
ities. 

(d) Reclassifications based on super-
visory criteria other than capital. The 
FDIC may reclassify a well capitalized 
bank as adequately capitalized and 
may require an adequately capitalized 
bank or an undercapitalized bank to 
comply with certain mandatory or dis-
cretionary supervisory actions as if the 
bank were in the next lower capital 
category (except that the FDIC may 
not reclassify a significantly under-
capitalized bank as critically under-
capitalized) (each of these actions are 
hereinafter referred to generally as 
‘‘reclassifications’’) in the following cir-
cumstances: 

(1) Unsafe or unsound condition. The 
FDIC has determined, after notice and 
opportunity for hearing pursuant to 
§ 308.202(a) of this chapter, that the 
bank is in unsafe or unsound condition; 
or 

(2) Unsafe or unsound practice. The 
FDIC has determined, after notice and 
opportunity for hearing pursuant to 
§ 308.202(a) of this chapter, that, in the 
most recent examination of the bank, 
the bank received and has not cor-
rected a less-than-satisfactory rating 
for any of the categories of asset qual-
ity, management, earnings, or liquid-
ity. 

[57 FR 44900, Sept. 29, 1992, as amended at 63 
FR 17074, Apr. 8, 1998; 66 FR 59653, Nov. 29, 
2001; 70 FR 17559, Apr. 6, 2005] 

§ 325.104 Capital restoration plans. 

(a) Schedule for filing plan—(1) In gen-
eral. A bank shall file a written capital 
restoration plan with the appropriate 
FDIC regional director within 45 days 
of the date that the bank receives no-
tice or is deemed to have notice that 
the bank is undercapitalized, signifi-
cantly undercapitalized, or critically 
undercapitalized, unless the FDIC noti-
fies the bank in writing that the plan 
is to be filed within a different period. 
An adequately capitalized bank that 
has been required pursuant to 
§ 325.103(d) of this subpart to comply 
with supervisory actions as if the bank 
were undercapitalized is not required 
to submit a capital restoration plan 
solely by virtue of the reclassification. 

(2) Additional capital restoration plans. 
Notwithstanding paragraph (a)(1) of 
this section, a bank that has already 
submitted and is operating under a 
capital restoration plan approved 
under section 38 and this subpart is not 
required to submit an additional cap-
ital restoration plan based on a revised 
calculation of its capital measures or a 
reclassification of the institution 
under § 325.103 unless the FDIC notifies 
the bank that it must submit a new or 
revised capital plan. A bank that is no-
tified that it must submit a new or re-
vised capital restoration plan shall file 
the plan in writing with the appro-
priate FDIC regional director within 45 
days of receiving such notice, unless 
the FDIC notifies the bank in writing 
that the plan must be filed within a 
different period. 

(b) Contents of plan. All financial data 
submitted in connection with a capital 
restoration plan shall be prepared in 
accordance with the instructions pro-
vided on the Call Report, unless the 
FDIC instructs otherwise. The capital 
restoration plan shall include all of the 
information required to be filed under 
section 38(e)(2) of the FDI Act. A bank 
that is required to submit a capital res-
toration plan as a result of a reclassi-
fication of the bank pursuant to 
§ 325.103(d) of this subpart shall include 
a description of the steps the bank will 
take to correct the unsafe or unsound 
condition or practice. No plan shall be 
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accepted unless it includes any per-
formance guarantee described in sec-
tion 38(e)(2)(C) of the FDI Act by each 
company that controls the bank. 

(c) Review of capital restoration plans. 
Within 60 days after receiving a capital 
restoration plan under this subpart, 
the FDIC shall provide written notice 
to the bank of whether the plan has 
been approved. The FDIC may extend 
the time within which notice regarding 
approval of a plan shall be provided. 

(d) Disapproval of capital plan. If a 
capital restoration plan is not ap-
proved by the FDIC, the bank shall 
submit a revised capital restoration 
plan within the time specified by the 
FDIC. Upon receiving notice that its 
capital restoration plan has not been 
approved, any undercapitalized bank 
(as defined in § 325.103(b) of this sub-
part) shall be subject to all of the pro-
visions of section 38 and this subpart 
applicable to significantly under-
capitalized institutions. These provi-
sions shall be applicable until such 
time as a new or revised capital res-
toration plan submitted by the bank 
has been approved by the FDIC. 

(e) Failure to submit capital restoration 
plan. A bank that is undercapitalized 
(as defined in § 325.103(b) of this sub-
part) and that fails to submit a written 
capital restoration plan within the pe-
riod provided in this section shall, 
upon the expiration of that period, be 
subject to all of the provisions of sec-
tion 38 and this subpart applicable to 
significantly undercapitalized institu-
tions. 

(f) Failure to implement capital restora-
tion plan. Any undercapitalized bank 
that fails in any material respect to 
implement a capital restoration plan 
shall be subject to all of the provisions 
of section 38 and this subpart applica-
ble to significantly undercapitalized 
institutions. 

(g) Amendment of capital restoration 
plan. A bank that has filed an approved 
capital restoration plan may, after 
prior written notice to and approval by 
the FDIC, amend the plan to reflect a 
change in circumstance. Until such 
time as a proposed amendment has 
been approved, the bank shall imple-
ment the capital restoration plan as 
approved prior to the proposed amend-
ment. 

(h) Performance guarantee by compa-
nies that control a bank—(1) Limitation 
on liability—(i) Amount limitation. The 
aggregate liability under the guarantee 
provided under section 38 and this sub-
part for all companies that control a 
specific bank that is required to submit 
a capital restoration plan under this 
subpart shall be limited to the lesser 
of: 

(A) An amount equal to 5.0 percent of 
the bank’s total assets at the time the 
bank was notified or deemed to have 
notice that the bank was undercapital-
ized; or 

(B) The amount necessary to restore 
the relevant capital measures of the 
bank to the levels required for the 
bank to be classified as adequately cap-
italized, as those capital measures and 
levels are defined at the time that the 
bank initially fails to comply with a 
capital restoration plan under this sub-
part. 

(ii) Limit on duration. The guarantee 
and limit of liability under section 38 
and this subpart shall expire after the 
FDIC notifies the bank that it has re-
mained adequately capitalized for each 
of four consecutive calendar quarters. 
The expiration or fulfillment by a com-
pany of a guarantee of a capital res-
toration plan shall not limit the liabil-
ity of the company under any guar-
antee required or provided in connec-
tion with any capital restoration plan 
filed by the same bank after expiration 
of the first guarantee. 

(iii) Collection on guarantee. Each 
company that controls a given bank 
shall be jointly and severally liable for 
the guarantee for such bank as re-
quired under section 38 and this sub-
part, and the FDIC may require and 
collect payment of the full amount of 
that guarantee from any or all of the 
companies issuing the guarantee. 

(2) Failure to provide guarantee. In the 
event that a bank that is controlled by 
any company submits a capital res-
toration plan that does not contain the 
guarantee required under section 
38(e)(2) of the FDI Act, the bank shall, 
upon submission of the plan, be subject 
to the provisions of section 38 and this 
subpart that are applicable to banks 
that have not submitted an acceptable 
capital restoration plan. 
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(3) Failure to perform guarantee. Fail-
ure by any company that controls a 
bank to perform fully its guarantee of 
any capital plan shall constitute a ma-
terial failure to implement the plan for 
purposes of section 38(f) of the FDI Act. 
Upon such failure, the bank shall be 
subject to the provisions of section 38 
and this subpart that are applicable to 
banks that have failed in a material re-
spect to implement a capital restora-
tion plan. 

§ 325.105 Mandatory and discretionary 
supervisory actions under section 
38. 

(a) Mandatory supervisory actions—(1) 
Provisions applicable to all banks. All 
banks are subject to the restrictions 
contained in section 38(d) of the FDI 
Act on payment of capital distribu-
tions and management fees. 

(2) Provisions applicable to under-
capitalized, significantly undercapital-
ized, and critically undercapitalized 
banks. Immediately upon receiving no-
tice or being deemed to have notice, as 
provided in § 325.102 of this subpart, 
that the bank is undercapitalized, sig-
nificantly undercapitalized, or criti-
cally undercapitalized, the bank shall 
become subject to the provisions of 
section 38 of the FDI Act: 

(i) Restricting payment of capital 
distributions and management fees 
(section 38(d)); 

(ii) Requiring that the FDIC monitor 
the condition of the bank (section 
38(e)(1)); 

(iii) Requiring submission of a cap-
ital restoration plan within the sched-
ule established in this subpart (section 
38(e)(2)); 

(iv) Restricting the growth of the 
bank’s assets (section 38(e)(3)); and 

(v) Requiring prior approval of cer-
tain expansion proposals (section 
38(e)(4)). 

(3) Additional provisions applicable to 
significantly undercapitalized, and criti-
cally undercapitalized banks. In addition 
to the provisions of section 38 of the 
FDI Act described in paragraph (a)(2) of 
this section, immediately upon receiv-
ing notice or being deemed to have no-
tice, as provided in § 325.102 of this sub-
part, that the bank is significantly 
undercapitalized, or critically under-
capitalized, or that the bank is subject 

to the provisions applicable to institu-
tions that are significantly under-
capitalized because the bank failed to 
submit or implement in any material 
respect an acceptable capital restora-
tion plan, the bank shall become sub-
ject to the provisions of section 38 of 
the FDI Act that restrict compensation 
paid to senior executive officers of the 
institution (section 38(f)(4)). 

(4) Additional provisions applicable to 
critically undercapitalized institutions. (i) 
In addition to the provisions of section 
38 of the FDI Act described in para-
graphs (a)(2) and (a)(3) of this section, 
immediately upon receiving notice or 
being deemed to have notice, as pro-
vided in § 325.102 of this subpart, that 
the insured depository institution is 
critically undercapitalized, the institu-
tion is prohibited from doing any of the 
following without the FDIC’s prior 
written approval: 

(A) Entering into any material trans-
action other than in the usual course 
of business, including any investment, 
expansion, acquisition, sale of assets, 
or other similar action with respect to 
which the depository institution is re-
quired to provide notice to the appro-
priate Federal banking agency; 

(B) Extending credit for any highly 
leveraged transaction; 

(C) Amending the institution’s char-
ter or bylaws, except to the extent nec-
essary to carry out any other require-
ment of any law, regulation, or order; 

(D) Making any material change in 
accounting methods; 

(E) Engaging in any covered trans-
action (as defined in section 23A(b) of 
the Federal Reserve Act (12 U.S.C. 
371c(b)); 

(F) Paying excessive compensation or 
bonuses; 

(G) Paying interest on new or re-
newed liabilities at a rate that would 
increase the institution’s weighted av-
erage cost of funds to a level signifi-
cantly exceeding the prevailing rates 
of interest on insured deposits in the 
institution’s normal market areas; and 

(H) Making any principal or interest 
payment on subordinated debt begin-
ning 60 days after becoming critically 
undercapitalized except that this re-
striction shall not apply, until July 15, 
1996, with respect to any subordinated 
debt outstanding on July 15, 1991, and 
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1 Period-end amounts, rather than average 
balances, normally will be used when calcu-
lating risk-based capital ratios. However, on 
a case-by-case basis, ratios based on average 
balances may also be required if supervisory 
concerns render it appropriate. 

not extended or otherwise renegotiated 
after July 15, 1991. 

(ii) In addition, the FDIC may fur-
ther restrict the activities of any criti-
cally undercapitalized institution to 
carry out the purposes of section 38 of 
the FDI Act. 

(5) Exception for certain savings asso-
ciations. The restrictions in paragraph 
(a)(4) of this section shall not apply, 
before July 1, 1994, to any insured sav-
ings association if: 

(i) The savings association had sub-
mitted a plan meeting the require-
ments of section 5(t)(6)(A)(ii) of the 
Home Owners’ Loan Act (12 U.S.C. 
1464(t)(6)(A)(ii)) prior to December 19, 
1991; 

(ii) The Director of OTS had accepted 
the plan prior to December 19, 1991; and 

(iii) The savings association remains 
in compliance with the plan or is oper-
ating under a written agreement with 
the appropriate federal banking agen-
cy. 

(b) Discretionary supervisory actions. 
In taking any action under section 38 
that is within the FDIC’s discretion to 
take in connection with: 

(1) An insured depository institution 
that is deemed to be undercapitalized, 
significantly undercapitalized, or criti-
cally undercapitalized, or has been re-
classified as undercapitalized, or sig-
nificantly undercapitalized; or 

(2) An officer or director of such in-
stitution, the FDIC shall follow the 
procedures for issuing directives under 
§§ 308.201 and 308.203 of this chapter, un-
less otherwise provided in section 38 or 
this subpart. 

APPENDIX A TO PART 325—STATEMENT 
OF POLICY ON RISK-BASED CAPITAL 

Capital adequacy is one of the critical fac-
tors that the FDIC is required to analyze 
when taking action on various types of appli-
cations and when conducting supervisory ac-
tivities related to the safety and soundness 
of individual banks and the banking system. 
In view of this, the FDIC’s Board of Direc-
tors has adopted part 325 of its regulations, 
which sets forth (1) minimum standards of 
capital adequacy for insured state non-
member banks and (2) standards for deter-
mining when an insured bank is in an unsafe 
or unsound condition by reason of the 
amount of its capital. 

This capital maintenance regulation was 
designed to establish, in conjunction with 
other Federal bank regulatory agencies, uni-

form capital standards for all federally-regu-
lated banking organizations, regardless of 
size. The uniform capital standards were 
based on ratios of capital to total assets. 
While those leverage ratios have served as a 
useful tool for assessing capital adequacy, 
the FDIC believes there is a need for a cap-
ital measure that is more explicitly and sys-
tematically sensitive to the risk profiles of 
individual banks. As a result, the FDIC’s 
Board of Directors has adopted this State-
ment of Policy on Risk-Based Capital to sup-
plement the part 325 regulation. This state-
ment of policy does not replace or eliminate 
the existing part 325 capital-to-total assets 
leverage ratios. 

The framework set forth in this statement 
of policy consists of (1) a definition of capital 
for risk-based capital purposes, and (2) a sys-
tem for calculating risk-weighted assets by 
assigning assets and off balance sheet items 
to broad risk categories. A bank’s risk-based 
capital ratio is calculated by dividing its 
qualifying total capital base (the numerator 
of the ratio) by its risk-weighted assets (the 
denominator). 1 Table I outlines the defini-
tion of capital and provides a general expla-
nation of how the risk-based capital ratio is 
calculated, Table II summarizes the risk 
weights and risk categories, and Table III 
sets forth the credit conversation factors for 
off-balance sheet items. Additional expla-
nations of the capital definitions, the risk- 
weighted asset calculations, and the min-
imum risk-based capital ratio guidelines are 
provided in Sections I, II and III of this 
statement of policy. 

In addition, when certain banks that en-
gage in trading activities calculate their 
risk-based capital ratio under this appendix 
A, they must also refer to appendix C of this 
part, which incorporates capital charges for 
certain market risks into the risk-based cap-
ital ratio. When calculating their risk-based 
capital ratio under this appendix A, such 
banks are required to refer to appendix C of 
this part for supplemental rules to determine 
qualifying and excess capital, calculate risk- 
weighted assets, calculate market risk 
equivalent assets and add them to risk- 
weighted assets, and calculate risk-based 
capital ratios as adjusted for market risk. 

This statement of policy applies to all 
FDIC-insured state-chartered banks (excluding 
insured branches of foreign banks) that are 
not members of the Federal Reserve System, 
hereafter referred to as state nonmember 
banks, regardless of size, and to all cir-
cumstances in which the FDIC is required to 
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2 Preferred stock issues where the dividend 
is reset periodically based, in whole or in 
part, upon the bank’s current credit stand-
ing, including but not limited to, auction 
rate, money market or remarketable pre-
ferred stock, are assigned to Tier 2 capital, 
regardless of whether the dividends are 
cumultive or noncumulative. 

3 An exception is allowed for intanglble as-
sets that are explicitly approved by the FDIC 
as part of the bank’s regulatory capital on a 
specific case basis. These intangibles will be 
included in capital for risk-based capital 
purposes under the terms and conditions 
that are specifically approved by the FDIC. 

evaluate the capital of a banking organiza-
tion. Therefore, the risk-based capital frame-
work set forth in this statement of policy 
will be used in the examination and super-
visory process as well as in the analysis of 
applications that the FDIC is required to act 
upon. 

The risk-based capital ratio focuses prin-
cipally on broad categories of credit risk, 
however, the ratio does not take account of 
many other factors that can affect a bank’s 
financial condition. These factors include 
overall interest rate risk exposure, liquidity, 
funding and market risks; the quality and 
level of earnings; investment, loan portfolio, 
and other concentrations of credit risk, cer-
tain risks arising from nontraditional activi-
ties; the quality of loans and investments; 
the effectiveness of loan and investment 
policies; and management’s overall ability to 
monitor and control financial and operating 
risks, including the risk presented by con-
centrations of credit and nontraditional ac-
tivities. In addition to evaluating capital ra-
tios, an overall assessment of capital ade-
quacy must take account of each of these 
other factors, including, in particular, the 
level and severity of problem and adversely 
classified assets as well as a bank’s interest 
rate risk as measured by the bank’s exposure 
to declines in the economic value of its cap-
ital due to changes in interest rates. For this 
reason, the final supervisory judgment on a 
bank’s capital adequacy may differ signifi-
cantly from the conclusions that might be 
drawn solely from the absolute level of the 
bank’s risk-based capital ratio. 

In light of these other considerations, 
banks generally are expected to operate 
above the minimum risk-based capital ratio. 
Banks contemplating significant expansion 
plans, as well as those institutions with high 
or inordinate levels of risk, should hold cap-
ital commensurate with the level and nature 
of the risks to which they are exposed. 

I. DEFINITION OF CAPITAL FOR THE RISK- 
BASED CAPITAL RATIO 

A bank’s qualifying total capital base con-
sists of two types of capital elements: core 
capital elements (Tier 1) and supplementary 
capital elements (Tier 2). To qualify as an ele-
ment of Tier 1 or Tier 2 capital, a capital in-
strument should not contain or be subject to 
any conditions, covenants, terms, restric-
tions, or provisions that are inconsistent 
with safe and sound banking practices. 

A. The Components of Qualifying Capital (see 
Table I) 

1. Core capital elements (Tier 1) consists of: 
i. Common stockholders’ equity capital 

(includes common stock and related surplus, 
undivided profits, disclosed capital reserves 
that represent a segregation of undivided 
profits, and foreign currency translation ad-

justments, less net unrealized holding losses 
on available-for-sale equity securities with 
readily determinable fair values); 

ii. Noncumulative perpetual preferred 
stock, 2 including any related surplus; and 

iii. Minority interests in the equity capital 
accounts of consolidated subsidiaries. 

(a) At least 50 percent of the qualifying 
total capital base should consist of Tier 1 
capital. Core (Tier 1) capital is defined as the 
sum of core capital elements minus all in-
tangible assets (other than mortgage serv-
icing assets, nonmortgage servicing assets 
and purchased credit card relationships eligi-
ble for inclusion in core capital pursuant to 
§ 325.5(f)), 3 minus credit-enhancing interest- 
only strips that are not eligible for inclusion 
in core capital pursuant to § 325.5(f), minus 
any disallowed deferred tax assets, and 
minus any amount of nonfinancial equity in-
vestments required to be deducted pursuant 
to section II.B.(6) of this Appendix. 

(b) Although nonvoting common stock, 
noncumulative perpetual preferred stock, 
and minority interests in the equity capital 
accounts of consolidated subsidiaries are 
normally included in Tier 1 capital, voting 
common stockholders’ equity generally will 
be expected to be the dominant form of Tier 
1 capital. Thus, banks should avoid undue re-
liance on nonvoting equity, preferred stock 
and minority interests. 

(c) Although minority interests in consoli-
dated subsidiaries are generally included in 
regulatory capital, exceptions to this general 
rule will be made if the minority interests 
fail to provide meaningful capital support to 
the consolidated bank. Such a situation 
could arise if the minority interests are enti-
tled to a preferred claim on essentially low 
risk assets of the subsidiary. Similarly, al-
though credit-enhancing interest-only strips 
and intangible assets in the form of mort-
gage servicing assets, nonmortgage servicing 
assets and purchased credit card relation-
ships are generally recognized for risk-based 
capital purposes, the deduction of part or all 
of the credit-enhancing interest-only strips, 
mortgage servicing assets, nonmortgage 
servicing assets and purchased credit card 
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4 Allocated transfer risk reserves are re-
serves that have been established in accord-
ance with section 905(a) of the International 
Lending Supervision Act of 1983 against cer-
tain assets whose value has been found by 
the U.S. supervisory authorities to have been 
significantly impaired by protracted transfer 
risk problems. 

5 The amount of the allowance for loan and 
lease losses that may be included as a sup-
plementary capital element is based on a 
percentage of gross risk-weighted assets. A 
bank may deduct reserves for loan and lease 
losses that are in excess of the amount per-
mitted to be included in capital, as well as 
allocated transfer risk reserves, from gross 
risk-weighted assets when computing the de-
nominator of the risk-based capital ratio. 

relationships may be required if the carrying 
amounts of these assets are excessive in rela-
tion to their market value or the level of the 
bank’s capital accounts. Credit-enhancing 
interest-only strips, mortgage servicing as-
sets, nonmortgage servicing assets, pur-
chased credit card relationships and deferred 
tax assets that do not meet the conditions, 
limitations and restrictions described in 
§ 325.5(f) and (g) of this part will not be recog-
nized for risk-based capital purposes. 

(d) Minority interests in small business in-
vestment companies, investment funds that 
hold nonfinancial equity investments (as de-
fined in section II.B.(6)(ii) of this appendix 
A), and subsidiaries that are engaged in non- 
financial activities are not included in the 
bank’s Tier 1 or total capital base if the 
bank’s interest in the company or fund is 
held under one of the legal authorities listed 
in section II.B.(6)(ii) of this appendix A. 

2. Supplementary capital elements (Tier 2) 
consist of: 

i. Allowance for loan and lease losses, up to 
a maximum of 1.25 percent of risk-weighted 
assets; 

ii. Cumulative perpetual preferred stock, 
long-term preferred stock (original maturity 
of at least 20 years), and any related surplus; 

iii. Perpetual preferred stock (and any re-
lated surplus) where the dividend is reset pe-
riodically based, in whole or part, on the 
bank’s current credit standing, regardless of 
whether the dividends are cumulative or 
noncumulative; 

iv. Hybrid capital instruments, including 
mandatory convertible debt securities; 

v. Term subordinated debt and inter-
mediate-term preferred stock (original aver-
age maturity of five years or more) and any 
related surplus; and 

vi. Net unrealized holding gains on equity 
securities (subject to the limitations dis-
cussed in paragraph I.A.2.(f) of this section). 

The maximum amount of Tier 2 capital 
that may be recognized for risk-based capital 
purposes is limited to 100 percent of Tier 1 
capital (after any deductions for disallowed 
intangibles and disallowed deferred tax as-
sets). In addition, the combined amount of 
term subordinated debt and intermediate- 
term preferred stock that may be treated as 
part of Tier 2 capital for risk-based capital 
purposes is limited to 50 percent of Tier 1 
capital. Amounts in excess of these limits 
may be issued but are not included in the 
calculation of the risk-based capital ratio. 

(a) Allowance for loan and lease losses. Al-
lowances for loan and lease losses are re-
serves that have been established through a 
charge against earnings to absorb future 
losses on loans or lease financing receiv-
ables. Allowances for loan and lease losses 

exclude allocated transfer risk reserves, 4 and 
reserves created against identified losses. 

This risk-based capital framework provides 
a phasedown during the transition period of 
the extent to which the allowance for loan 
and lease losses may be included in an insti-
tution’s capital base. By year-end 1990, the 
allowance for loan and lease losses, as an ele-
ment of supplementary capital, may con-
stitute no more than 1.5 percent of risk- 
weighted assets and, by year-end 1992, no 
more than 1.25 percent of risk-weighted as-
sets. 5 

(b) Preferred stock. Perpetual preferred 
stock is defined as preferred stock that does 
not have a maturity date, that cannot be re-
deemed at the option of the holder, and that 
has no other provisions that will require fu-
ture redemption of the issue. Long-term pre-
ferred stock includes limited-life preferred 
stock with an original maturity of 20 years 
or more, provided that the stock cannot be 
redeemed at the option of the holder prior to 
maturity, except with the prior approval of 
the FDIC. 

Cumulative perpetual preferred stock and 
long-term preferred stock qualify for inclu-
sion in supplementary capital provided that 
the instruments can absorb losses while the 
issuer operates as a going concern (a funda-
mental characteristic of equity capital) and 
provided the issuer has the option to defer 
payment of dividends on these instruments. 
Given these conditions, and the perpetual or 
long-term nature of the intruments, there is 
no limit on the amount of these preferred 
stock instruments that may be included with 
Tier 2 capital. 

Noncumulative perpetual preferred stock 
where the dividend is reset periodically 
based, in whole or in part, on the bank’s cur-
rent credit standing, including auction rate, 
money market, or remarketable preferred 
stock, are also assigned to Tier 2 capital 
without limit, provided the above conditions 
are met. 
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(c) Hybrid capital instruments. Hybrid cap-
ital instruments include instruments that 
have certain characteristics of both debt and 
equity. In order to be included as supple-
mentary capital elements, these instruments 
should meet the following criteria: 

(1) The instrument should be unsecured, 
subordinated to the claims of depositors and 
general creditors, and fully paid-up. 

(2) The instrument should not be redeem-
able at the option of the holder prior to ma-
turity, except with the prior approval of the 
FDIC. This requirement implies that holders 
of such instruments may not accelerate the 
payment of principal except in the event of 
bankruptcy, insolvency, or reorganization. 

(3) The instrument should be available to 
participate in losses while the issuer is oper-
ating as a going concern. (Term subordinated 
debt would not meet this requirement.) To 
satisfy this requirement, the instrument 
should convert to common or perpetual pre-
ferred stock in the event that the sum of the 
undivided profits and capital surplus ac-
counts of the issuer results in a negative bal-
ance. 

(4) The instrument should provide the op-
tion for the issuer to defer principal and in-
terest payments if: (a) The issuer does not 
report a profit in the preceding annual pe-
riod, defined as combined profits (i.e., net in-
come) for the most recent four quarters, and 
(b) the issuer eliminates cash dividends on 
its common and preferred stock. 

Mandatory convertible debt securities, 
which are subordinated debt instruments 
that require the issuer to convert such in-
struments into common or perpetual pre-
ferred stock by a date at or before the matu-
rity of the debt instruments, will qualify as 
hybrid capital instruments provided the ma-
turity of these instruments is 12 years or less 
and the instruments meet the criteria set 
forth below for ‘‘term subordinated debt.’’ 
There is no limit on the amount of hybrid 
capital instruments that may be included 
within Tier 2 capital. 

(d) Term subordinated debt and intermediate- 
term preferred stock. The aggregate amount of 
term subordinated debt (excluding manda-
tory convertible debt securities) and inter-
mediate-term preferred stock (including any 
related surplus) that may be treated as Tier 
2 capital for risk-based capital purposes is 
limited to 50 percent of Tier 1 capital. Term 
subordinated debt and intermediate-term 
preferred stock should have an original aver-
age maturity of at least five years to qualify 
as supplementary capital and should not be 
redeemable at the option of the holder prior 
to maturity, except with the prior approval 
of the FDIC. For state nonmember banks, a 
term subordinated debt instrument is an obli-
gation other than a deposit obligation that: 

(1) Bears on its face, in boldface type, the 
following: This obligation is not a deposit 

and is not insured by the Federal Deposit In-
surance Corporation; 

(2)(i) Has a maturity of at least five years; 
or 

(ii) In the case of an obligation or issue 
that provides for scheduled repayments of 
principal, has an average maturity of at 
least five years; provided that the Director 
of the Division of Supervision and Consumer 
Protection (DSC) may permit the issuance of 
an obligation or issue with a shorter matu-
rity or average maturity if the Director has 
determined that exigent circumstances re-
quire the issuance of such obligation or 
issue; provided further that the provisions of 
this paragraph I.A.2.(d)(2) shall not apply to 
mandatory convertible debt obligations or 
issues; 

(3) States express that the obligation: 
(i) Is subordinated and junior in right of 

payment to the issuing bank’s obligations to 
its depositors and to the bank’s other obliga-
tions to its general and secured creditors; 
and 

(ii) Is ineligible as collateral for a loan by 
the issuing bank; 

(4) Is unsecured; 
(5) States expressly that the issuing bank 

may not retire any part of its obligation 
without the prior written consent of the 
FDIC or other primary federal regulator; and 

(6) Includes, if the obligation is issued to a 
depository institution, a specific waiver of 
the right of offset by the lending depository 
institution. 
Subordinated debt obligations issued prior to 
December 2, 1987 that satisfied the definition 
of the term ‘‘subordinated note and deben-
ture’’ that was in effect prior to that date 
also will be deemed to be term subordinated 
debt for risk-based capital purposes. An op-
tional redemption (‘‘call’’) provision in a sub-
ordinated debt instrument that is exer-
cisable by the issuing bank in less than five 
years will not be deemed to constitute a ma-
turity of less than five years, provided that 
the obligation otherwise has a stated con-
tractual maturity of at least five years; the 
call is exercisable solely at the discretion or 
option of the issuing bank, and not at the 
discretion or option of the holder of the obli-
gation; and the call is exercisable only with 
the express prior written consent of the 
FDIC under 12 U.S.C. 1828(i)(1) at the time 
early redemption or retirement is sought, 
and such consent has not been given in ad-
vance at the time of issuance of the obliga-
tion. Optional redemption provisions will be 
accorded similar treatment when deter-
mining the perpetual nature and/or maturity 
of preferred stock and other capital instru-
ments. 

(e) Discount of limited-life supplementary 
capital instruments. As a limited-life capital 
instrument approaches maturity, the instru-
ment begins to take on charcteristics of a 
short-term obligation and becomes less like 
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6 Any assets deducted from capital when 
computing the numerator of the risk-based 
capital ratio will also be excluded from risk- 
weighted assets when computing the denomi-
nator of the ratio. 

7 In addition to mortgage servicing assets, 
nonmortgage servicing assets and purchased 
credit card relationships, certain other in-
tangibles may be allowed if explicitly ap-
proved by the FDIC as part of the bank’s reg-
ulatory capital on a specific case basis. In 
evaluating whether other types of intangi-
bles should be recognized for regulatory cap-
ital purposes on a specific case basis, the 
FDIC will accord special attention to the 
general characteristics of the intangibles, in-
cluding: (1) The separability of the intan-
gible asset and the ability to sell it separate 
and apart from the bank or the bulk of the 

bank’s assets, (2) the certainty that a readily 
identifiable stream of cash flows associated 
with the intangible asset can hold its value 
notwithstanding the future prospects of the 
bank, and (3) the existence of a market of 
sufficient depth to provide liquidity for the 
intangible asset. 

8 For risk-based capital purposes, these 
subsidiaries are generally defined as any 
company that is primarily engaged in bank-
ing or finance and in which the bank, either 
directly or indirectly, owns more than 50 
percent of the outstanding voting stock but 
does not consolidate the company for regu-
latory capital purposes. In addition to in-
vestments in unconsolidated banking and fi-
nance subsidiaries, the FDIC may, on a case- 
by-case basis, deduct investments in associ-
ated companies or joint ventures, which are 
generally defined as any companies in which 
the bank, either directly or indirectly, owns 
20 to 50 percent of the outstanding voting 
stock. Alternatively, the FDIC may, in cer-
tain cases, apply an appropriate risk-weight-
ed capital charge against a bank’s propor-
tionate interest in the assets of associated 
companies and joint ventures. The defini-
tions for subsidiaries, associated companies 
and joint ventures are contained in the in-
structions for the preparation of the Consoli-
dated Reports of Condition and Income. 

9 Consolidation requirements for regu-
latory capital purposes generally follow the 
consolidation requirements set forth in the 
instructions for preparation of the consoli-
dated Reports of Condition and Income. How-
ever, although investments in subsidiaries 
representing majority ownership in another 
Federally-insured depository institution are 
not consolidated for purposes of the consoli-
dated Reports of Condition and Income that 
are filed by the parent bank, they are gen-
erally consolidated for purposes of deter-
mining FDIC regulatory capital require-
ments. Therefore, investments in these de-
pository institution subsidiaries generally 
will not be deducted for risk-based capital 
purposes; rather, assets and liabilities of 
such subsidiaries will be consolidated with 
those of the parent bank when calculating 
the risk-based capital ratio. In addition, al-
though securities subsidiaries established 
pursuant to 12 CFR 337.4 are consolidated for 
Report of Condition and Income purposes, 
they are not consolidated for regulatory cap-
ital purposes. 

a component of capital. Therefore, for risk- 
based capital purposes, the outstanding 
amount of term subordinated debt and lim-
ited-life preferred stock eligible for inclusion 
in capital will be adjusted downward, or dis-
counted, as the instruments approach matu-
rity. Each limited-life capital instrument 
will be discounted by reducing the out-
standing amount of the capital instrument 
eligible for inclusion as supplementary cap-
ital by a fifth of the original amount (less re-
demptions) each year during the instru-
ment’s last five years before maturity. Such 
instruments, therefore, will have no capital 
value when they have a remaining maturity 
of less than a year. 

(f) Unrealized gains on equity securities and 
unrealized gains (losses) on other assets. Up to 
45 percent of pretax net unrealized holding 
gains (that is, the excess, if any, of the fair 
value over historical cost) on available-for- 
sale equity securities with readily deter-
minable fair values may be included in sup-
plementary capital. However, the FDIC may 
exclude all or a portion of these unrealized 
gains from Tier 2 capital if the FDIC deter-
mines that the equity securities are not pru-
dently valued. Unrealized gains (losses) on 
other types of assets, such as bank premises 
and available-for-sale debt securities, are not 
included in supplementary capital, but the 
FDIC may take these unrealized gains 
(losses) into account as additional factors 
when assessing a bank’s overall capital ade-
quacy. 

B. Deductions from Capital and Other 
Adjustments 

Certain assets are deducted from a bank’s 
capital base for the purpose of calculating 
the numerator of the risk-based capital 
ratio. 6 These assets include: 

(1) All intangible assets other than mort-
gage servicing assets, nonmortgage servicing 
assets and purchased credit card relation-
ships. 7 These disallowed intangibles are de-

ducted from the core capital (Tier 1) ele-
ments. 

(2) Investments in unconsolidated banking 
and finance subsidiaries. 8 This includes any 
equity or debt capital investments in bank-
ing or finance subsidaries if the subsidiaries 
are not consolidated for regulatory capital 
requirements. 9 Generally, these investments 
include equity and debt capital securities 
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10 Any asset deducted from a bank’s capital 
accounts when computing the numerator of 
the risk-based capital ratio will also be ex-
cluded from risk-weighted assets when calcu-
lating the denominator for the ratio. 

and any other instruments or commitments 
that are deemed to be capital of the sub-
sidiary. These investments are deducted 
from the bank’s total (Tier 1 plus Tier 2) cap-
ital base. 

(3) Investments in securities subsidiaries es-
tablished pursuant to 12 CFR 337.4. The FDIC 
may also consider deducting investments in 
other subsidiaries, either on a case-by-case 
basis or, as with securities subsidiaries, 
based on the general characteristics or func-
tional nature of the subsidiaries. 

(4) Reciprocal holdings of capital instru-
ments of banks that represent intentional 
cross-holdings by the banks. These holdings 
are deducted from the bank’s total capital 
base. 

(5) Deferred tax assets in excess of the limit 
set forth in § 325.5(g). These disallowed de-
ferred tax assets are deducted from the core 
capital (Tier 1) elements. 

On a case-by-case basis, and in conjunction 
with supervisory examinations, other deduc-
tions from capital may also be required, in-
cluding any adjustments deemed appropriate 
for assets classified as loss. 

II. PROCEDURES FOR COMPUTING RISK- 
WEIGHTED ASSETS 

A. General Procedures 

1. Under the risk-based capital framework, 
a bank’s balance sheet assets and credit 
equivalent amounts of off-balance sheet 
items are assigned to one of four broad risk 
categories according to the obligor or, if 
relevent, the guarantor or the nature of the 
collateral. The aggregate dollar amount in 
each category is then multiplied by the risk 
weight assigned to that category. The result-
ing weighted values from each of the four 
risk categories are added together and this 
sum is the risk-weighted assets total that, as 
adjusted. 10 comprises the denominator of the 
risk-based capital ratio. 

2. The risk-weighted amounts for all off- 
balance sheet items are determined by a two- 
step process. First, the notional principal, or 
face value, amount of each off-balance sheet 
item generally is multiplied by a credit con-
version factor to arrive at a balance sheet 
credit equivalent amount. Second, the credit 
equivalent amount generally is assigned to 
the appropriate risk category, like any bal-
ance sheet asset, according to the obligor or, 
if relevant, the guarantor or the nature of 
the collateral. 

3. The Director of the Division of Super-
vision and Consumer Protection (DSC) may, 
on a case-by-case basis, determine the appro-

priate risk weight for any asset or credit 
equivalent amount that does not fit wholly 
within one of the risk categories set forth in 
this Appendix A or that imposes risks on a 
bank that are not commensurate with the 
risk weight otherwise specified in this Ap-
pendix A for the asset or credit equivalent 
amount. In addition, the Director of the Di-
vision of Supervision and Consumer Protec-
tion (DSC) may, on a case-by-case basis, de-
termine the appropriate credit conversion 
factor for any off-balance sheet item that 
does not fit wholly within one of the credit 
conversion factors set forth in this Appendix 
A or that imposes risks on a bank that are 
not commensurate with the credit conver-
sion factor otherwise specified in this Appen-
dix A for the off-balance sheet item. In mak-
ing such a determination, the Director of the 
Division of Supervision and Consumer Pro-
tection (DSC) will consider the similarity of 
the asset or off-balance sheet item to assets 
or off-balance sheet items explicitly treated 
in sections II.B and II.C of this appendix A, 
as well as other relevant factors. 

4. The Director of the Division of Super-
vision and Consumer Protection (DSC) may, 
on a case-by-case basis, determine that the 
regulatory capital treatment for an exposure 
or other relationship to an entity that is not 
subject to consolidation on the balance sheet 
is not commensurate with the risk of the ex-
posure and the relationship of the bank to 
the entity. In making this determination, 
the Director of DSC may require the bank to 
treat the entity as if it were consolidated on 
the balance sheet of the bank for risk-based 
capital purposes and calculate the appro-
priate risk-based capital ratios accordingly. 

5. Optional Transition Provisions Related 
to the Implementation of Consolidation Re-
quirements Under FAS 167 

Section II.A.5 of this appendix provides op-
tional transition provisions for a State non-
member bank that is required for financial 
and regulatory reporting purposes, as a re-
sult of its implementation of Statement of 
Financial Accounting Standards No. 167, 
Amendments to FASB Interpretation No. 46(R) 
(FAS 167), to consolidate certain variable in-
terest entities (VIEs) as defined under 
United States generally accepted accounting 
principles (GAAP). These transition provi-
sions apply through the end of the fourth 
quarter following the date of a bank’s imple-
mentation of FAS 167 (implementation date). 

i. Exclusion period. 
(a) Exclusion of risk-weighted assets for the 

first and second quarters. For the first two 
quarters after the implementation date (ex-
clusion period), including for the two cal-
endar quarter-end regulatory report dates 
within those quarters, a bank may exclude 
from risk-weighted assets: 

(1) Subject to the limitations in paragraph 
iii. of this section II.A.5, assets held by a 
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VIE, provided that the following conditions 
are met: 

(i) The VIE existed prior to the implemen-
tation date, 

(ii) The bank did not consolidate the VIE 
on its balance sheet for calendar quarter-end 
regulatory report dates prior to the imple-
mentation date, 

(iii) The bank must consolidate the VIE on 
its balance sheet beginning as of the imple-
mentation date as a result of its implemen-
tation of FAS 167, and 

(iv) The bank excludes all assets held by 
VIEs described in paragraphs i.(a)(1)(i) 
through (iii) of this section II.A.5; and 

(2) Subject to the limitations in paragraph 
iii. of this section II.A.5, assets held by a VIE 
that is a consolidated asset-backed commer-
cial paper (ABCP) program, provided that 
the following conditions are met: 

(i) The bank is the sponsor of the ABCP 
program, 

(ii) Prior to the implementation date, the 
bank consolidated the VIE onto its balance 
sheet under GAAP and excluded the VIE’s 
assets from the bank’s risk-weighted assets, 
and 

(iii) The bank chooses to exclude all assets 
held by ABCP program VIEs described in 
paragraphs i.(a)(2)(i) and (ii) of this section 
II.A.5. 

(b) Risk-weighted assets during exclusion pe-
riod. During the exclusion period, including 
the two calendar quarter-end regulatory re-
port dates within the exclusion period, a 
bank adopting the optional provisions of this 
paragraph i. of this section II.A.5 must cal-
culate risk-weighted assets for its contrac-
tual exposures to the VIEs referenced in 
paragraph i.(a) of this section II.A.5 on the 
implementation date and include this cal-
culated amount in its risk-weighted assets. 
Such contractual exposures may include di-
rect-credit substitutes, recourse obligations, 
residual interests, liquidity facilities, and 
loans. 

(c) Inclusion of ALLL in Tier 2 capital for the 
first and second quarters. During the exclusion 
period, including for the two calendar quar-
ter-end regulatory report dates within the 
exclusion period, a bank that excludes VIE 
assets from risk-weighted assets pursuant to 
paragraph i.(a) of this section II.A.5 may in-
clude in Tier 2 capital the full amount of the 
allowance for loan and lease losses (ALLL) 
calculated as of the implementation date 
that is attributable to the assets it excludes 
pursuant to paragraph i.(a) of this section 
II.A.5 (inclusion amount). The amount of 
ALLL includable in Tier 2 capital in accord-
ance with this paragraph shall not be subject 
to the limitations set forth in paragraph i. of 
section I.A.2. 

ii. Phase-in period. 
(a) Exclusion amount. For purposes of this 

paragraph ii. of this section II.A.5, exclusion 
amount is defined as the amount of risk- 

weighted assets excluded in paragraph i.(a) 
of this section II.A.5 as of the implementa-
tion date. 

(b) Risk-weighted assets for the third and 
fourth quarters. A bank that excludes assets 
of consolidated VIEs from risk-weighted as-
sets pursuant to paragraph i.(a) of this sec-
tion II.A.5 may, for the third and fourth 
quarters after the implementation date 
(phase-in period), including for the two cal-
endar quarter-end regulatory report dates 
within those quarters, exclude from risk- 
weighted assets 50 percent of the exclusion 
amount, provided that the bank may not in-
clude in risk-weighted assets pursuant to 
this paragraph an amount less than the ag-
gregate risk-weighted assets calculated pur-
suant to paragraph i.(b) of this section II.A.5. 

(c) Inclusion of ALLL in Tier 2 capital for the 
third and fourth quarters. A bank that ex-
cludes assets of consolidated VIEs from risk- 
weighted assets pursuant to paragraph ii.(b) 
of this section II.A.5 may, for the phase-in 
period, include in Tier 2 capital 50 percent of 
the inclusion amount it included in Tier 2 
capital during the exclusion period, notwith-
standing the limit on including ALLL in 
Tier 2 capital in paragraph i. of section I.A.2. 

iii. Implicit recourse limitation. Notwith-
standing any other provision in this section 
II.A.5, assets held by a VIE to which the 
bank has provided recourse through credit 
enhancement beyond any contractual obliga-
tion to support assets it has sold may not be 
excluded from risk-weighted assets. 

B. Other Considerations 

1. Indirect Holdings of Assets. Some of the 
assets on a bank’s balance sheet may rep-
resent an indirect holding of a pool of assets; 
for example, mutual funds. An investment in 
shares of a mutual fund whose portfolio con-
sists solely of various securities or money 
market instruments that, if held separately, 
would be assigned to different risk cat-
egories, generally is assigned to the risk cat-
egory appropriate to the highest risk-weight-
ed asset that the fund is permitted to hold in 
accordance with the stated investment ob-
jectives set forth in its prospectus. The bank 
may, at its option, assign the investment on 
a pro rata basis to different risk categories 
according to the investment limits in the 
fund’s prospectus, but in no case will indi-
rect holdings through shares in any mutual 
fund be assigned to a risk weight less than 20 
percent. If the bank chooses to assign its in-
vestment on a pro rata basis, and the sum of 
the investment limits in the fund’s pro-
spectus exceeds 100 percent, the bank must 
assign risk weights in descending order. If, in 
order to maintain a necessary degree of 
short-term liquidity, a fund is permitted to 
hold an insignificant amount of its assets in 
short-term, highly liquid securities of supe-
rior credit quality that do not qualify for a 
preferential risk weight, such securities will 
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11 The OECD-based group of countries com-
prises all full members of the Organization 
for Economic Cooperation and Development 
(OECD) regardless of entry date, as well as 
countries that have concluded special lend-
ing arrangements with the International 
Monetary Fund (IMF) associated with the 
IMF’s General Arrangements to Borrow, but 
excludes any country that has rescheduled 
its external sovereign debt within the pre-
vious five years. As of November 1995, the 
OECD included the following countries: Aus-
tralia, Austria, Belgium, Canada, Denmark, 
Finland, France, Germany, Greece, Iceland, 
Ireland, Italy, Japan, Luxembourg, Mexico, 
the Netherlands, New Zealand, Norway, Por-
tugal, Spain, Sweden, Switzerland, Turkey, 
the United Kingdom, and the United States; 
and Saudi Arabia had concluded special lend-
ing arrangements with the IMF associated 
with the IMF’s General Arrangements to 
Borrow. A rescheduling of external sovereign 
debt generally would include any renegoti-
ation of terms arising from a country’s in-
ability or unwillingness to meet its external 
debt service obligations, but generally would 
not include renegotiations of debt in the nor-
mal course of business, such as a renegoti-
ation to allow the borrower to take advan-
tage of a decline in interest rates or other 
change in market conditions. 

12 Through year-end 1992, remaining rather 
than original maturity may be used for de-
termining term to maturity for commit-
ments. 

generally be disregarded in determining the 
risk category to which the bank’s holdings 
in the overall fund should be assigned. The 
prudent use of hedging instruments by a mu-
tual fund to reduce the risk of its assets will 
not increase the risk weighting of the mu-
tual fund investment. For example, the use 
of hedging instruments by a mutual fund to 
reduce the interest rate risk of its govern-
ment bond portfolio will not increase the 
risk weight of that fund above the 20 percent 
category. Nonetheless, if the fund engages in 
any activities that appear speculative in na-
ture or has any other characteristics that 
are inconsistent with the preferential risk 
weighting assigned to the fund’s assets, hold-
ings in the fund will be assigned to the 100 
percent risk category. 

2. Collateral. In determining risk weights of 
various assets, the only forms of collateral 
that are formally recognized by the risk- 
based capital framework are cash on deposit 
in the lending bank; securities issued or 
guaranteed by the central governments of 
the OECD-based group of countries, 11 U.S. 
Government agencies, or U.S. Government- 
sponsored agencies; and securities issued or 
guaranteed by multilateral lending institu-
tions or regional development banks. Claims 
fully secured by such collateral are assigned 
to the 20 percent risk category. The extent 
to which these securities are recognized as 
collateral for risk-based capital purposes is 
determined by their current market value. If 

a claim is partially secured, the portion of 
the claim that is not covered by the collat-
eral is assigned to the risk category appro-
priate to the obligor or, if relevant, the guar-
antor. 

3. Guarantees. Guarantees of the OECD and 
non-OECD central governments, U.S. Gov-
ernment agencies, U.S. Government-spon-
sored agencies, state and local governments 
of the OECD-based group of countries, multi-
lateral lending institutions and regional de-
velopment banks, U.S. depository institu-
tions, foreign banks, and qualifying OECD- 
based securities firms are also recognized. If 
a claim is partially guaranteed, the portion 
of the claim that is not fully covered by the 
guarantee is assigned to the risk category 
appropriate to the obligor or, if relevant, the 
collateral. 

4. Maturity. Maturity is generally not a 
factor in assigning items to risk categories 
with the exceptions of claims on non-OECD 
banks, commitments, and interest rate and 
foreign exchange rate related contracts. Ex-
cept for commitments, short-term is defined 
as one year or less remaining maturity and 
long-term is defined as over one year remain-
ing maturity. In the case of commitments, 
short-term is defined as one year or less 
original maturity and long-term is defined as 
over one year original maturity. 12 

5. Recourse, Direct Credit Substitutes, Resid-
ual Interests and Mortgage- and Asset-Backed 
Securities. For purposes of this section II.B.5 
of this appendix A, the following definitions 
will apply. 

a. Definitions—(1) Credit derivative means a 
contract that allows one party (the ‘‘protec-
tion purchaser’’) to transfer the credit risk of 
an asset or off-balance sheet credit exposure 
to another party (the ‘‘protection provider’’). 
The value of a credit derivative is dependent, 
at least in part, on the credit performance of 
the ‘‘reference asset.’’ 

(2) Credit-enhancing interest only strip is de-
fined in § 325.2(g). 

(3) Credit-enhancing representations and war-
ranties means representations and warranties 
that are made or assumed in connection with 
a transfer of assets (including loan servicing 
assets) and that obligate the bank to protect 
investors from losses arising from credit risk 
in the assets transferred or the loans serv-
iced. Credit-enhancing representations and 
warranties include promises to protect a 
party from losses resulting from the default 
or nonperformance of another party or from 
an insufficiency in the value of the collat-
eral. Credit-enhancing representations and 
warranties do not include: 
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(i) Early default clauses and similar war-
ranties that permit the return of, or pre-
mium refund clauses covering, 1–4 family 
residential first mortgage loans that qualify 
for a 50 percent risk weight for a period not 
to exceed 120 days from the date of transfer. 
These warranties may cover only those loans 
that were originated within 1 year of the 
date of transfer; 

(ii) Premium refund clauses that cover as-
sets guaranteed, in whole or in part, by the 
U.S. Government, a U.S. Government agency 
or a government-sponsored enterprise, pro-
vided the premium refund clauses are for a 
period not to exceed 120 days from the date 
of transfer; or 

(iii) Warranties that permit the return of 
assets in instances of misrepresentation, 
fraud or incomplete documentation. 

(4) Direct credit substitute means an arrange-
ment in which a bank assumes, in form or in 
substance, credit risk associated with an on- 
or off-balance sheet credit exposure that was 
not previously owned by the bank (third- 
party asset) and the risk assumed by the 
bank exceeds the pro rata share of the bank’s 
interest in the third-party asset. If the bank 
has no claim on the third-party asset, then 
the bank’s assumption of any credit risk 
with respect to the third party asset is a di-
rect credit substitute. Direct credit sub-
stitutes include, but are not limited to: 

(i) Financial standby letters of credit, 
which includes any letter of credit or similar 
arrangement, however named or described, 
that support financial claims on a third 
party that exceed a bank’s pro rata share of 
losses in the financial claim; 

(ii) Guarantees, surety arrangements, cred-
it derivatives, and similar instruments back-
ing financial claims; 

(iii) Purchased subordinated interests or 
securities that absorb more than their pro 
rata share of credit losses from the under-
lying assets; 

(iv) Credit derivative contracts under 
which the bank assumes more than its pro 
rata share of credit risk on a third party 
asset or exposure; 

(v) Loans or lines of credit that provide 
credit enhancement for the financial obliga-
tions of an account party; 

(vi) Purchased loan servicing assets if the 
servicer: 

(A) Is responsible for credit losses with the 
loans being serviced, 

(B) Is responsible for making servicer cash 
advances (unless the advances are not direct 
credit substitutes because they meet the 
conditions specified in section II.B.5(a)(9) of 
this Appendix A), or 

(C) Makes or assumes credit-enhancing 
representations and warranties with respect 
to the loans serviced; 

(vii) Clean-up calls on third party assets. 
Clean-up calls that are exercisable at the op-
tion of the bank (as servicer or as an affiliate 

of the servicer) when the pool balance is 10 
percent or less of the original pool balance 
are not direct credit substitutes; and 

(viii) Liquidity facilities that provide li-
quidity support to ABCP (other than eligible 
ABCP liquidity facilities). 

(5) Eligible ABCP liquidity facility means a 
liquidity facility supporting ABCP, in form 
or in substance, that is subject to an asset 
quality test at the time of draw that pre-
cludes funding against assets that are 90 
days or more past due or in default. In addi-
tion, if the assets that an eligible ABCP li-
quidity facility is required to fund against 
are externally rated assets or exposures at 
the inception of the facility, the facility can 
be used to fund only those assets or expo-
sures that are externally rated investment 
grade at the time of funding. Notwith-
standing the eligibility requirements set 
forth in the two preceding sentences, a li-
quidity facility will be considered an eligible 
ABCP liquidity facility if the assets that are 
funded under the liquidity facility and which 
do not meet the eligibility requirements are 
guaranteed, either conditionally or uncondi-
tionally, by the U.S. government or its agen-
cies, or by the central government of an 
OECD country. 

(6) Externally rated means that an instru-
ment or obligation has received a credit rat-
ing from a nationally recognized statistical 
rating organization. 

(7) Face amount means the notional prin-
cipal, or face value, amount of an off-balance 
sheet item; the amortized cost of an asset 
not held for trading purposes; and the fair 
value of a trading asset. 

(8) Financial asset means cash or other 
monetary instrument, evidence of debt, evi-
dence of an ownership interest in an entity, 
or a contract that conveys a right to receive 
or exchange cash or another financial instru-
ment from another party. 

(9) Financial standby letter of credit means a 
letter of credit or similar arrangement that 
represents an irrevocable obligation to a 
third-party beneficiary: 

(i) To receive money borrowed by, or ad-
vanced to, or advanced to, or for the account 
of, a second party (the account party), or 

(ii) To make payment on behalf of the ac-
count party, in the event that the account 
party fails to fulfill its obligation to the ben-
eficiary. 

(10) Liquidity facility means a legally bind-
ing commitment to provide liquidity support 
to ABCP by lending to, or purchasing assets 
from, any structure, program, or conduit in 
the event that funds are required to repay 
maturing ABCP. 

(11) Mortgage servicer cash advance means 
funds that a residential mortgage servicer 
advances to ensure an uninterrupted flow of 
payments, including advances made to cover 
foreclosure costs or other expenses to facili-
tate the timely collection of the loan. A 
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mortgage servicer cash advance is not a re-
course obligation or a direct credit sub-
stitute if: 

(i) The mortgage servicer is entitled to full 
reimbursement and this right is not subordi-
nated to other claims on the cash flows from 
the underlying asset pool; or 

(ii) For any one loan, the servicer’s obliga-
tion to make nonreimbursable advances is 
contractually limited to an insignificant 
amount of the outstanding principal of that 
loan. 

(12) Nationally recognized statistical rating 
organization (NRSRO) means an entity recog-
nized by the Division of Market Regulation 
of the Securities and Exchange Commission 
(or any successor Division) (Commission) as 
a nationally recognized statistical rating or-
ganization for various purposes, including 
the Commission’s uniform net capital re-
quirements for brokers and dealers (17 CFR 
240.15c3–1). 

(13) Recourse means an arrangement in 
which a bank retains, in form or in sub-
stance, of any credit risk directly or indi-
rectly associated with an asset it has sold (in 
accordance with generally accepted account-
ing principles) that exceeds a pro rata share 
of the bank’s claim on the asset. If a bank 
has no claim on an asset it has sold, then the 
retention of any credit risk is recourse. A re-
course obligation typically arises when an 
institution transfers assets in a sale and re-
tains an obligation to repurchase the assets 
or absorb losses due to a default of principal 
or interest or any other deficiency in the 
performance of the underlying obligor or 
some other party. Recourse may exist im-
plicitly where a bank provides credit en-
hancement beyond any contractual obliga-
tion to support assets it has sold. The fol-
lowing are examples of recourse arrange-
ments: 

(i) Credit-enhancing representations and 
warranties made on the transferred assets; 

(ii) Loan servicing assets retained pursu-
ant to an agreement under which the bank: 

(A) Is responsible for losses associated with 
the loans being serviced, or 

(B) Is responsible for making mortgage 
servicer cash advances (unless the advances 
are not a recourse obligation because they 
meet the conditions specified in section 
II.B.5(a)(11) of this Appendix A). 

(iii) Retained subordinated interests that 
absorb more than their pro rata share of 
losses from the underlying assets; 

(iv) Assets sold under an agreement to re-
purchase, if the assets are not already in-
cluded on the balance sheet; 

(v) Loan strips sold without contractual 
recourse where the maturity of the trans-
ferred portion of the loan is shorter than the 
maturity of the commitment under which 
the loan is drawn; 

(vi) Credit derivative contracts under 
which the bank retains more than its pro 

rata share of credit risk on transferred as-
sets; 

(vii) Clean-up calls at inception that are 
greater than 10 percent of the balance of the 
original pool of transferred loans. Clean-up 
calls that are 10 percent or less of the origi-
nal pool balance that are exercisable at the 
option of the bank are not recourse arrange-
ments; and 

(viii.) Liquidity facilities that provide li-
quidity support to ABCP (other than eligible 
ABCP liquidity facilities). 

(14) Residual interest means any on-balance 
sheet asset that represents an interest (in-
cluding a beneficial interest) created by a 
transfer that qualifies as a sale (in accord-
ance with generally accepted accounting 
principles (GAAP)) of financial assets, 
whether through a securitization or other-
wise, and that exposes a bank to credit risk 
directly or indirectly associated with the 
transferred assets that exceeds a pro rata 
share of the bank’s claim on the assets, 
whether through subordination provisions or 
other credit enhancement techniques. Resid-
ual interests generally include credit-en-
hancing I/Os, spread accounts, cash collat-
eral accounts, retained subordinated inter-
ests, other forms of over-collateralization, 
and similar assets that function as a credit 
enhancement. Residual interests further in-
clude those exposures that, in substance, 
cause the bank to retain the credit risk of an 
asset or exposure that had qualified as a re-
sidual interest before it was sold. Residual 
interests generally do not include interests 
purchased from a third party, except that 
purchased credit-enhancing I/Os are residual 
interests for purposes of the risk-based cap-
ital treatment in this appendix. 

(15) Risk participation means a participation 
in which the originating party remains liable 
to the beneficiary for the full amount of an 
obligation (e.g., a direct credit substitute) 
notwithstanding that another party has ac-
quired a participation in that obligation. 

(16) Securitization means the pooling and re-
packaging by a special purpose entity of as-
sets or other credit exposures into securities 
that can be sold to investors. Securitization 
includes transactions that create stratified 
credit risk positions whose performance is 
dependent upon an underlying pool of credit 
exposures, including loans and commit-
ments. 

(17) Sponsor means a bank that establishes 
an ABCP program; approves the sellers per-
mitted to participate in the program; ap-
proves the asset pools to be purchased by the 
program; or administers the ABCP program 
by monitoring the assets, arranging for debt 
placement, compiling monthly reports, or 
ensuring compliance with the program docu-
ments and with the program’s credit and in-
vestment policy. 

(18) Structured finance program means a pro-
gram where receivable interests and asset- 
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13 A risk participation with a remaining 
maturity of one year or less that is conveyed 
to a non-OECD bank is also assigned to the 
20 percent risk category. 

backed securities issued by multiple partici-
pants are purchased by a special purpose en-
tity that repackages those exposures into se-
curities that can be sold to investors. Struc-
tured finance programs allocate credit risks, 
generally, between the participants and cred-
it enhancement provided to the program. 

(19) Traded position means a position that is 
externally rated and is retained, assumed or 
issued in connection with an asset 
securitization, where there is a reasonable 
expectation that, in the near future, the rat-
ing will be relied upon by unaffiliated inves-
tors to purchase the position; or an unaffili-
ated third party to enter into a transaction 
involving the position, such as a purchase, 
loan, or repurchase agreement. 

(b) Credit equivalent amounts and risk 
weights of recourse obligations and direct credit 
substitutes—(1) General rule for determining the 
credit-equivalent amount. Except as otherwise 
provided, the credit-equivalent amount for a 
recourse obligation or direct credit sub-
stitute is the full amount of the credit-en-
hanced assets for which the bank directly or 
indirectly retains or assumes credit risk 
multiplied by a 100% conversion factor. 
Thus, a bank that extends a partial direct 
credit substitute, e.g., a financial standby 
letter of credit that absorbs the first 10 per-
cent of loss on a transaction, must maintain 
capital against the full amount of the assets 
being supported. 

(2) Risk-weight factor. To determine the 
bank’s risk-weighted assets for an off-bal-
ance sheet recourse obligation or a direct 
credit substitute, the credit equivalent 
amount is assigned to the risk category ap-
propriate to the obligor in the underlying 
transaction, after considering any associated 
guarantees or collateral. For a direct credit 
substitute that is an on-balance sheet asset, 
e.g., a purchased subordinated security, a 
bank must calculate risk-weighted assets 
using the amount of the direct credit sub-
stitute and the full amount of the assets it 
supports, i.e., all the more senior positions in 
the structure. The treatment covered in this 
paragraph (b) is subject to the low-level ex-
posure rule provided in section II.B.5(h)(1) of 
this appendix A. 

(c) Credit equivalent amount and risk weight 
of participations in, and syndications of, direct 
credit substitutes. Subject to the low-level ex-
posure rule provided in section II.B.5(h)(1) of 
this appendix A, the credit equivalent 
amount for a participation interest in, or 
syndication of, a direct credit substitute (ex-
cluding purchased credit-enhancing interest- 
only strips) is calculated and risk weighted 
as follows: 

(1) Treatment for direct credit substitutes for 
which a bank has conveyed a risk participation. 
In the case of a direct credit substitute in 
which a bank has conveyed a risk participa-
tion, the full amount of the assets that are 
supported by the direct credit substitute is 

converted to a credit equivalent amount 
using a 100% conversion factor. However, the 
pro rata share of the credit equivalent 
amount that has been conveyed through a 
risk participation is then assigned to which-
ever risk-weight category is lower: the risk- 
weight category appropriate to the obligor in 
the underlying transaction, after considering 
any associated guarantees or collateral, or 
the risk-weight category appropriate to the 
party acquiring the participation. The pro 
rata share of the credit equivalent amount 
that has not been participated out is as-
signed to the risk-weight category appro-
priate to the obligor, guarantor, or collat-
eral. For example, the pro rata share of the 
full amount of the assets supported, in whole 
or in part, by a direct credit substitute con-
veyed as a risk participation to a U.S. do-
mestic depository institution or an OECD 
bank is assigned to the 20 percent risk cat-
egory. 13 

(2) Treatment for direct credit substitutes in 
which the bank has acquired a risk participa-
tion. In the case of a direct credit substitute 
in which the bank has acquired a risk par-
ticipation, the acquiring bank’s pro rata 
share of the direct credit substitute is multi-
plied by the full amount of the assets that 
are supported by the direct credit substitute 
and converted using a 100% credit conversion 
factor. The resulting credit equivalent 
amount is then assigned to the risk-weight 
category appropriate to the obligor in the 
underlying transaction, after considering 
any associated guarantees or collateral. 

(3) Treatment for direct credit substitutes re-
lated to syndications. In the case of a direct 
credit substitute that takes the form of a 
syndication where each party is obligated 
only for its pro rata share of the risk and 
there is no recourse to the originating enti-
ty, each bank’s credit equivalent amount 
will be calculated by multiplying only its 
pro rata share of the assets supported by the 
direct credit substitute by a 100% conversion 
factor. The resulting credit equivalent 
amount is then assigned to the risk-weight 
category appropriate to the obligor in the 
underlying transaction, after considering 
any associated guarantees or collateral. 

(d) Externally rated positions: credit-equiva-
lent amounts and risk weights.—(1) Traded po-
sitions. With respect to a recourse obligation, 
direct credit substitute, residual interest 
(other than a credit-enhancing interest-only 
strip) or mortgage- or asset-backed security 
that is a ‘‘traded position’’ and that has re-
ceived an external rating on a long-term po-
sition that is one grade below investment 
grade or better or a short-term position that 
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14 Stripped mortgage-backed securities and 
similar instruments, such as interest-only 
strips that are not credit-enhancing and 

principal-only strips, must be assigned to the 
100% risk category. 

is investment grade, the bank may multiply 
the face amount of the position by the appro-
priate risk weight, determined in accordance 
with Table A or B of this appendix A, as ap-

propriate. 14 If a traded position receives 
more than one external rating, the lowest 
rating will apply. 

TABLE A 

Long-term rating category Examples Risk weight 
(In percent) 

Highest or second highest investment grade ............................................. AAA, AA ........................................... 20 
Third highest investment grade .................................................................. A ...................................................... 50 
Lowest investment grade ............................................................................ BBB .................................................. 100 
One category below investment grade ....................................................... BB .................................................... 200 

TABLE B 

Short-term rating category Examples Risk weight 
(In percent) 

Highest investment grade ........................................................................... A–1, P–1 .......................................... 20 
Second highest investment grade .............................................................. A–2, P–2 .......................................... 50 
Lowest investment grade ............................................................................ A–3, P–3 .......................................... 100 

(2) Non-traded positions. A recourse obliga-
tion, direct credit substitute, residual inter-
est (but not a credit-enhancing interest-only 
strip) or mortgage- or asset-backed security 
extended in connection with a securitization 
that is not a ‘‘traded position’’ may be as-
signed a risk weight in accordance with sec-
tion II.B.5(d)(1) of this appendix A if: 

(i) It has been externally rated by more 
than one NRSRO; 

(ii) It has received an external rating on a 
long-term position that is one category 
below investment grade or better or a short- 
term position that is investment grade by all 
NRSROs providing a rating; 

(iii) The ratings are publicly available; and 
(iv) The ratings are based on the same cri-

teria used to rate traded positions. If the rat-
ings are different, the lowest rating will de-
termine the risk category to which the re-
course obligation, direct credit substitute, 
residual interest, or mortgage- or asset- 
backed security will be assigned. 

(e) Senior positions not externally rated. For 
a recourse obligation, direct credit sub-
stitute, residual interest or mortgage- or 
asset-backed security that is not externally 
rated but is senior in all features to a traded 
position (including collateralization and ma-
turity), a bank may apply a risk weight to 
the face amount of the senior position in ac-
cordance with section II.B.5(d)(1) of this ap-
pendix A, based upon the risk weight of the 
traded position, subject to any current or 
prospective supervisory guidance and the 
bank satisfying the FDIC that this treat-
ment is appropriate. This section will apply 
only if the traded position provides substan-

tial credit support for the entire life of the 
unrated position. 

(f) Residual interests—(1) Concentration limit 
on credit-enhancing interest-only strips. In ad-
dition to the capital requirement provided 
by section II.B.5(f)(2) of this appendix A, a 
bank must deduct from Tier 1 capital the 
face amount of all credit-enhancing interest- 
only strips in excess of 25 percent of Tier 1 
capital in accordance with § 325.5(f)(3). 

(2) Credit-enhancing interest-only strip cap-
ital requirement. After applying the con-
centration limit to credit-enhancing inter-
est-only strips in accordance with 
§ 325.5(f)(3), a bank must maintain risk-based 
capital for a credit-enhancing interest-only 
strip, equal to the remaining face amount of 
the credit-enhancing interest-only strip (net 
of the remaining proportional amount of any 
existing associated deferred tax liability re-
corded on the balance sheet), even if the 
amount of risk-based capital required to be 
maintained exceeds the full risk-based cap-
ital requirement for the assets transferred. 
Transactions that, in substance, result in 
the retention of credit risk associated with a 
transferred credit-enhancing interest-only 
strip will be treated as if the credit-enhanc-
ing interest-only strip was retained by the 
bank and not transferred. 

(3) Other residual interests capital require-
ment. Except as otherwise provided in section 
II.B.5(d) or (e) of this appendix A, a bank 
must maintain risk-based capital for a resid-
ual interest (excluding a credit-enhancing 
interest-only strip) equal to the face amount 
of the residual interest (net of any existing 
associated deferred tax liability recorded on 
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15 The adequacy of a bank’s use of its inter-
nal credit risk rating system must be dem-
onstrated to the FDIC considering the cri-
teria listed in this section and the size and 
complexity of the credit exposures assumed 
by the bank. 

the balance sheet), even if the amount of 
risk-based capital required to be maintained 
exceeds the full risk-based capital require-
ment for the assets transferred. Transactions 
that, in substance, result in the retention of 
credit risk associated with a transferred re-
sidual interest will be treated as if the resid-
ual interest was retained by the bank and 
not transferred. 

(4) Residual interests and other recourse obli-
gations. Where the aggregate capital require-
ment for residual interests (including credit- 
enhancing interest-only strips) and recourse 
obligations arising from the same transfer of 
assets exceed the full risk-based capital re-
quirement for assets transferred, a bank 
must maintain risk-based capital equal to 
the greater of the risk-based capital require-

ment for the residual interest as calculated 
under sections II.B.5(f)(2) through (3) of this 
appendix A or the full risk-based capital re-
quirement for the assets transferred. 

(g) Positions that are not rated by an NRSRO. 
A bank’s position (other than a residual in-
terest) in a securitization or structured fi-
nance program that is not rated by an 
NRSRO may be risk-weighted based on the 
bank’s determination of the credit rating of 
the position, as specified in Table C of this 
appendix A, multiplied by the face amount of 
the position. In order to qualify for this 
treatment, the bank’s system for deter-
mining the credit rating of the position must 
meet one of the three alternative standards 
set out in section II.B.5(g)(1) through (3) of 
this appendix A. 

TABLE C 

Rating category Examples Risk Weight 
(In percent) 

Investment grade ........................................................................................ BBB or better ................................... 100 
One category below investment grade ....................................................... BB .................................................... 200 

(1) Internal risk rating used for asset-backed 
programs. A bank extends a direct credit sub-
stitute (but not a purchased credit-enhanc-
ing interest-only strip) to an asset-backed 
commercial paper program sponsored by the 
bank and the bank is able to demonstrate to 
the satisfaction of the FDIC, prior to relying 
upon its use, that the bank’s internal credit 
risk rating system is adequate. Adequate in-
ternal credit risk rating systems usually 
contain the following criteria: 15 

(i) The internal credit risk rating system is 
an integral part of the bank’s risk manage-
ment system that explicitly incorporates the 
full range of risks arising from a bank’s par-
ticipation in securitization activities; 

(ii) Internal credit ratings are linked to 
measurable outcomes, such as the prob-
ability that the position will experience any 
loss, the position’s expected loss given de-
fault, and the degree of variance in losses 
given default on that position; 

(iii) The internal credit risk rating system 
must separately consider the risk associated 
with the underlying loans or borrowers, and 
the risk associated with the structure of a 
particular securitization transaction; 

(iv) The internal credit risk rating system 
identifies gradations of risk among ‘‘pass’’ as-
sets and other risk positions; 

(v) The internal credit risk rating system 
must have clear, explicit criteria (including 

for subjective factors), that are used to clas-
sify assets into each internal risk grade; 

(vi) The bank must have independent cred-
it risk management or loan review personnel 
assigning or reviewing the credit risk rat-
ings; 

(vii) An internal audit procedure should pe-
riodically verify that internal risk ratings 
are assigned in accordance with the bank’s 
established criteria; 

(viii) The bank must monitor the perform-
ance of the internal credit risk ratings as-
signed to nonrated, nontraded direct credit 
substitutes over time to determine the ap-
propriateness of the initial credit risk rating 
assignment and adjust individual credit risk 
ratings, or the overall internal credit risk 
ratings system, as needed; and 

(ix) The internal credit risk rating system 
must make credit risk rating assumptions 
that are consistent with, or more conserv-
ative than, the credit risk rating assump-
tions and methodologies of NRSROs. 

(2) Program Ratings. A bank extends a di-
rect credit substitute or retains a recourse 
obligation (but not a residual interest) in 
connection with a structured finance pro-
gram and an NRSRO has reviewed the terms 
of the program and stated a rating for posi-
tions associated with the program. If the 
program has options for different combina-
tions of assets, standards, internal credit en-
hancements and other relevant factors, and 
the NRSRO specifies ranges of rating cat-
egories to them, the bank may apply the rat-
ing category applicable to the option that 
corresponds to the bank’s position. In order 
to rely on a program rating, the bank must 
demonstrate to the FDIC’s satisfaction that 
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the credit risk rating assigned to the pro-
gram meets the same standards generally 
used by NRSROs for rating traded positions. 
The bank must also demonstrate to the 
FDIC’s satisfaction that the criteria under-
lying the NRSRO’s assignment of ratings for 
the program are satisfied for the particular 
position issued by the bank. If a bank par-
ticipates in a securitization sponsored by an-
other party, the FDIC may authorize the 
bank to use this approach based on a pro-
gram rating obtained by the sponsor of the 
program. 

(3) Computer Program. A bank is using an 
acceptable credit assessment computer pro-
gram that has been developed by an NRSRO 
to determine the rating of a direct credit 
substitute or recourse obligation (but not a 
residual interest) extended in connection 
with a structured finance program. In order 
to rely on the rating determined by the com-
puter program, the bank must demonstrate 
to the FDIC’s satisfaction that ratings under 
the program correspond credibly and reliably 
with the ratings of traded positions. The 
bank must also demonstrate to the FDIC’s 
satisfaction the credibility of the program in 
financial markets, the reliability of the pro-
gram in assessing credit risk, the applica-
bility of the program to the bank’s position, 
and the proper implementation of the pro-
gram. 

(h) Limitations on risk-based capital require-
ments—(1) Low-level exposure rule. If the max-
imum exposure to loss retained or assumed 
by a bank in connection with a recourse obli-
gation, a direct credit substitute, or a resid-
ual interest is less than the effective risk- 
based capital requirement for the credit-en-
hanced assets, the risk-based capital re-
quired under this appendix A is limited to 
the bank’s maximum contractual exposure, 
less any recourse liability account estab-
lished in accordance with generally accepted 
accounting principles. This limitation does 
not apply when a bank provides credit en-
hancement beyond any contractual obliga-
tion to support assets it has sold. 

(2) Mortgage-related securities or participa-
tion certificates retained in a mortgage loan 
swap. If a bank holds a mortgage-related se-
curity or a participation certificate as a re-
sult of a mortgage loan swap with recourse, 
capital is required to support the recourse 
obligation plus the percentage of the mort-
gage-related security or participation cer-
tificate that is not covered by the recourse 
obligation. The total amount of capital re-
quired for the on-balance sheet asset and the 
recourse obligation, however, is limited to 
the capital requirement for the underlying 
loans, calculated as if the bank continued to 
hold these loans as an on-balance sheet 
asset. 

(3) Related on-balance sheet assets. If a re-
course obligation or direct credit substitute 
also appears as a balance sheet asset, the 

asset is risk-weighted only under this sec-
tion II.B.5 of this appendix A, except in the 
case of loan servicing assets and similar ar-
rangements with embedded recourse obliga-
tions or direct credit substitutes. In that 
case, the on-balance sheet servicing assets 
and the related recourse obligations or direct 
credit substitutes must both be separately 
risk weighted and incorporated into the risk- 
based capital calculation. 

(i) Alternative Capital Calculation for Small 
Business Obligations—(1) Definitions. For pur-
poses of this section II.B. 5(i): 

(i) Qualified bank means a bank that: 
(A) Is well capitalized as defined in 

§ 325.103(b)(1) without applying the capital 
treatment described in this section II.B.5(i), 
or 

(B) Is adequately capitalized as defined in 
§ 325.103(b)(2) without applying the capital 
treatment described in this section II.B.5(i) 
and has received written permission by order 
of the FDIC to apply the capital treatment 
described in this section II.B.5(i). 

(iii) Small business means a business that 
meets the criteria for a small business con-
cern established by the Small Business Ad-
ministration in 13 CFR part 121 pursuant to 
15 U.S.C. 632. 

(2) Capital and reserve requirements. Not-
withstanding the risk-based capital treat-
ment outlined in any other paragraph (other 
than paragraph (i) of this section II.B.5), 
with respect to a transfer with recourse of a 
small business loan or a lease to a small 
business of personal property that is a sale 
under generally accepted accounting prin-
ciples, and for which the bank establishes 
and maintains a non-capital reserve under 
generally accepted accounting principles suf-
ficient to meet the reasonable estimated li-
ability of the bank under the recourse ar-
rangement; a qualified bank may elect to in-
clude only the face amount of its recourse in 
its risk-weighted assets for purposes of cal-
culating the bank’s risk-based capital ratio. 

(3) Limit on aggregate amount of recourse. 
The total outstanding amount of recourse re-
tained by a qualified bank with respect to 
transfers of small business loans and leases 
to small businesses of personal property and 
included in the risk-weighted assets of the 
bank as described in section II.B.5(i)(2) of 
this appendix A may not exceed 15 percent of 
the bank’s total risk-based capital, unless 
the FDIC specifies a greater amount by 
order. 

(4) Bank that ceases to be qualified or that ex-
ceeds aggregate limit. If a bank ceases to be a 
qualified bank or exceeds the aggregate limit 
in section II.B.5(i)(3) of this appendix A, the 
bank may continue to apply the capital 
treatment described in section II.B.5(i)(2) of 
this appendix A to transfers of small busi-
ness loans and leases to small businesses of 
personal property that occurred when the 
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16 An equity investment made under sec-
tion 302(b) of the Small Business Investment 
Act of 1958 in a SBIC that is not consolidated 
with the bank is treated as a nonfinancial 
equity investment. 

17 The Board of Directors of the FDIC, act-
ing directly, may, in exceptional cases and 
after a review of the proposed activity, per-
mit a lower capital deduction for invest-

ments approved by the Board of Directors 
under section 24 of the FDI Act so long as 
the bank’s investments under section 24 and 
SBIC investments represent, in the aggre-
gate, less than 15 percent of the Tier 1 cap-
ital of the bank. The FDIC reserves the au-
thority to impose higher capital charges on 
any investment where appropriate. 

bank was qualified and did not exceed the 
limit. 

(5) Prompt correction action not affected. (i) 
A bank shall compute its capital without re-
gard to this section II.B.5(i) for purposes of 
prompt corrective action (12 U.S.C. 1831o) un-
less the bank is a well capitalized bank 
(without applying the capital treatment de-
scribed in this section II.B.5(i)) and, after ap-
plying the capital treatment described in 
this section II.B.5(i), the bank would be well 
capitalized. 

(ii) A bank shall compute its capital with-
out regard to this section II.B.5(i) for pur-
poses of 12 U.S.C. 1831o(g) regardless of the 
bank’s capital level. 

(6) Nonfinancial equity investments. (i) Gen-
eral. A bank must deduct from its Tier 1 cap-
ital the sum of the appropriate percentage 
(as determined below) of the adjusted car-
rying value of all nonfinancial equity invest-
ments held by the bank or by its direct or in-
direct subsidiaries. For purposes of this sec-
tion II.B.(6), investments held by a bank in-
clude all investments held directly or indi-
rectly by the bank or any of its subsidiaries. 

(ii) Scope of nonfinancial equity investments. 
A nonfinancial equity investment means any 
equity investment held by the bank in a non-

financial company: through a small business 
investment company (SBIC) under section 
302(b) of the Small Business Investment Act 
of 1958 (15 U.S.C. 682(b));16 under the portfolio 
investment provisions of Regulation K issued 
by the Board of Governors of the Federal Re-
serve System (12 CFR 211.8(c)(3)); or under 
section 24 of the Federal Deposit Insurance 
Act (12 U.S.C. 1831a), other than an invest-
ment held in accordance with section 24(f) of 
that Act. 17 A nonfinancial company is an en-
tity that engages in any activity that has 
not been determined to be permissible for 
the bank to conduct directly, or to be finan-
cial in nature or incidental to financial ac-
tivities under section 4(k) of the Bank Hold-
ing Company Act (12 U.S.C. 1843(k)). 

(iii) Amount of deduction from core capital. 
(A) The bank must deduct from its Tier 1 
capital the sum of the appropriate percent-
ages, as set forth in the table following this 
paragraph, of the adjusted carrying value of 
all nonfinancial equity investments held by 
the bank. The amount of the percentage de-
duction increases as the aggregate amount of 
nonfinancial equity investments held by the 
bank increases as a percentage of the bank’s 
Tier 1 capital. 

DEDUCTION FOR NONFINANCIAL EQUITY INVESTMENTS 

Aggregate adjusted carrying value of all nonfinancial equity investments held directly or indi-
rectly by the bank (as a percentage of the Tier 1 capital of the bank) 1 

Deduction from Tier 1 Capital 
(as a percentage of the ad-

justed carrying value of the in-
vestment) 

Less than 15 percent ...................................................................................................................... 8 percent. 
15 percent to 24.99 percent ........................................................................................................... 12 percent. 
25 percent and above ..................................................................................................................... 25 percent. 

1 For purposes of calculating the adjusted carrying value of nonfinancial equity investments as a percentage of Tier 1 capital, 
Tier 1 capital is defined as the sum of core capital elements net of goodwill and net of all identifiable intangible assets other than 
mortgage servicing assets, nonmortgage servicing assets and purchased credit card relationships, but prior to the deduction for 
any disallowed mortgage servicing assets, any disallowed nonmortgage servicing assets, any disallowed purchased credit card 
relationships, any disallowed credit-enhancing interest-only strips (both purchased and retained), any disallowed deferred tax as-
sets, and any nonfinancial equity investments. 

(B) These deductions are applied on a mar-
ginal basis to the portions of the adjusted 
carrying value of nonfinancial equity invest-
ments that fall within the specified ranges of 
the parent bank’s Tier 1 capital. For exam-
ple, if the adjusted carrying value of all non-
financial equity investments held by a bank 
equals 20 percent of the Tier 1 capital of the 
bank, then the amount of the deduction 
would be 8 percent of the adjusted carrying 
value of all investments up to 15 percent of 

the bank’s Tier 1 capital, and 12 percent of 
the adjusted carrying value of all invest-
ments in excess of 15 percent of the bank’s 
Tier 1 capital. 

(C) The total adjusted carrying value of 
any nonfinancial equity investment that is 
subject to deduction under this paragraph is 
excluded from the bank’s risk-weighted as-
sets for purposes of computing the denomi-
nator of the bank’s risk-based capital ratio 
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18 For example, if 8 percent of the adjusted 
carrying value of a nonfinancial equity in-
vestment is deducted from Tier 1 capital, the 
entire adjusted carrying value of the invest-
ment will be excluded from both risk-weight-
ed assets and total assets in calculating the 
respective denominators for the risk-based 
capital and leverage ratios. 

19 If a bank has an investment in a SBIC 
that is consolidated for accounting purposes 
but that is not wholly owned by the bank, 
the adjusted carrying value of the bank’s 
nonfinancial equity investments through the 
SBIC is equal to the bank’s proportionate 
share of the adjusted carrying value of the 
SBIC’s investments in nonfinancial compa-
nies. The remainder of the SBIC’s adjusted 
carrying value (i.e., the minority interest 
holders’ proportionate share) is excluded 

from the risk-weighted assets of the bank. If 
a bank has an investment in a SBIC that is 
not consolidated for accounting purposes and 
has current information that identifies the 
percentage of the SBIC’s assets that are eq-
uity investments in nonfinancial companies, 
the bank may reduce the adjusted carrying 
value of its investment in the SBIC propor-
tionately to reflect the percentage of the ad-
justed carrying value of the SBIC’s assets 
that are not equity investments in non-
financial companies. If a bank reduces the 
adjusted carrying value of its investment in 
a non-consolidated SBIC to reflect financial 
investments of the SBIC, the amount of the 
adjustment will be risk weighted at 100 per-
cent and included in the bank’s risk-weight-
ed assets. 

20 A ‘‘binding written commitment’’ means a 
legally binding written agreement that re-
quires the bank to acquire shares or other 
equity of the company, or make a capital 
contribution to the company, under terms 
and conditions set forth in the agreement. 
Options, warrants, and other agreements 
that give a bank the right to acquire equity 
or make an investment, but do not require 
the bank to take such actions, are not con-
sidered a binding written commitment for 
purposes of this section II.B.(6)(v). 

and from total assets for purposes of calcu-
lating the denominator of the leverage 
ratio. 18 

(D) This Appendix establishes minimum 
risk-based capital ratios and banks are at all 
times expected to maintain capital commen-
surate with the level and nature of the risks 
to which they are exposed. The risk to a 
bank from nonfinancial equity investments 
increases with its concentration in such in-
vestments and strong capital levels above 
the minimum requirements are particularly 
important when a bank has a high degree of 
concentration in nonfinancial equity invest-
ments (e.g., in excess of 50 percent of Tier 1 
capital). The FDIC intends to monitor banks 
and apply heightened supervision to equity 
investment activities as appropriate, includ-
ing where the bank has a high degree of con-
centration in nonfinancial equity invest-
ments, to ensure that each bank maintains 
capital levels that are appropriate in light of 
its equity investment activities. The FDIC 
also reserves authority to impose a higher 
capital charge in any case where the cir-
cumstances, such as the level of risk of the 
particular investment or portfolio of invest-
ments, the risk management systems of the 
bank, or other information, indicate that a 
higher minimum capital requirement is ap-
propriate. 

(iv) SBIC investments. (A) No deduction is 
required for nonfinancial equity investments 
that are held by a bank through one or more 
SBICs that are consolidated with the bank or 
in one or more SBICs that are not consoli-
dated with the bank to the extent that all 
such investments, in the aggregate, do not 
exceed 15 percent of the bank’s Tier 1 cap-
ital. Any nonfinancial equity investment 
that is held through an SBIC or in an SBIC 
and that is not required to be deducted from 
Tier 1 capital under this section II.B.(6)(iv) 
will be assigned a 100 percent risk-weight 
and included in the bank’s consolidated risk- 
weighted assets. 19 

(B) To the extent the adjusted carrying 
value of all nonfinancial equity investments 
that a bank holds through one or more SBICs 
that are consolidated with the bank or in 
one or more SBICs that are not consolidated 
with the bank exceeds, in the aggregate, 15 
percent of the bank’s Tier 1 capital, the ap-
propriate percentage of such amounts (as set 
forth in the table in section II.B.(6)(iii)(A)) 
must be deducted from the bank’s common 
stockholders’ equity in determining the 
bank’s Tier 1 capital. In addition, the aggre-
gate adjusted carrying value of all non-
financial equity investments held by a bank 
through a consolidated SBIC and in a non- 
consolidated SBIC (including any invest-
ments for which no deduction is required) 
must be included in determining, for pur-
poses of the table in section II.B.(6)(iii)(A), 
the total amount of nonfinancial equity in-
vestments held by the bank in relation to its 
Tier 1 capital. 

(v) Transition provisions. No deduction 
under this section II.B.(6) is required to be 
made with respect to the adjusted carrying 
value of any nonfinancial equity investment 
(or portion of such an investment) that was 
made by the bank prior to March 13, 2000, or 
that was made by the bank after such date 
pursuant to a binding written commitment 20 
entered into prior to March 13, 2000, provided 
that in either case the bank has continu-
ously held the investment since the relevant 
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21 For example, if a bank made an equity 
investment in 100 shares of a nonfinancial 
company prior to March 13, 2000, the ad-
justed carrying value of that investment 
would not be subject to a deduction under 
this section II.B.(6). However, if the bank 
made any additional equity investment in 
the company after March 13, 2000, such as by 
purchasing additional shares of the company 
(including through the exercise of options or 
warrants acquired before or after March 13, 
2000) or by making a capital contribution to 
the company and such investment was not 
made pursuant to a binding written commit-
ment entered into before March 13, 2000, the 
adjusted carrying value of the additional in-
vestment would be subject to a deduction 
under this section II.B.(6). In addition, if the 
bank sold and repurchased, after March 13, 
2000, 40 shares of the company, the adjusted 
carrying value of those 40 shares would be 
subject to a deduction under this section 
II.B.(6). 

22 Unrealized gains on available-for-sale eq-
uity investments may be included in Tier 2 
capital to the extent permitted under section 
I.A.(2)(f) of this appendix A. In addition, the 
net unrealized losses on available-for-sale eq-
uity investments are deducted from Tier 1 
capital in accordance with section I.A.(1) of 
this appendix A. 

investment date. 21 For purposes of this sec-
tion II.B.(6)(v) a nonfinancial equity invest-
ment made prior to March 13, 2000, includes 
any shares or other interests received by the 
bank through a stock split or stock dividend 
on an investment made prior to March 13, 
2000, provided the bank provides no consider-
ation for the shares or interests received and 
the transaction does not materially increase 
the bank’s proportional interest in the com-
pany. The exercise on or after March 13, 2000, 
of options or warrants acquired prior to 
March 13, 2000, is not considered to be an in-
vestment made prior to March 13, 2000, if the 
bank provides any consideration for the 
shares or interests received upon exercise of 
the options or warrants. Any nonfinancial 
equity investment (or portion thereof) that 
is not required to be deducted from Tier 1 
capital under this section II.B.(6)(v) must be 
included in determining the total amount of 
nonfinancial equity investments held by the 
bank in relation to its Tier 1 capital for pur-
poses of the table in section II.B.(6)(iii)(A). 
In addition, any nonfinancial equity invest-
ment (or portion thereof) that is not re-
quired to be deducted from Tier 1 capital 
under this section II.B.(6)(v) will be assigned 
a 100-percent risk weight and included in the 
bank’s consolidated risk-weighted assets. 

(vi) Adjusted carrying value. (A) For pur-
poses of this section II.B.(6), the ‘‘adjusted 
carrying value’’ of investments is the aggre-
gate value at which the investments are car-
ried on the balance sheet of the bank reduced 
by any unrealized gains on those invest-
ments that are reflected in such carrying 
value but excluded from the bank’s Tier 1 
capital and associated deferred tax liabil-
ities. For example, for equity investments 
held as available-for-sale (AFS), the adjusted 
carrying value of the investments would be 

the aggregate carrying value of those invest-
ments (as reflected on the consolidated bal-
ance sheet of the bank) less any unrealized 
gains on those investments that are included 
in other comprehensive income and not re-
flected in Tier 1 capital, and associated de-
ferred tax liabilities. 22 

(B) As discussed above with respect to con-
solidated SBICs, some equity investments 
may be in companies that are consolidated 
for accounting purposes. For investments in 
a nonfinancial company that is consolidated 
for accounting purposes under generally ac-
cepted accounting principles, the bank’s ad-
justed carrying value of the investment is 
determined under the equity method of ac-
counting (net of any intangibles associated 
with the investment that are deducted from 
the bank’s core capital in accordance with 
section I.A.(1) of this appendix A). Even 
though the assets of the nonfinancial com-
pany are consolidated for accounting pur-
poses, these assets (as well as the credit 
equivalent amounts of the company’s off-bal-
ance sheet items) should be excluded from 
the bank’s risk-weighted assets for regu-
latory capital purposes. 

(vii) Equity investments. For purposes of 
this section II.B.(6), an equity investment 
means any equity instrument (including 
common stock, preferred stock, partnership 
interests, interests in limited liability com-
panies, trust certificates and warrants and 
call options that give the holder the right to 
purchase an equity instrument), any equity 
feature of a debt instrument (such as a war-
rant or call option), and any debt instrument 
that is convertible into equity where the in-
strument or feature is held under one of the 
legal authorities listed in section II.B.(6)(ii) 
of this appendix A. An investment in any 
other instrument (including subordinated 
debt) may be treated as an equity invest-
ment if, in the judgment of the FDIC, the in-
strument is the functional equivalent of eq-
uity or exposes the bank to essentially the 
same risks as an equity instrument. 

6. Asset-backed commercial paper programs. a. 
An asset-backed commercial paper (ABCP) 
program means a program that primarily 
issues externally rated commercial paper 
backed by assets or other exposures held in 
a bankruptcy-remote, special purpose entity. 

b. If a bank has multiple overlapping expo-
sures (such as a program-wide credit en-
hancement and multiple pool-specific liquid-
ity facilities) to an ABCP program that is 
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23 All other bullion holdings are to be as-
signed to the 100 percent risk weight cat-
egory. 

24 For purposes of determining the appro-
priate risk weights for this risk-based cap-
ital framework, the terms claims and securi-
ties refer to loans or other debt obligations of 
the entity on whom the claim is held. Invest-
ments in the form of stock or equity hold-
ings in commercial or financial firms are 
generally assigned to the 100 percent risk 
category. 

25 A central government is defined to in-
clude departments and ministries, including 
the central bank, of the central government. 
The U.S. central bank includes the 12 Fed-
eral Reserve Banks. The definition of central 
government does not include state, provin-
cial or local governments or commercial en-
terprises owned by the central government. 
In addition, it does not include local govern-
ment entities or commercial enterprises 
whose obligations are guaranteed by the cen-
tral government. OECD central governments 
are defined as central governments of the 
OECD-based group of countries. Non-OECD 
central governments are defined as central 

governments of countries that do not belong 
to the OECD-based group of countries. 

26 For risk-based capital purposes U.S. Gov-
ernment agency is defined as an instrumen-
tality of the U.S. Government whose debt ob-
ligations are fully and explicitly guaranteed 
as to the timely payment of principal and in-
terest by the full faith and credit of the U.S. 
Government. These agencies include the 
Government National Mortgage Association 
(GNMA), the Veterans Administration (VA), 
the Federal Housing Administration (FHA), 
the Farmers Home Administration (FHA), 
the Export-Import Bank (Exim Bank), the 
Overseas Private Investment Corporation 
(OPIC), the Commodity Credit Corporation 
(CCC), and the Small Business Administra-
tion (SBA). U.S. Government agencies gen-
erally do not directly issue securities to the 
public; however, a number of U.S. Govern-
ment agencies, such as GNMA, guarantee se-
curities that are publicly held. 

27 Claims guaranteed by U.S. depository in-
stitutions and foreign banks include risk 
participations in both bankers acceptances 
and standby letters of credit, as well as par-
ticipations in commitments, that are con-
veyed to other U.S. depository institutions or 
foreign banks. 

28 U.S. depository institutions are defined 
to include branches (foreign and domestic) of 
federally-insured banks and depository insti-
tutions chartered and headquartered in the 
50 states of the United States, the District of 
Columbia, Puerto Rico, and U.S. territories 
and possessions. The definition encompasses 
banks, mutual or stock savings banks, sav-
ings or building and loan associations, coop-
erative banks, credit unions, international 
banking facilities of domestic depository in-
stitutions, and U.S.-chartered depository in-
stitutions owned by foreigners. However, 

not consolidated for risk-based capital pur-
poses, the bank is not required to hold cap-
ital under duplicative risk-based capital re-
quirements under this appendix against the 
overlapping position. Instead, the bank 
should apply to the overlapping position the 
applicable risk-based capital treatment that 
results in the highest capital charge. 

C. Risk Weights for Balance Sheet Assets (see 
Table II) 

The risk-based capital framework contains 
four risk weight categories—0 percent, 20 
percent, 50 percent and 100 percent. In gen-
eral, if a particular item can be placed in 
more than one risk category, it is assigned 
to the category that has the lowest risk 
weight. An explanation of the components of 
each category follows: 

Category 1—Zero Percent Risk Weight. a. 
This category includes cash (domestic and 
foreign) owned and held in all offices of the 
bank or in transit; balances due from Fed-
eral Reserve Banks and central banks in 
other OECD countries; the portions of local 
currency claims on or unconditionally guar-
anteed by non-OECD central governments to 
the extent that the bank has liabilities 
booked in that currency; and gold bullion 
held in the bank’s own vaults or in another 
bank’s vaults on an allocated basis, to the 
extent it is offset by gold bullion liabil-
ities. 23 

b. The zero percent risk category also in-
cludes direct claims 24 (including securities, 
loans, and leases) on, and the portions of 
claims that are unconditionally guaranteed 
by, OECD central governments 25 and U.S. 

Government agencies. 26 Federal Reserve 
Bank stock also is included in this category. 

c. This category also includes claims on, 
and claims guaranteed by, qualifying securi-
ties firms incorporated in the United States 
or other members of the OECD-based group 
of countries that are collateralized by cash 
on deposit in the lending bank or by securi-
ties issued or guaranteed by the United 
States or OECD central governments (includ-
ing U.S. government agencies), provided that 
a positive margin of collateral is required to 
be maintained on such a claim on a daily 
basis, taking into account any change in a 
bank’s exposure to the obligor or 
counterparty under the claim in relation to 
the market value of the collateral held in 
support of the claim. 

Category 2—20 Percent Risk Weight. a. This 
category includes short-term claims (includ-
ing demand deposits) on, and portions of 
short-term claims that are guaranteed 27 by, 
U.S. depository institutions 28 and foreign 
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this definition excludes branches and agen-
cies of foreign banks located in the U.S. and 
bank holding companies. 

29 Foreign banks are distinguished as either 
OECD banks or non-OECD banks. OECD 
banks include banks and their branches (for-
eign and domestic) organized under the laws 
of countries (other than the U.S.) that be-
long to the OECD-based group of countries. 
Non-OECD banks include banks and their 
branches (foreign and domestic) organized 
under the laws of countries that do not be-
long to the OECD-based group of countries. 
For risk-based capital purposes, a bank is de-
fined as an institution that engages in the 
business of banking; is recognized as a bank 
by the bank supervisory or monetary au-
thorities of the country of its organization 
or principal banking operations; receives de-
posits to a substantial extent in the regular 
course of business; and has the power to ac-
cept demand deposits. 

30 Long-term claims on, or guaranteed by, 
non-OECD banks and all claims on bank 
holding companies are assigned to the 100 
percent risk weight category, as are holdings 
of bank-issued securities that qualify as cap-
ital of the issuing banks for risk-based cap-
ital purposes. 

31 Claims on a qualifying securities firm 
that are instruments the firm, or its parent 
company, uses to satisfy its applicable cap-
ital requirements are not eligible for this 
risk weight. 

32 With regard to securities firms incor-
porated in the United States, qualifying se-
curities firms are those securities firms that 
are broker-dealers registered with the Secu-
rities and Exchange Commission (SEC) and 
are in compliance with the SEC’s net capital 
rule, 17 CFR 240.15c3–1. With regard to securi-
ties firms incorporated in any other country 
in the OECD-based group of countries, quali-
fying securities firms are those securities 
firms that a bank is able to demonstrate are 
subject to consolidated supervision and regu-
lation (covering their direct and indirect 
subsidiaries, but not necessarily their parent 
organizations) comparable to that imposed 
on banks in OECD countries. Such regula-
tion must include risk-based capital require-
ments comparable to those applied to banks 
under the Accord on International Conver-
gence of Capital Measurement and Capital 

Standards (1988, as amended in 1998) (Basel 
Accord). Claims on a qualifying securities 
firm that are instruments the firm, or its 
parent company, uses to satisfy its applica-
ble capital requirements are not eligible for 
this risk weight and are generally assigned 
to at least a 100 percent risk weight. In addi-
tion, certain claims on qualifying securities 
firms are eligible for a zero percent risk 
weight if the claims are collateralized by 
cash on deposit in the lending bank or by se-
curities issued or guaranteed by the United 
States or OECD central governments (includ-
ing U.S. government agencies), provided that 
a positive margin of collateral is required to 
be maintained on such a claim on a daily 
basis, taking into account any change in a 
bank’s exposure to the obligor or 
counterparty under the claim in relation to 
the market value of the collateral held in 
support of the claim. 

33 For example, a claim is exempt from the 
automatic stay in bankruptcy in the United 
States if it arises under a securities contract 
or a repurchase agreement subject to section 
555 or 559 of the Bankruptcy Code, respec-
tively (11 U.S.C. 555 or 559), a qualified finan-
cial contract under section 11(e)(8) of the 
Federal Deposit Insurance Act (12 U.S.C. 
1821(e)(8)), or a netting contract between fi-
nancial institutions under sections 401–407 of 

Continued 

banks;29 portions of claims collateralized by 
cash held in a segregated deposit account of 
the lending bank; cash items in process of 
collection, both foreign and domestic; and 
long-term claims on, and portions of long- 
term claims guaranteed by, U.S. depository 
institutions and OECD banks. 30 This cat-
egory also includes a claim 31 on, or guaran-
teed by, qualifying securities firms incor-
porated in the United States or other mem-
ber of the OECD-based group of countries 32 

provided that: the qualifying securities firm 
has a long-term issuer credit rating, or a rat-
ing on at least one issue of long-term debt, 
in one of the three highest investment grade 
rating categories from a nationally recog-
nized statistical rating organization; or the 
claim is guaranteed by the firm’s parent 
company and the parent company has such a 
rating. If ratings are available from more 
than one rating agency, the lowest rating 
will be used to determine whether the rating 
requirement has been met. This category 
also includes a collateralized claim on a 
qualifying securities firm in such a country, 
without regard to satisfaction of the rating 
standard, provided that the claim arises 
under a contract that: 

(1) Is a reverse repurchase/repurchase 
agreement or securities lending/borrowing 
transaction executed using standard indus-
try documentation; 

(2) Is collateralized by debt or equity secu-
rities that are liquid and readily marketable; 

(3) Is marked-to-market daily; 
(4) Is subject to a daily margin mainte-

nance requirement under the standardized 
documentation; and 

(5) Can be liquidated, terminated, or accel-
erated immediately in bankruptcy or similar 
proceeding, and the security or collateral 
agreement will not be stayed or avoided, 
under applicable law of the relevant jurisdic-
tion. 33 
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the Federal Deposit Insurance Corporation 
Improvement Act of 1991 (12 U.S.C. 4401–4407), 
or the Board’s Regulation EE (12 CFR part 
231). 

34 For risk-based capital purposes, U.S. 
Government-sponsored agencies are defined 
as agencies originally established or char-
tered by the U.S. Government to serve public 
purposes specified by the U.S. Congress but 
whose debt obligations are not explicitly guar-
anteed by the full faith and credit of the U.S. 
Government. These agencies include the 
Federal Home Loan Mortgage Corporation 
(FHLMC), the Federal National Mortgage 
Association (FNMA), the Farm Credit Sys-
tem, the Federal Home Loan Bank System, 
and the Student Loan Marketing Association 
(SLMA). For risk-based capital purposes, 
claims on U.S. Government-sponsored agen-
cies also include capital stock in a Federal 
Home Loan Bank that is held as a condition 
of membership in that Bank. 

35 For risk-based capital purposes, a condi-
tional guarantee is deemed to exist if the va-
lidity of the guarantee by the OECD central 
government or the U.S. Government agency 
is dependent upon some affirmative action 
(e.g., servicing requirements on the part of 
the beneficiary of the guarantee). Portions of 
claims that are unconditionally guaranteed 
by OECD central governments or U.S. Gov-
ernment agencies are assigned to the zero 
percent risk category. 

36 Claims on, or guaranteed by, states or 
other political subdivisions of countries that 
do not belong to the OECD-based group of 
countries are to be placed in the 100 percent 
risk weight category. 

37 If a bank holds the first and junior lien(s) 
on a residential property and no other party 
holds an intervening lien, the transactions 
are treated as a single loan secured by a first 
lien for purposes of determining the loan-to- 
value ratio and assigning a risk weight. 

38 For risk-based capital purposes, the loan- 
to-value ratio generally is based upon the 
most current appraised value of the prop-
erty. The appraisal should be performed in a 
manner consistent with the Federal banking 
agencies’ real estate appraisal guidelines and 
with the bank’s own appraisal guidelines. 

39 This category would also include a first- 
lien residential mortgage loan on a one-to- 
four family property that was appropriately 
assigned a 50 percent risk weight pursuant to 
this section immediately prior to modifica-
tion (on a permanent or trial basis) under 
the Home Affordable Mortgage Program es-
tablished by the U.S. Department of Treas-
ury, so long as the loan, as modified, is not 
90 days or more past due or in nonaccrual 
status and meets other applicable criteria 
for a 50 percent risk weight. In addition, real 
estate loans that do not meet all of the spec-
ified criteria or that are made for the pur-
pose of property development are placed in 
the 100 percent risk category. 

b. This category also includes claims on, or 
portions of claims guaranteed by, U.S. Gov-
ernment-sponsored agencies;34 and portions of 
claims (including repurchase agreements) 
collateralized by securities issued or guaran-
teed by OECD central governments, U.S. 
Government agencies, or U.S. Government- 
sponsored agencies. Also included in the 20 
percent risk category are portions of claims 
that are conditionally guaranteed by OECD 
central governments and U.S. Government 
agencies, 35 as well as portions of local cur-
rency claims that are conditionally guaran-
teed by non-OECD central governments to 
the extent that the bank has liabilities 
booked in that currency. 

c. General obligation claims on, or por-
tions of claims guaranteed by, the full faith 
and credit of states or other political sub-
divisions of the United States or other coun-
tries of the OECD-based group are also as-
signed to this 20 percent risk category. 36 In 
addition, this category includes claims on 
the International Bank for Reconstruction 
and Development (World Bank), Inter-
national Finance Corporation the Inter- 
American Development Bank, the Asian De-

velopment Bank, the African Development 
Bank, the European Investment Bank, the 
European Bank for Reconstruction and De-
velopment, the Nordic Investment Bank, and 
other multilateral lending institutions or re-
gional development institutions in which the 
U.S. Government is a shareholder or contrib-
uting member, as well as portions of claims 
guaranteed by such organizations or 
collateralized by their securities. 

d. This category also includes recourse ob-
ligations, direct credit substitutes, residual 
interests (other than a credit-enhancing in-
terest-only strip) and asset- or mortgage- 
backed securities rated in the highest or sec-
ond highest investment grade category, e.g., 
AAA, AA, in the case of long-term ratings, or 
the highest rating category, e.g., A–1, P–1, in 
the case of short-term ratings. 

a. Category 3—50 Percent Risk Weight. This 
category includes loans fully secured by first 
liens 37 on one-to-four family residential prop-
erties, provided that such loans have been ap-
proved in accordance with prudent under-
writing standards, including standards relat-
ing to the loan amount as a percent of the 
appraised value of the property, 38 and pro-
vided that the loans are not past due 90 days 
or more or carried in nonaccrual status. 39 
The types of loans that qualify as loans se-
cured by one-to-four family residential prop-
erties are listed in the instructions for prep-
aration of the Consolidated Reports of Condi-
tion and Income. These properties may be ei-
ther owner-occupied or rented. In addition, 
for risk-based capital purposes, loans secured 
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40 The types of loans that qualify as loans 
secured by multifamily residential prop-
erties are listed in the instructions for prep-
aration of the Consolidated Reports of Condi-
tion and Income. In addition, from the stand-
point of the selling bank, when a multi-
family residential property loan is sold sub-
ject to a pro rata loss sharing arrangement 
which provides for the purchaser of the loan 
to share in any loss incurred on the loan on 
a pro rata basis with the selling bank, that 
portion of the loan is not subject to the risk- 
based capital standards. In connection with 

sales of multifamily residential property 
loans in which the purchaser of the loan 
shares in any loss incurred on the loan with 
the selling bank on other than a pro rata 
basis, the selling bank must treat these 
other loss sharing arrangements in accord-
ance with section II.B.5 of this appendix A. 

41 At the origination of a loan to purchase 
an existing property, the term ‘‘value’’ means 
the lesser of the actual acquisition cost or 
the estimate of value set forth in an ap-
praisal or evaluation, whichever may be ap-
propriate. 

42 In the case where the existing owner of a 
multifamily residential property refinances 
a loan on that property, all principal and in-
terest payments on the loan being refinanced 
must have been made on a timely basis in ac-
cordance with the terms of that loan for at 
least the preceding year. The new loan must 
meet all of the other eligibility criteria in 
order to qualify for a 50 percent risk weight. 

by one-to-four family residential properties 
include loans to builders with substantial 
project equity for the construction of one-to- 
four family residences that have been 
presold under firm contracts to purchasers 
who have obtained firm commitments for 
permanent qualifying mortgage loans and 
have made substantial earnest money depos-
its. Such loans to builders will be considered 
prudently underwritten only if the bank has 
obtained sufficient documentation that the 
buyer of the home intends to purchase the 
home (i.e., has a legally binding written sales 
contract) and has the ability to obtain a 
mortgage loan sufficient to purchase the 
home (i.e., has a firm written commitment 
for permanent financing of the home upon 
completion), provided the following criteria 
are met: 

By order of the Board of Directors. 
(1) The purchaser is an individual(s) who 

intends to occupy the residence and is not a 
partnership, joint venture, trust, corpora-
tion, or any other entity (including an entity 
acting as a sole proprietorship) that is pur-
chasing one or more of the homes for specu-
lative purposes; 

(2) The builder must incur at least the first 
ten percent of the direct costs (i.e., actual 
costs of the land, labor, and material) before 
any drawdown is made under the construc-
tion loan and the construction loan may not 
exceed 80 percent of the sales price of the 
presold home; 

(3) The purchaser has made a substantial 
‘‘earnest money deposit’’ of no less than three 
percent of the sales price of the home and 
the deposit must be subject to forfeiture if 
the purchaser terminates the sales contract; 
and 

(4) The earnest money deposit must be held 
in escrow by the bank financing the builder 
or by an independent party in a fiduciary ca-
pacity and the escrow agreement must pro-
vide that, in the event of default arising 
from the cancellation of the sales contract 
by the buyer, the escrow funds must first be 
used to defray any costs incurred by the 
bank. 

b. This category also includes loans fully 
secured by first liens on multifamily residen-
tial properties, 40 provided that: 

(1) The loan amount does not exceed 80 per-
cent of the value 41 of the property securing 
the loan as determined by the most current 
appraisal or evaluation, whichever may be 
appropriate (75 percent if the interest rate on 
the loan changes over the term of the loan); 

(2) For the property’s most recent fiscal 
year, the ratio of annual net operating in-
come generated by the property (before pay-
ment of any debt service on the loan) to an-
nual debt service on the loan is not less than 
120 percent (115 percent if the interest rate 
on the loan changes over the term of the 
loan) or, in the case of a property owned by 
a cooperative housing corporation or non-
profit organization, the property generates 
sufficient cash flow to provide comparable 
protection to the bank; 

(3) Amortization of principal and interest 
on the loan occurs over a period of not more 
than 30 years; 

(4) The minimum original maturity for re-
payment of principal on the loan is not less 
than seven years; 

(5) All principal and interest payments 
have been made on a timely basis in accord-
ance with the terms of the loan for at least 
one year before the loan is placed in this cat-
egory; 42 

(6) The loan is not 90 days or more past due 
or carried in nonaccrual status; and 

(7) The loan has been made in accordance 
with prudent underwriting standards. 

c. This category also includes revenue (non- 
general obligation) bonds or similar obliga-
tions, including loans and leases, that are 
obligations of states or political subdivisions 
of the United States or other OECD coun-
tries, but for which the government entity is 
committed to repay the debt with revenues 
from the specific projects financed, rather 
than from general tax funds (e.g., municipal 

VerDate Mar<15>2010 11:53 Feb 08, 2011 Jkt 223038 PO 00000 Frm 00227 Fmt 8010 Sfmt 8002 Y:\SGML\223038.XXX 223038w
w

oo
ds

2 
on

 D
S

K
1D

X
X

6B
1P

R
O

D
 w

ith
 C

F
R



218 

12 CFR Ch. III (1–1–11 Edition) Pt. 325, App. A 

43 Such assets include all non-local cur-
rency claims on, and the portions of claims 
that are guaranteed by, non-OECD central 
governments and those portions of local cur-
rency claims on, or guaranteed by, non- 
OECD central governments that exceed the 
local currency liabilities held by the bank. 

44 Customer liabilities on acceptances out-
standing involving nonstandard risk claims, 
such as claims on U.S. depository institu-
tions, are assigned to the risk category ap-
propriate to the identity of the obligor or, if 
relevant, the nature of the collateral or 
guarantees backing the claims. Portions of 
acceptances conveyed as risk participations 
to U.S. depository institutions or foreign 
banks are assigned to the 20 percent risk cat-
egory appropriate to short-term claims guar-
anteed by U.S. depository institutions and 
foreign banks. 

revenue bonds). In addition, the credit equiv-
alent amount of derivative contracts that do 
not qualify for a lower risk weight are as-
signed to the 50 percent risk category. 

d. This category also includes recourse ob-
ligations, direct credit substitutes, residual 
interests (other than a credit-enhancing in-
terest-only strip) and asset- or mortgage- 
backed securities rated in the third highest 
investment grade category, e.g., A, in the 
case of long-term ratings, or the second 
highest rating category, e.g., A–2, P–2, in the 
case of short-term ratings. 

Category 4—100 Percent Risk Weight. (a) All 
assets not included in the categories above 
in section II.C of this appendix A, except the 
assets specifically included in the 200 percent 
category below in section II.C of this appen-
dix A and assets that are otherwise risk 
weighted in accordance with section II.B.5 of 
this appendix A, are assigned to this cat-
egory, which comprises standard risk assets. 
The bulk of the assets typically found in a 
loan portfolio would be assigned to the 100 
percent category. 

(b) This category includes: 
(1) Long-term claims on, and the portions 

of long-term claims that are guaranteed by, 
non-OECD banks, and all claims on non- 
OECD central governments that entail some 
degree of transfer risk; 43 

(2) All claims on foreign and domestic pri-
vate-sector obligors not included in the cat-
egories above in section II.C of this appendix 
A (including loans to nondepository financial 
institutions and bank holding companies); 

(3) Claims on commercial firms owned by 
the public sector; 

(4) Customer liabilities to the bank on ac-
ceptances outstanding involving standard 
risk claims; 44 

(5) Investments in fixed assets, premises, 
and other real estate owned; 

(6) Common and preferred stock of corpora-
tions, including stock acquired for debts pre-
viously contracted; 

(7) Commercial and consumer loans (except 
those assigned to lower risk categories due 
to recognized guarantees or collateral and 
loans secured by residential property that 
qualify for a lower risk weight); 

(8) Recourse obligations, direct credit sub-
stitutes, residual interests (other than a 
credit-enhancing interest-only strip) and 
asset-or mortgage-backed securities rated in 
the lowest investment grade category, e.g., 
BBB, as well as certain positions (but not re-
sidual interests) which the bank rates pursu-
ant to section section II.B.5(g) of this appen-
dix A.; 

(9) Industrial-development bonds and simi-
lar obligations issued under the auspices of 
states or political subdivisions of the OECD- 
based group of countries for the benefit of a 
private party or enterprise where that party 
or enterprise, not the government entity, is 
obligated to pay the principal and interest; 

(10) All obligations of states or political 
subdivisions of countries that do not belong 
to the OECD-based group; and 

(11) Stripped mortgage-backed securities 
and similar instruments, such as interest- 
only strips that are not credit-enhancing and 
principal-only strips. 

(12) Claims representing capital of a quali-
fying securities firm. 

(c) The following assets also are assigned a 
risk weight of 100 percent if they have not al-
ready been deducted from capital: invest-
ments in unconsolidated companies, joint 
ventures, or associated companies; instru-
ments that qualify as capital issued by other 
banks; deferred tax assets; and mortgage 
servicing assets, nonmortgage servicing as-
sets, and purchased credit card relationships. 

Category 5—200 Percent Risk Weight. This 
category includes: 

(a) Externally rated recourse obligations, 
direct credit substitutes, residual interests 
(other than a credit-enhancing interest-only 
strip), and asset- and mortgage-backed secu-
rities that are rated one category below the 
lowest investment grade category, e.g., BB, 
to the extent permitted in section II.B.5(d) of 
this appendix A; and 

(b) A position (but not a residual interest) 
in a securitization or structured finance pro-
gram that is not rated by an NRSRO for 
which the bank determines that the credit 
risk is equivalent to one category below in-
vestment grade, e.g., BB, to the extent per-
mitted in section II.B.5.(g) of this appendix 
A. 

D. Conversion Factors for Off-Balance Sheet 
Items (see Table III) 

The face amount of an off-balance sheet 
item is generally incorporated into the risk- 
weighted assets in two steps. The face 
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45 The sufficiency of collateral and guaran-
tees for off-balance-sheet items is deter-
mined by the market value of the collateral 
or the amount of the guarantee in relation 
to the face amount of the item, except for 
derivative contracts, for which this deter-
mination is generally made in relation to the 
credit equivalent amount. Collateral and 
guarantees are subject to the same provi-
sions noted under section II.B of this appen-
dix A. 

46 Forward forward deposits accepted are 
treated as interest rate contracts. 

47 In the case of home equity or mortgage 
lines of credit secured by liens on one-to-four 
family residential properties, a bank is 
deemed able to unconditionally cancel the 
commitment if, at its option, it can prohibit 
additional extensions of credit, reduce the 
credit line, and terminate the commitment 
to the full extent permitted by relevant Fed-
eral law. 

amount is first multiplied by a credit con-
version factor, except as otherwise specified 
in section II.B.5 of this appendix A for direct 
credit substitutes and recourse obligations. 
The resultant credit equivalent amount is 
assigned to the appropriate risk category ac-
cording to the obligor or, if relevant, the 
guarantor, the nature of any collateral, or 
external credit ratings. 45 

1. Items With a 100 Percent Conversion Fac-
tor. (a) Except as otherwise provided in sec-
tion II.B.5. of this appendix A, the full 
amount of an asset or transaction supported, 
in whole or in part, by a direct credit sub-
stitute or a recourse obligation. Direct cred-
it substitutes and recourse obligations are 
defined in section II.B.5. of this appendix A. 

(b) Sale and repurchase agreements, if not 
already included on the balance sheet, and 
forward agreements. Forward agreements 
are legally binding contractual obligations 
to purchase assets with drawdown which is 
certain at a specified future date. Such obli-
gations include forward purchases, forward 
forward deposits placed, 46 and partly-paid 
shares and securities; they do not include 
commitments to make residential mortgage 
loans or forward foreign exchange contracts. 

(c) Securities lent by a bank are treated in 
one of two ways, depending upon whether the 
lender is exposed to risk of loss. If a bank, as 
agent for a customer, lends the customer’s 
securities and does not indemnify the cus-
tomer against loss, then the securities trans-
action is excluded from the risk-based cap-
ital calculation. On the other hand, if a bank 
lends its own securities or, acting as agent 
for a customer, lends the customer’s securi-
ties and indemnifies the customer against 
loss, the transaction is converted at 100 per-
cent and assigned to the risk weight cat-
egory appropriate to the obligor or, if appli-
cable, to the collateral delivered to the lend-
ing bank or the independent custodian act-
ing on the lending bank’s behalf. 

2. Items With a 50 Percent Conversion Factor. 
a. Transaction-related contingencies are to 
be converted at 50 percent. Such contin-
gencies include bid bonds, performance 
bonds, warranties, and performance standby 
letters of credit related to particular trans-
actions, as well as acquisitions of risk par-

ticipations in performance standby letters of 
credits. Performance standby letters of cred-
it (performance bonds) are irrevocable obli-
gations of the bank to pay a third-party ben-
eficiary when a customer (account party) 
fails to perform on some contractual non-
financial obligation. Thus, performance 
standby letters of credit represent obliga-
tions backing the performance of non-
financial or commercial contracts or under-
takings. To the extent permitted by law or 
regulation, performance standby letters of 
credit include arrangements backing, among 
other things, subcontractors’ and suppliers’ 
performance, labor and materials contracts, 
and construction bids. 

b. The unused portion of commitments with 
an original maturity exceeding one year, in-
cluding underwriting commitments and com-
mercial and consumer credit commitments, 
also are to be converted at 50 percent. Origi-
nal maturity is defined as the length of time 
between the date the commitment is issued 
and the earliest date on which: (1) The bank 
can at its option, unconditionally (without 
cause) cancel the commitment, 47 and (2) the 
bank is scheduled to (and as a normal prac-
tice actually does) review the facility to de-
termine whether or not it should be extended 
and, on at least an annual basis, continues to 
regularly review the facility. Facilities that 
are unconditionally cancelable (without 
cause) at any time by the bank are not 
deemed to be commitments, provided the 
bank makes a separate credit decision before 
each drawing under the facility. 

c.i. Commitments are defined as any le-
gally binding arrangements that obligate a 
bank to extend credit in the form of loans or 
lease financing receivables; to purchase 
loans, securities, or other assets; or to par-
ticipate in loans and leases. Commitments 
also include overdraft facilities, revolving 
credit, home equity and mortgage lines of 
credit, eligible ABCP liquidity facilities, and 
similar transactions. Normally, commit-
ments involve a written contract or agree-
ment and a commitment fee, or some other 
form of consideration. Commitments are in-
cluded in weighted-risk assets regardless of 
whether they contain material adverse change 
clauses or other provisions that are intended 
to relieve the issuer of its funding obligation 
under certain conditions. In the case of com-
mitments structured as syndications, where 
the bank is obligated solely for its pro rata 
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share, only the bank’s proportional share of 
the syndicated commitment is taken into ac-
count in calculating the risk-based capital 
ratio. 

ii. Banks that are subject to the market 
risk rules in appendix C to part 325 are re-
quired to convert the notional amount of eli-
gible ABCP liquidity facilities, in form or in 
substance, with an original maturity of over 
one year that are carried in the trading ac-
count at 50 percent to determine the appro-
priate credit equivalent amount even though 
those facilities are structured or character-
ized as derivatives or other trading book as-
sets. Liquidity facilities that support ABCP, 
in form or in substance, (including those po-
sitions to which the market risk rules may 
not be applied as set forth in section 2(a) of 
appendix C of this part) that are not eligible 
ABCP liquidity facilities are to be consid-
ered recourse obligations or direct credit 
substitutes, and assessed the appropriate 
risk-based capital treatment in accordance 
with section II.B.5. of this appendix. 

d. In the case of commitments structured 
as syndications where the bank is obligated 
only for its pro rata share, the risk-based 
capital framework includes only the bank’s 
proportional share of such commitments. 
Thus, after a commitment has been con-
verted at 50 percent, portions of commit-
ments that have been conveyed to other U.S. 
depository institutions or OECD banks, but 
for which the originating bank retains the 
full obligation to the borrower if the partici-
pating bank fails to pay when the commit-
ment is drawn upon, will be assigned to the 
20 percent risk category. The acquisition of 
such a participation in a commitment would 
be converted at 50 percent and the credit 
equivalent amount would be assigned to the 
risk category that is appropriate for the ac-
count party obligor or, if relevant, to the na-
ture of the collateral or guarantees. 

e. Revolving underwriting facilities 
(RUFs), note issuance facilities (NIFs), and 
other similar arrangements also are con-
verted at 50 percent. These are facilities 
under which a borrower can issue on a re-
volving basis short-term notes in its own 
name, but for which the underwriting banks 
have a legally binding commitment either to 
purchase any notes the borrower is unable to 
sell by the rollover date or to advance funds 
to the borrower. 

3. Items With a 20 Percent Conversion Factor. 
Short-term, self-liquidating, trade-related 
contingencies which arise from the move-
ment of goods are converted at 20 percent. 
Such contingencies include commercial letters 
of credit and other documentary letters of 
credit collateralized by the underlying ship-
ments. 

4. Items With a 10 Percent Conversion Factor. 
a. Unused portions of eligible ABCP liquidity 
facilities with an original maturity of one 

year or less that provide liquidity support to 
ABCP also are converted at 10 percent. 

b. Banks that are subject to the market 
risk rules in appendix C to part 325 are re-
quired to convert the notional amount of eli-
gible ABCP liquidity facilities, in form or in 
substance, with an original maturity of one 
year or less that are carried in the trading 
account at 10 percent to determine the ap-
propriate credit equivalent amount even 
though those facilities are structured or 
characterized as derivatives or other trading 
book assets. Liquidity facilities that provide 
liquidity support to ABCP, in form or in sub-
stance, (including those positions to which 
the market risk rules may not be applied as 
set forth in section 2(a) of appendix C of this 
part) that are not eligible ABCP liquidity fa-
cilities are to be considered recourse obliga-
tions or direct credit substitutes and as-
sessed the appropriate risk-based capital re-
quirement in accordance with section II.B.5. 
of this appendix. 

5. Items With a Zero Percent Conversion Fac-
tor. These include unused portions of com-
mitments, with the exception of eligible 
ABCP liquidity facilities, with an original 
maturity of one year or less, or which are 
unconditionally cancelable at any time, pro-
vided a separate credit decision is made be-
fore each drawing under the facility. Unused 
portions of retail credit card lines and related 
plans are deemed to be short-term commit-
ments if the bank, in accordance with appli-
cable law, has the unconditional option to 
cancel the credit line at any time. 

E. Derivative Contracts (Interest Rate, Ex-
change Rate, Commodity (including precious 
metal) and Equity Derivative Contracts) 

1. Credit equivalent amounts are computed 
for each of the following off-balance-sheet 
derivative contracts: 

(a) Interest Rate Contracts 
(i) Single currency interest rate swaps. 
(ii) Basis swaps. 
(iii) Forward rate agreements. 
(iv) Interest rate options purchased (in-

cluding caps, collars, and floors purchased). 
(v) Any other instrument linked to inter-

est rates that gives rise to similar credit 
risks (including when-issued securities and 
forward deposits accepted). 

(b) Exchange Rate Contracts 
(i) Cross-currency interest rate swaps. 
(ii) Forward foreign exchange contracts. 
(iii) Currency options purchased. 
(iv) Any other instrument linked to ex-

change rates that gives rise to similar credit 
risks. 

(c) Commodity (including precious metal) 
or Equity Derivative Contracts 

(i) Commodity- or equity-linked swaps. 
(ii) Commodity- or equity-linked options 

purchased. 
(iii) Forward commodity- or equity-linked 

contracts. 
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48 Mark-to-market values are measured in 
dollars, regardless of the currency or cur-
rencies specified in the contract and should 

reflect changes in both underlying rates, 
prices and indices, and counterparty credit 
quality. 

(iv) Any other instrument linked to com-
modities or equities that gives rise to simi-
lar credit risks. 

2. Exchange rate contracts with an original 
maturity of 14 calendar days or less and de-
rivative contracts traded on exchanges that 
require daily receipt and payment of cash 
variation margin may be excluded from the 
risk-based ratio calculation. Gold contracts 
are accorded the same treatment as ex-
change rate contracts except gold contracts 
with an original maturity of 14 calendar days 
or less are included in the risk-based calcula-
tion. Over-the-counter options purchased are 
included and treated in the same way as 
other derivative contracts. 

3. Credit Equivalent Amounts for Derivative 
Contracts. (a) The credit equivalent amount 
of a derivative contract that is not subject 
to a qualifying bilateral netting contract in 
accordance with section II.E.5. of this appen-
dix A is equal to the sum of: 

(i) The current exposure (which is equal to 
the mark-to-market value, 48 if positive, and 
is sometimes referred to as the replacement 
cost) of the contract; and 

(ii) An estimate of the potential future 
credit exposure. 

(b) The current exposure is determined by 
the mark-to-market value of the contract. If 
the mark-to-market value is positive, then 
the current exposure is equal to that mark- 
to-market value. If the mark-to-market 
value is zero or negative, then the current 
exposure is zero. 

(c) The potential future credit exposure of 
a contract, including a contract with a nega-
tive mark-to-market value, is estimated by 
multiplying the notional principal amount 
of the contract by a credit conversion factor. 
Banks should, subject to examiner review, 
use the effective rather than the apparent or 
stated notional amount in this calculation. 
The credit conversion factors are: 

CONVERSION FACTOR MATRIX 

Remaining maturity Interest rate 
Exchange 
rate and 

gold 
Equity 

Precious 
metals, ex-
cept gold 

Other com-
modities 

One year or less ........................................................... 0.0% 1.0% 6.0% 7.0% 10.0% 
More than one year to five years .................................. 0.5% 5.0% 8.0% 7.0% 12.0% 
More than five years ..................................................... 1.5% 7.5% 10.0% 8.0% 15.0% 

(d) For contracts that are structured to 
settle outstanding exposure on specified 
dates and where the terms are reset such 
that the market value of the contract is zero 
on these specified dates, the remaining ma-
turity is equal to the time until the next 
reset date. For interest rate contracts with 
remaining maturities of more than one year 
and that meet these criteria, the conversion 
factor is subject to a minimum value of 0.5 
percent. 

(e) For contracts with multiple exchanges 
of principal, the conversion factors are to be 
multiplied by the number of remaining pay-
ments in the contract. Derivative contracts 
not explicitly covered by any of the columns 
of the conversion factor matrix are to be 
treated as ‘‘other commodities.’’ 

(f) No potential future exposure is cal-
culated for single currency interest rate 
swaps in which payments are made based 
upon two floating rate indices (so called 
floating/floating or basis swaps); the credit 
exposure on these contracts is evaluated 
solely on the basis of their mark-to-market 
values. 

4. Risk Weights and Avoidance of Double 
Counting. (a) Once the credit equivalent 
amount for a derivative contract, or a group 

of derivative contracts subject to a quali-
fying bilateral netting agreement, has been 
determined, that amount is assigned to the 
risk category appropriate to the 
counterparty, or, if relevant, the guarantor 
or the nature of any collateral. However, the 
maximum weight that will be applied to the 
credit equivalent amount of such contracts 
is 50 percent. 

(b) In certain cases, credit exposures aris-
ing from the derivative contracts covered by 
these guidelines may already be reflected, in 
part, on the balance sheet. To avoid double 
counting such exposures in the assessment of 
capital adequacy and, perhaps, assigning in-
appropriate risk weights, counterparty cred-
it exposures arising from the types of instru-
ments covered by these guidelines may need 
to be excluded from balance sheet assets in 
calculating a bank’s risk-based capital ratio. 

(c) The FDIC notes that the conversion fac-
tors set forth in section II.E.3. of appendix A, 
which are based on observed volatilities of 
the particular types of instruments, are sub-
ject to review and modification in light of 
changing volatilities or market conditions. 
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49 For purposes of this section, a walkaway 
clause means a provision in a netting con-
tract that permits a non-defaulting 
counterparty to make lower payments than 
it would make otherwise under the contract, 

or no payment at all, to a defaulter or to the 
estate of a defaulter, even if a defaulter or 
the estate of a defaulter is a net creditor 
under the contract. 

50 For purposes of calculating potential fu-
ture credit exposure for foreign exchange 
contracts and other similar contracts in 
which notional principal is equivalent to 
cash flows, total notional principal is defined 
as the net receipts to each party falling due 
on each value date in each currency. 

(d) Examples of the calculation of credit 
equivalent amounts for these types of con-
tracts are contained in Table IV of this ap-
pendix A. 

5. Netting. (a) For purposes of this appendix 
A, netting refers to the offsetting of positive 
and negative mark-to-market values when 
determining a current exposure to be used in 
the calculation of a credit equivalent 
amount. Any legally enforceable form of bi-
lateral netting (that is, netting with a single 
counterparty) of derivative contracts is rec-
ognized for purposes of calculating the credit 
equivalent amount provided that: 

(i) The netting is accomplished under a 
written netting contract that creates a sin-
gle legal obligation, covering all included in-
dividual contracts, with the effect that the 
bank would have a claim or obligation to re-
ceive or pay, respectively, only the net 
amount of the sum of the positive and nega-
tive mark-to-market values on included indi-
vidual contracts in the event that a 
counterparty, or a counterparty to whom the 
contract has been validly assigned, fails to 
perform due to default, bankruptcy, liquida-
tion, or similar circumstances; 

(ii) The bank obtains a written and rea-
soned legal opinion(s) representing that in 
the event of a legal challenge, including one 
resulting from default, insolvency, bank-
ruptcy or similar circumstances, the rel-
evant court and administrative authorities 
would find the bank’s exposure to be such a 
net amount under: 

(1) The law of the jurisdiction in which the 
counterparty is chartered or the equivalent 
location in the case of noncorporate entities 
and, if a branch of the counterparty is in-
volved, then also under the law of the juris-
diction in which the branch is located; 

(2) The law that governs the individual 
contracts covered by the netting contract; 
and 

(3) The law that governs the netting con-
tract. 

(iii) The bank establishes and maintains 
procedures to ensure that the legal charac-
teristics of netting contracts are kept under 
review in the light of possible changes in rel-
evant law; and 

(iv) The bank maintains in its file docu-
mentation adequate to support the netting 
of derivative contracts, including a copy of 
the bilateral netting contract and necessary 
legal opinions. 

(b) A contract containing a walkaway 
clause is not eligible for netting for purposes 
of calculating the credit equivalent 
amount. 49 

(c) By netting individual contracts for the 
purpose of calculating its credit equivalent 
amount, a bank represents that it has met 
the requirements of this appendix A and all 
the appropriate documents are in the bank’s 
files and available for inspection by the 
FDIC. Upon determination by the FDIC that 
a bank’s files are inadequate or that a net-
ting contract may not be legally enforceable 
under any one of the bodies of law described 
in paragraphs (ii)(1) through (3) of section 
II.E.5.(a) of this appendix A, underlying indi-
vidual contracts may be treated as though 
they were not subject to the netting con-
tract. 

(d) The credit equivalent amount of deriva-
tive contracts that are subject to a quali-
fying bilateral netting contract is calculated 
by adding: 

(i) The net current exposure of the netting 
contract; and 

(ii) The sum of the estimates of potential 
future exposure for all individual contracts 
subject to the netting contract, adjusted to 
take into account the effects of the netting 
contract. 50 

(e) The net current exposure is the sum of 
all positive and negative mark-to-market 
values of the individual contracts subject to 
the netting contract. If the net sum of the 
mark-to-market values is positive, then the 
net current exposure is equal to that sum. If 
the net sum of the mark-to-market values is 
zero or negative, then the net current expo-
sure is zero. 

(f) The effects of the bilateral netting con-
tract on the gross potential future exposure 
are recognized through application of a for-
mula, resulting in an adjusted add-on 
amount (Anet). The formula, which employs 
the ratio of net current exposure to gross 
current exposure (NGR) is expressed as: 

Anet = (0.4 × Agross) + 0.6(NGR × Agross) 

The effect of this formula is that Anet is the 
weighted average of Agross, and Agross adjusted 
by the NGR. 

(g) The NGR may be calculated in either 
one of two ways—referred to as the 
counterparty-by-counterparty approach and 
the aggregate approach. 

(i) Under the counterparty-by- 
counterparty approach, the NGR is the ratio 
of the net current exposure of the netting 
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contract to the gross current exposure of the 
netting contract. The gross current exposure 
is the sum of the current exposures of all in-
dividual contracts subject to the netting 
contract calculated in accordance with sec-
tion II.E. of this appendix A. 

(ii) Under the aggregate approach, the 
NGR is the ratio of the sum of all of the net 
current exposures for qualifying bilateral 
netting contracts to the sum of all of the 
gross current exposures for those netting 
contracts (each gross current exposure is cal-
culated in the same manner as in section 
II.E.5.(g)(i) of this appendix A). Net negative 
mark-to-market values to individual 
counterparties cannot be used to offset net 
positive current exposures to other counter-
parties. 

(iii) A bank must use consistently either 
the counterparty-by-counterparty approach 
or the aggregate approach to calculate the 
NGR. Regardless of the approach used, the 
NGR should be applied individually to each 

qualifying bilateral netting contract to de-
termine the adjusted add-on for that netting 
contract. 

III. MINIMUM RISK-BASED CAPITAL RATIO 

Subject to section II.B.5. of this appendix 
A, banks generally will be expected to meet 
a minimum ratio of qualifying total capital 
to risk-weighted assets of 8 percent, of which 
at least 4 percentage points should be in the 
form of core capital (Tier 1). Any bank that 
does not meet the minimum risk-based cap-
ital ratio, or whose capital is otherwise con-
sidered inadequate, generally will be ex-
pected to develop and implement a capital 
plan for achieving an adequate level of cap-
ital, consistent with the provisions of this 
risk-based capital framework and § 325.104, 
the specific circumstances affecting the indi-
vidual bank, and the requirements of any re-
lated agreements between the bank and the 
FDIC. 

TABLE I—DEFINITION OF QUALIFYING CAPITAL 

Components Minimum requirements 

(1) CORE CAPITAL (Tier 1) ........................................................ Must equal or exceed 4% of weighted-risk assets. 
(a) Common stockholders’ equity ........................................ No limit. 1 
(b) Noncumulative perpetual preferred stock and any re-

lated surplus.
No limit. 1 

(c) Minority interest in equity accounts of consolidated ....... No limit. 1 
(d) Less: All intangible assets other than certain mortgage 

servicing assets, nonmortgage servicing assets and pur-
chased credit card relationships.

(2). 

(e) Less: Certain credit-enhancing interest-only strips and 
nonfinancial equity investments required to be deducted 
from capital.

(3). 

(f) Less: Certain deferred tax assets ................................... (4). 
(2) SUPPLEMENTARY CAPITAL (Tier 2) .................................. Total of tier 2 is limited to 100% of tier 1. 5 

(a) Allowance for loan and lease losses .............................. Limited to 1.25% of weighted-risk assets. 5 
(b) Unrealized gains on certain equity securities. 6 ............. Limited to 45% of pretax net unrealized gains. 6 
(c) Cumulative perpetual and long-term preferred stock 

(original maturity of 20 years or more) and any related 
surplus.

No limit within tier 2; long-term preferred is amortized for cap-
ital purposes as it approaches maturity. 

(d) Auction rate and similar preferred stock (both cumu-
lative and non-cumulative).

No limit within Tier 2. 

(e) Hybrid capital instruments (including mandatory con-
vertible debt securities).

No limit within Tier 2. 

(f) Term subordinated debt and intermediate-term pre-
ferred stock (original weighted average maturity of five 
years or more).

Term subordinated debt and intermediate-term preferred stock 
are limited to 50% of Tier 1 5 and amortized for capital pur-
poses as they approach maturity. 

(3) DEDUCTIONS (from sum of tier 1 and tier 2) 
(a) Investments in banking and finance subsidiaries that 

are not consolidated for regulatory capital purposes 
(b) Intentional, reciprocal cross-holdings of capital securi-

ties issued by banks 
(c) Other deductions (such as investment in other subsidi-

aries or joint ventures) as determined by supervisory au-
thority.

On a case-by-case basis or as a matter of policy after formal 
consideration of relevant issues. 

(4) TOTAL CAPITAL ................................................................... Must equal or exceed 8% of weighted-risk assets. 

1 No express limits are placed on the amounts of nonvoting common, noncumulative perpetual preferred stock, and minority in-
terests that may be recognized as part of Tier 1 capital. However, voting common stockholders’ equity capital generally will be 
expected to be the dominant form of Tier 1 capital and banks should avoid undue reliance on other Tier 1 capital elements. 

2 The amounts of mortgage servicing assets, nonmortgage servicing assets and purchased credit card relationships that can 
be recognized for purposes of calculating Tier 1 capital are subject to the limitations set forth in § 325.5(f). All deductions are for 
capital purposes only; deductions would not affect accounting treatment. 

3 The amounts of credit-enhancing interest-only strips that can be recognized for purposes of calculating Tier 1 capital are sub-
ject to the limitations set forth in § 325.5(f). The amounts of nonfinancial equity investments that must be deducted for purposes 
of calculating Tier 1 capital are set forth in section II.B.(6) of appendix A to part 325. 

4 Deferred tax assets are subject to the capital limitations set forth in § 325.5(g). 
5 Amounts in excess of limitations are permitted but do not qualify as capital. 
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1 For the purpose of calculating the risk- 
based capital ratio, a U.S. Government agen-
cy is defined as an instrumentality of the 
U.S. Government whose obligations are fully 
and explicitly guaranteed as to the timely 
repayment of principal and interest by the 
full faith and credit of the U.S. Government. 

2 For the purpose of calculating the risk- 
based capital ratio, a U.S. Government-spon-
sored agency is defined as an agency origi-
nally established or chartered to serve public 
purposes specified by the U.S. Congress but 
whose obligations are not explicitly guaran-
teed by the full faith and credit of the U.S. 
Government. 

3 Degree of collateralization is determined 
by current market value. 

6 Unrealized gains on equity securities are subject to the capital limitations set forth in paragraph I.A(2)(f) of appendix A to part 
325. 

CALCULATION OF THE RISK-BASED CAPITAL 
RATIO 

When calculating the risk-based capital 
ratio under the framework set forth in this 
statement of policy, qualifying total capital 
(the numerator) is divided by risk-weighted 
assets (the denominator). The process of de-
termining the numerator for the ratio is 
summarized in Table I. The calculation of 
the denominator is based on the risk weights 
and conversion factors that are summarized 
in Tables II and III. 

When determining the amount of risk- 
weighted assets, balance sheet assets are as-
signed an appropriate risk weight (see Table 
II) and off-balance sheet items are first con-
verted to a credit equivalent amount (see 
Table III) and then assigned to one of the 
risk weight categories set forth in Table II. 

The balance sheet assets and the credit 
equivalent amount of off-balance sheet items 
are then multiplied by the appropriate risk 
weight percentages and the sum of these 
risk-weighted amounts is the gross risk- 
weighted asset figure used in determining 
the denominator of the risk-based capital 
ratio. Any items deducted from capital when 
computing the amount of qualifying capital 
may also be excluded from risk-weighted as-
sets when calculating the denominator for 
the risk-based capital ratio. 

TABLE II—SUMMARY OF RISK WEIGHTS AND 
RISK CATEGORIES 

Category 1—Zero Percent Risk Weight 

(1) Cash (domestic and foreign). 
(2) Balances due from Federal Reserve 

Banks and central banks in other OECD 
countries. 

(3) Direct claims on, and portions of claims 
unconditionally guaranteed by, the U.S. 
Treasury, U.S. Government agencies, 1 or 
central governments in other OECD coun-
tries. 

(4) Portions of local currency claims on, or 
unconditionally guaranteed by, non-OECD 
central governments (including non-OECD 
central banks), to the extent the bank has li-
abilities booked in that currency. 

(5) Gold bullion held in the bank’s own 
vaults or in another bank’s vaults on an allo-
cated basis, to the extent that it is offset by 
gold bullion liabilities 

(6) Federal Reserve Bank stock. 
(7) Claims on, or guaranteed by, qualifying 

securities firms incorporated in the United 
States or other members of the OECD-based 
group of countries that are collateralized by 
cash on deposit in the lending bank or by se-
curities issued or guaranteed by the United 
States or OECD central governments (includ-
ing U.S. government agencies), provided that 
a positive margin of collateral is required to 
be maintained on such a claim on a daily 
basis, taking into account any change in a 
bank’s exposure to the obligor or 
counterparty under the claim in relation to 
the market value of the collateral held in 
support of the claim. 

Category 2—20 Percent Risk Weight 

(1) Cash items in the process of collection. 
(2) All claims (long- and short-term) on, 

and portions of claims (long- and short-term) 
guaranteed by, U.S. depository institutions 
and OECD banks. 

(3) Short-term (remaining maturity of one 
year or less) claims on, and portions of 
short-term claims guaranteed by, non-OECD 
banks. 

(4) Portions of loans and other claims con-
ditionally guaranteed by the U.S. Treasury, 
U.S. Government agencies, 1 or central gov-
ernments in other OECD countries and por-
tions of local currency claims conditionally 
guaranteed by non-OECD central govern-
ments to the extent that the bank has liabil-
ities booked in that currency. 

(5) Securities and other claims on, and por-
tions of claims guaranteed by, U.S. Govern-
ment-sponsored agencies. 2 

(6) Portions of loans and other claims (in-
cluding repurchase agreements) 
collateralized 3 by securities issued or guar-
anteed by the U.S. Treasury, U.S. Govern-
ment agencies, U.S. Government-sponsored 
agencies or central governments in other 
OECD countries. 

(7) Portions of loans and other claims 
collateralized 3 by cash on deposit in the 
lending bank. 

(8) General obligation claims on, and por-
tions of claims guaranteed by, the full faith 
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and credit of states or other political sub-
divisions of OECD countries, including U.S. 
state and local governments. 

(9) Claims on, and portions of claims guar-
anteed by, official multilateral lending insti-
tutions or regional development institutions 
in which the U.S. Government is a share-
holder or a contributing member. 

(10) Portions of claims collateralized 3 by 
securities issued by official multilateral 
lending institutions or regional development 
institutions in which the U.S. Government is 
a shareholder or contributing member. 

(11) Investments in shares of mutual funds 
whose portfolios are permitted to hold only 
assets that qualify for the zero or 20 percent 
risk categories. 

(12) Recourse obligations, direct credit sub-
stitutes, residual interests (other than cred-
it-enhancing interest-only strips) and asset- 
or mortgage-backed securities rated in ei-
ther of the two highest investment grade 
categories, e.g., AAA or AA, in the case of 
long-term ratings, or the highest rating cat-
egory, e.g., A–1, P–1, in the case of short- 
term ratings. 

(13) Claims on, and claims guaranteed by, 
qualifying securities firms incorporated in 
the United States or other member of the 
OECD-based group of countries provided 
that: 

a. The qualifying securities firm has a rat-
ing in one of the top three investment grade 
rating categories from a nationally recog-
nized statistical rating organization; or 

b. The claim is guaranteed by a qualifying 
securities firm’s parent company with such a 
rating. 

(14) Certain collateralized claims on quali-
fying securities firms in the United States or 
other member of the OECD-based group of 
countries, without regard to satisfaction of 
the rating standard, provided that the claim 
arises under a contract that: 

a. Is a reverse repurchase/repurchase agree-
ment or securities lending/borrowing trans-
action executed under standard industry doc-
umentation; 

b. Is collateralized by liquid and readily 
marketable debt or equity securities; 

c. Is marked to market daily; 
d. Is subject to a daily margin mainte-

nance requirement under the standard docu-
mentation; and 

e. Can be liquidated, terminated, or accel-
erated immediately in bankruptcy or similar 
proceeding, and the security or collateral 
agreement will not be stayed or avoided, 
under applicable law of the relevant country. 

Category 3—50 Percent Risk Weight 

(1) Loans fully secured by first liens on 
one-to-four family residential properties (in-
cluding certain presold residential construc-
tion loans), provided that the loans were ap-
proved in accordance with prudent under-

writing standards and are not past due 90 
days or more or carried in nonaccrual status. 

(2) Loans fully secured by first liens on 
multifamily residential properties that have 
been prudently underwritten and meet speci-
fied requirements with respect to loan-to- 
value ratio, level of annual net operating in-
come to required debt service, maximum am-
ortization period, minimum original matu-
rity, and demonstrated timely repayment 
performance. 

(3) Recourse obligations, direct credit sub-
stitutes, residual interests (other than cred-
it-enhancing interest-only strips) and asset- 
or mortgage-backed securities rated in the 
third-highest investment grade category, 
e.g., A, in the case of long-term ratings, or 
the second highest rating category, e.g., A–2, 
P–2, in the case of short-term ratings. 

(4) Revenue bonds or similar obligations, 
including loans and leases, that are obliga-
tions of U.S. state or political subdivisions of 
the United States or other OECD countries 
but for which the government entity is com-
mitted to repay the debt only out of reve-
nues from the specific projects financed. 

(5) Credit equivalent amounts of interest 
rate and foreign exchange rate related con-
tracts, except for those assigned to a lower 
risk category. 

Category 4—100 Percent Risk Weight 

(1) All other claims on private obligors. 
(2) Claims on, or guaranteed by, non-OECD 

banks with a remaining maturity exceeding 
one year. 

(3) Claims on non-OECD central govern-
ments that are not included in item 4 of Cat-
egory 1 or item 3 of Category 2, and all 
claims on non-OECD state and local govern-
ments. 

(4) Obligations issued by U.S. state or local 
governments or other OECD local govern-
ments (including industrial development au-
thorities and similar entities) that are re-
payable solely by a private party or enter-
prise. 

(5) Premises, plant, and equipment; other 
fixed assets; and other real estate owned. 

(6) Investments in any unconsolidated sub-
sidiaries, joint ventures, or associated com-
panies—if not deducted from capital. 

(7) Instruments issued by other banking or-
ganizations that qualify as capital. 

(8) Claims on commercial firms owned by 
the U.S. Government or foreign govern-
ments. 

(9) Recourse obligations, direct credit sub-
stitutes, residual interests (other than cred-
it-enhancing interest-only strips) and asset- 
or mortgage-backed securities rated in the 
lowest investment grade category, e.g., BBB, 
as well as certain positions (but not residual 
interests) which the bank rates pursuant to 
section II.B.5(g) of this appendix A. 
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4 In general, for each off-balance sheet 
item, a conversion factor (see Table III) 
must be applied to determine the ‘‘credit 
equivalent amount’’ prior to assigning the 
off-balance sheet item to a risk weight cat-
egory. 

(10) All other assets, including any intan-
gible assets that are not deducted from cap-
ital, and the credit equivalent amounts 4 of 
off-balance sheet items not assigned to a dif-
ferent risk category. 

Category 5—200 Percent Risk Weight. 

(1) Externally rated recourse obligations, 
direct credit substitutes, residual interests 
(other than credit-enhancing interest-only 
strips), and asset- and mortgage-backed se-
curities that are rated one category below 
the lowest investment grade category, e.g., 
BB, to the extent permitted in section 
II.B.5(d) of this appendix A; and 

(2) A position (but not a residual interest) 
extended in connection with a securitization 
or structured financing program that is not 
rated by an NRSRO for which the bank de-
termines that the credit risk is equivalent to 
one category below investment grade, e.g., 
BB, to the extent permitted in section 
II.B.5.(g) of this appendix A. 

[54 FR 11509, Mar. 21, 1989] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting Appendix A of part 325, see 
the List of CFR Sections Affected, which ap-
pears in the Finding Aids section of the 
printed volume and at www.fdsys.gov. 

APPENDIX B TO PART 325—STATEMENT 
OF POLICY ON CAPITAL ADEQUACY 

Part 325 of the Federal Deposit Insurance 
Corporation rules and regulations (12 CFR 
part 325) sets forth minimum leverage cap-
ital requirements for fundamentally sound, 
well-managed banks having no material or 
significant financial weaknesses. It also de-
fines capital and sets forth sanctions which 
will be used against banks which are in vio-
lation of the part 325 regulation. This state-
ment of policy on capital adequacy provides 
some interpretational and definitional guid-
ance as to how this part 325 regulation will 
be administered and enforced by the FDIC. 
This statement of policy also addresses cer-
tain aspects of the FDIC’s minimum risk- 
based capital guidelines that are set forth in 
appendix A to part 325. This statement of 
policy does not address the prompt correc-
tive action provisions mandated by the Fed-
eral Deposit Insurance Corporation Improve-
ment Act of 1991. However, section 38 of the 
Federal Deposit Insurance Act and subpart B 
of part 325 provide guidance on the prompt 
corrective action provisions, which generally 

apply to institutions with inadequate levels 
of capital. 

I. ENFORCEMENT OF MINIMUM CAPITAL 
REQUIREMENTS 

Section 325.3(b)(1) specifies that FDIC-su-
pervised, state-chartered nonmember com-
mercial and savings banks (or other insured 
depository institutions making applications 
to the FDIC that require the FDIC to con-
sider the adequacy of the institutions’ cap-
ital structure) must maintain a minimum le-
verage ratio of Tier 1 (or core) capital to 
total assets of at least 3 percent; however, 
this minimum only applies to the most high-
ly-rated banks (i.e., those with a composite 
CAMELS rating of 1 under the Uniform Fi-
nancial Institutions Rating System estab-
lished by the Federal Financial Institutions 
Examination Council) that are not antici-
pating or experiencing any significant 
growth. All other state nonmember banks 
would need to meet a minimum leverage 
ratio that is at least 100 to 200 basis points 
above this minimum. That is, in accordance 
with § 325.3(b)(2), an absolute minimum lever-
age ratio of not less than 4 percent must be 
maintained by those banks that are not 
highly-rated or that are anticipating or ex-
periencing significant growth. 

In addition to the minimum leverage cap-
ital standards, section III of appendix A to 
part 325 indicates that state nonmember 
banks generally are expected to maintain a 
minimum risk-based capital ratio of quali-
fying total capital to risk-weighted assets of 
8 percent, with at least one-half of that total 
capital amount consisting of Tier 1 capital. 

State nonmember banks (hereinafter re-
ferred to as ‘‘banks’’) operating with leverage 
capital ratios below the minimums set forth 
in part 325 will be deemed to have inadequate 
capital and will be in violation of the part 
325 regulation. Furthermore, banks oper-
ating with risk-based capital ratios below 
the minimums set forth in appendix A to 
part 325 generally will be deemed to have in-
adequate capital. Banks failing to meet the 
minimum leverage and/or risk-based capital 
ratios normally can expect to have any ap-
plication submitted to the FDIC denied (if 
such application requires the FDIC to evalu-
ate the adequacy of the institution’s capital 
structure) and also can expect to be subject 
to the use of capital directives or other for-
mal enforcement action by the FDIC to in-
crease capital. 

Capital adequacy in banks which have cap-
ital ratios at or above the minimums will be 
assessed and enforced based on the following 
factors (these same criteria will apply to any 
insured depository institutions making ap-
plications to the FDIC and to any other cir-
cumstances in which the FDIC is requested 
or required to evaluate the adequacy of a de-
pository institution’s capital structure): 
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A. Banks Which Are Fundamentally Sound and 
Well-Managed 

The minimum leverage capital ratios set 
forth in § 325.3(b)(2) and the minimum risk- 
based capital ratios set forth in section III of 
appendix A to part 325 generally will be 
viewed as the minimum acceptable capital 
standards for banks whose overall financial 
condition is fundamentally sound, which are 
well-managed and which have no material or 
significant financial weaknesses. While the 
FDIC will make this determination in each 
bank based upon its own condition and spe-
cific circumstances, this definition will gen-
erally apply to those banks evidencing a 
level of risk which is no greater than that 
normally associated with a Composite rating 
of 1 or 2 under the Uniform Financial Insti-
tutions Rating System. Banks meeting this 
definition which are in compliance with the 
minimum leverage and risk-based capital 
ratio standards will not generally be re-
quired by the FDIC to raise new capital from 
external sources. 

The FDIC does, however, encourage such 
banks to maintain capital well above the 
minimums, particularly those institutions 
that are anticipating or experiencing signifi-
cant growth, and will carefully evaluate 
their earnings and growth trends, dividend 
policies, capital planning procedures and 
other factors important to the continuous 
maintenance of adequate capital. Adverse 
trends or deficiencies in these areas will be 
subject to criticism at regular examinations 
and may be an important factor in the 
FDIC’s action on applications submitted by 
such banks. In addition, the FDIC’s consider-
ation of capital adequacy in banks making 
applications to the FDIC will also fully ex-
amine the expected impact of those applica-
tions on the bank’s ability to maintain its 
capital adequacy. In all cases, banks should 
maintain capital commensurate with the 
level and nature of risks, including the vol-
ume and severity of adversely classified as-
sets, to which they are exposed. 

B. All Other Banks 

Banks not meeting the definition set forth 
in I.A. of this appendix, that is, banks evi-
dencing a level of risk which is at least as 
great as that normally associated with a 
Composite rating of 3, 4, or 5 under the Uni-
form Financial Institutions Rating System, 
will be required to maintain capital higher 
than the minimum regulatory requirement 
and at a level deemed appropriate in relation 
to the degree of risk within the institution. 
These higher capital levels will normally be 
addressed through memorandums of under-
standing between the FDIC and the bank or, 
in cases of more pronounced risk, through 
the use of formal enforcement actions under 
section 8 of the Federal Deposit Insurance 
Act (12 U.S.C. 1818). 

C. Capital Requirements of Primary Regulator 

Notwithstanding I.A. and B. of this appen-
dix, all banks (or other depository institu-
tions making applications to the FDIC that 
require the FDIC to consider the adequacy of 
the institutions’ capital structure) will be 
expected to meet any capital requirements 
established by their primary state or federal 
regulator which exceed the minimum capital 
requirement set forth in the FDIC’s part 325 
regulation. In addition, the FDIC will, when 
establishing capital requirements higher 
than the minimum set forth in the regula-
tion, consult with an institution’s primary 
state or federal regulator. 

II. CAPITAL PLANS 

Section 325.4(b) specifies that any bank 
which has less than its minimum leverage 
capital requirement is deemed to be engag-
ing in an unsafe or unsound banking practice 
unless it has submitted, and is in compliance 
with, a plan approved by the FDIC to in-
crease its Tier 1 leverage capital ratio to 
such level as the FDIC deems appropriate. 

As required under § 325.104(a)(1) of this 
part, a bank must file a written capital res-
toration plan with the appropriate FDIC re-
gional director within 45 days of the date 
that the bank receives notice or is deemed to 
have notice that the bank is undercapital-
ized, significantly undercapitalized or criti-
cally undercapitalized, unless the FDIC noti-
fies the bank in writing that the plan is to be 
filed within a different period. The amount 
of time allowed to achieve the minimum le-
verage capital requirement will be evaluated 
by the FDIC on a case-by-case basis and will 
depend on a number of factors, including the 
viability of the bank and whether it is fun-
damentally sound and well-managed. 

Banks evidencing more than normal levels 
of risk will normally have their minimum 
capital requirements established in a formal 
or informal enforcement proceeding. The 
time frames for meeting these requirements 
will be set forth in such actions and will gen-
erally require some immediate action on the 
bank’s part to meet its minimum capital re-
quirement. The reasonableness of capital 
plans submitted by depository institutions 
in connection with applications as provided 
for in § 325.3(d)(2) will be determined in con-
junction with the FDIC’s consideration of 
the application. 

III. WRITTEN AGREEMENTS 

Section 325.4(c) provides that any insured 
depository institution with a Tier 1 capital 
to total assets (leverage) ratio of less than 2 
percent must enter into and be in compli-
ance with a written agreement with the 
FDIC (or with its primary federal regulator 
with FDIC as a party to the agreement) to 
increase its Tier 1 leverage capital ratio to 
such level as the FDIC deems appropriate or 
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1 Although intangible assets in the form of 
mortgage servicing assets, nonmortgage 
servicing assets and purchased credit card 
relationships are generally recognized for 
regulatory capital purposes, the 
¥¥deduction of part or all of the mortgage 
servicing assets, nonmortgage servicing as-
sets and purchased credit card relationships 
may be required if the carrying amounts of 

these rights are excessive in relation to their 
market value or the level of the bank’s cap-
ital accounts. In this regard, mortgage serv-
icing assets, nonmortgage servicing assets 
and purchased credit card relationships will 
be recognized for regulatory capital purposes 
only to the extent the rights meet the condi-
tions, limitations and restrictions described 
in § 325.5(f). 

2 This specific approval must be received in 
accordance with § 325.5(b). In evaluating 
whether other types of intangibles should be 
recognized for regulatory capital purposes, 
the FDIC will accord special attention to the 
general characteristics of the intangibles, in-
cluding: (1) The separability of the intan-
gible asset and the ability to sell it separate 
and apart from the bank or the bulk of the 
bank’s assets, (2) the certainty that a readily 
identifiable stream of cash flows associated 
with the intangible asset can hold its value 
notwithstanding the future prospects of the 
bank, and (3) the existence of a market of 
sufficient depth to provide liquidity for the 
intangible asset. However, pursuant to sec-
tion 18(n) of the Federal Deposit Insurance 
Act (12 U.S.C. 1828(n)), specific approval can-
not be given for an unidentifiable intangible 
asset, such as goodwill, if acquired after 
April 12, 1989. 

may be subject to a section 8(a) termination 
of insurance action by the FDIC. Except in 
the very rarest of circumstances, the FDIC 
will require that such agreements con-
template immediate efforts by the deposi-
tory institution to acquire the required cap-
ital. 

The guidance in this section III is not in-
tended to preclude the FDIC from taking sec-
tion 8(a) or other enforcement action against 
any institution, regardless of its capital 
level, if the specific circumstances deem 
such action to be appropriate. 

IV. CAPITAL COMPONENTS 

Section 325.2 sets forth the definition of 
Tier 1 capital for the leverage standard as 
well as the definitions for the various instru-
ments and accounts which are included 
therein. Although nonvoting common stock, 
noncumulative perpetual preferred stock, 
and minority interests in consolidated sub-
sidiaries are normally included in Tier 1 cap-
ital, voting common stockholders’ equity 
generally will be expected to be the domi-
nant form of Tier 1 capital. Thus, banks 
should avoid undue reliance on nonvoting eq-
uity, preferred stock and minority interests. 
The following provides some additional guid-
ance with respect to some of the items that 
affect the calculation of Tier 1 capital. 

A. Intangible Assets 

The FDIC permits state nonmember banks 
to record intangible assets on their books 
and to report the value of such assets in the 
Consolidated Reports of Condition and In-
come (‘‘Call Report’’). As noted in the in-
structions for preparation of the Consoli-
dated Reports of Condition and Income (pub-
lished by the Federal Financial Institutions 
Examination Council), intangible assets may 
arise from business combinations accounted 
for under the purchase method and acquisi-
tions of portions or segments of another in-
stitution’s business, such as branch offices, 
mortgage servicing portfolios, and credit 
card portfolios. 

Notwithstanding the authority to report 
all intangible assets in the Consolidated Re-
ports of Condition and Income, § 325.2(v) of 
the regulation specifies that mortgage serv-
icing assets, nonmortgage servicing assets 
and purchased credit card relationships are 
the only intangible assets which will be al-
lowed as Tier 1 capital. 1 The portion of eq-

uity capital represented by other types of in-
tangible assets will be deducted from equity 
capital and assets in the computation of a 
bank’s Tier 1 capital. Certain of these intan-
gible assets may, however, be recognized for 
regulatory capital purposes if explicitly ap-
proved by the Director of the Division of Su-
pervision and Consumer Protection (DSC) as 
part of the bank’s regulatory capital on a 
specific case basis. These intangibles will be 
included in regulatory capital under the 
terms and conditions that are specifically 
approved by the FDIC. 2 

In certain instances banks may have in-
vestments in unconsolidated subsidiaries or 
joint ventures that have large volumes of in-
tangible assets. In such instances the bank’s 
consolidated statements will reflect an in-
vestment in a tangible asset even though 
such investment will, in fact, be represented 
by a large volume of intangible assets. In 
any such situation where this is material, 
the bank’s investment in the unconsolidated 
subsidiary will be divided into a tangible and 
an intangible portion based on the percent-
age of intangible assets to total assets in the 
subsidiary. The intangible portion of the in-
vestment will be treated as if it were an in-
tangible asset on the bank’s books in the cal-
culation of Tier 1 capital. However, intan-
gible assets in the form of mortgage serv-
icing assets, nonmortgage servicing assets 
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and purchased credit card relationships, in-
cluding servicing intangibles held by mort-
gage banking subsidiaries, are subject to the 
specific criteria set forth in § 325.5(f). 

B. Perpetual Preferred Stock 

Perpetual preferred stock is defined as pre-
ferred stock that does not have a maturity 
date, that cannot be redeemed at the option 
of the holder, and that has no other provi-
sions that will require future redemption of 
the issue. Also, pursuant to section 18(i)(1) of 
the Federal Deposit Insurance Act (12 U.S.C. 
1828(i)(1)), a state nonmember bank cannot, 
without the prior consent of the FDIC, re-
duce the amount or retire any part of its 
perferred stock. (This prior consent is also 
required for the reduction or retirement of 
any part of a state nonmember bank’s com-
mon stock or capital notes and debentures.) 

Noncumulative perpetual preferred stock 
is generally included in Tier 1 capital. None-
theless, it is possible for banks to issue pre-
ferred stock with a dividend rate which esca-
lates to such a high rate that the terms be-
come so onerous as to effectively force the 
bank to call the issue (for example, an issue 
with a low initial rate that is scheduled to 
escalate to much higher rates in subsequent 
periods). Preferred stock issues with such on-
erous terms have much the same character-
istics as limited life preferred stock in that 
the bank would be effectively forced to re-
deem the issue to avoid performance of the 
onerous terms. Such instruments may be dis-
allowed as Tier 1 capital and, for risk-based 
capital purposes, would be included in Tier 2 
capital only to the extent that the instru-
ments fall within the limitations applicable 
to intermediate-term preferred stock. Banks 
which are contemplating issues bearing 
terms which may be so characterized are en-
couraged to submit them to the appropriate 
FDIC regional office for review prior to 
issuance. Nothing herein shall prohibit 
banks from issuing floating rate preferred 
stock issues where the rate is constant in re-
lation to some outside market or index rate. 
However, noncumulative floating rate in-
struments where the rate paid is based in 
some part on the current credit standing of 
the bank, and all cumulative preferred stock 
instruments, are excluded from Tier 1 cap-
ital. These instruments are included in Tier 
2 capital for risk-based capital purposes in 
accordance with the limitations set forth in 
appendix A to part 325. 

The FDIC will also require that issues of 
perpetual preferred stock be consistent with 
safe and sound banking practices. Issues 
which would unduly enrich insiders or which 
contain dividend rates or other terms which 
are inconsistent with safe and sound banking 
practices will likely be the subject of appro-
priate supervisory response from the FDIC. 
Banks contemplating preferred stock issues 

which may pose safety and soundness con-
cerns are encouraged to submit such issues 
to the appropriate FDIC regional office for 
review prior to sale. Pursuant to § 325.5(e), 
capital instruments that contain or that are 
subject to any conditions, covenants, terms, 
restrictions or provisions that are incon-
sistent with safe and sound banking prac-
tices will not qualify as capital under part 
325. 

C. Other Instruments or Transactions Which 
Fail To Provide Capital Support 

Section 325.5(b) specifies that any capital 
component or balance sheet entry or account 
which has characteristics or terms that di-
minish its contribution to an insured deposi-
tory institution’s ability to absorb losses 
shall be deducted from capital. An example 
involves certain types of minority interests 
in consolidated subsidiaries. Minority inter-
ests in consolidated subsidiaries have been 
included in capital based on the fact that 
they provide capital support to the risk in 
the consolidated subsidiaries. Certain trans-
actions have been structured where a bank 
forms a subsidiary by transferring essen-
tially risk-free or low-risk assets to the sub-
sidiary in exchange for common stock of the 
subsidiary. The subsidiary then sells pre-
ferred stock to third parties. 

The preferred stock becomes a minority in-
terest in a consolidated subsidiary but, in ef-
fect, represents an essentially risk-free or 
low-risk investment for the preferred stock-
holders. This type of minority interest fails 
to provide any meaningful capital support to 
the consolidated entity inasmuch as it has a 
preferred claim on the essentially risk-free 
or low-risk assets of the subsidiary. In addi-
tion, certain minority interests are not sub-
stantially equivalent to permanent equity in 
that the interests must be paid off on speci-
fied future dates, or at the option of the 
holders of the minority interests, or contain 
other provisions or features that limit the 
ability of the minority interests to effec-
tively absorb losses. Capital instruments or 
transactions of this nature which fail to ab-
sorb losses or provide meaningful capital 
support will be deducted from Tier 1 capital. 

D. Mandatory Convertible Debt 

Mandatory convertible debt securities are 
subordinated debt instruments that require 
the issuer to convert such instruments into 
common or perpetual preferred stock by a 
date at or before the maturity of the debt in-
struments. The maturity of these instru-
ments must be 12 years or less and the in-
struments must also meet the other criteria 
set forth in appendix A to part 325. Manda-
tory convertible debt is excluded from Tier 1 
capital but, for risk-based capital purposes, 
is included in Tier 2 capital as a ‘‘hybrid cap-
ital instrument.’’ 
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So-called ‘‘equity commitment notes,’’ 
which merely require a bank to sell common 
or perpetual preferred stock during the life 
of the subordinated debt obligation, are spe-
cifically excluded from the definition of 
mandatory convertible debt securities and 
are only included in Tier 2 capital under the 
risk-based capital framework to the extent 
that they satisfy the requirements and limi-
tations for ‘‘term subordinated debt’’ set 
forth in appendix A to part 325. 

V. ANALYSIS OF CONSOLIDATED COMPANIES 

In determining a bank’s compliance with 
its minimum capital requirements the FDIC 
will, with two exceptions, generally utilize 
the bank’s consolidated statements as de-
fined in the instructions for the preparation 
of Consolidated Reports of Condition and In-
come. 

The first exception relates to securities 
subsidiaries of state nonmember banks 
which are subject to § 337.4 of the FDIC’s 
rules and regulations (12 CFR 337.4). Any sub-
sidiary subject to this section must be a 
bona fide subsidiary which is adequately cap-
italized. In addition, § 337.4(b)(3) requires 
that any insured state nonmember bank’s in-
vestment in such a subsidiary shall not be 
counted towards the bank’s capital. In those 
instances where the securities subsidiary is 
consolidated in the bank’s Consolidated Re-
port of Condition it will be necessary, for the 
purpose of calculating the bank’s Tier 1 cap-
ital, to adjust the Consolidated Report of 
Condition in such a manner as to reflect the 
bank’s investment in the securities sub-
sidiary on the equity method. In this case, 
and in those cases where the securities sub-
sidiary has not been consolidated, the invest-
ment in the subsidiary will then be deducted 
from the bank’s capital and assets prior to 
calculation of the bank’s Tier 1 capital ratio. 
(Where deemed appropriate, the FDIC may 
also consider deducting investments in other 
subsidiaries, either on a case-by-case basis 
or, as with securities subsidiaries, based on 
the general characteristics or functional na-
ture of the subsidiaries.) 

The second exception relates to the treat-
ment of subsidiaries of insured banks that 
are domestic depository institutions such as 
commercial banks, savings banks, or savings 
associations. These subsidiaries are not con-
solidated on a line-by-line basis with the in-
sured bank parent in the bank parent’s Con-
solidated Reports of Condition and Income. 
Rather, the instructions for these reports 
provide that bank investments in such de-
pository institution subsidiaries are to be re-
ported on an unconsolidated basis in accord-
ance with the equity method. Since the FDIC 
believes that the minimum capital require-
ments should apply to a bank’s depository 
activities in their entirety, regardless of the 
form that the organization’s corporate struc-

ture takes, it will be necessary, for the pur-
pose of calculating the bank’s Tier 1 leverage 
and total risk-based capital ratios, to adjust 
a bank parent’s Consolidated Report of Con-
dition to consolidate its domestic depository 
institution subsidiaries on a line-by-line 
basis. The financial statements of the sub-
sidiary that are used for this consolidation 
must be prepared in the same manner as the 
Consolidated Report of Condition. 

The FDIC will, in determining the capital 
adequacy of a bank which is a member of a 
bank holding company or chain banking 
group, consider the degree of leverage and 
risks undertaken by the parent company or 
other affiliates. Where the level of risk in a 
holding company system is no more than 
normal and the consolidated company is ade-
quately capitalized at all appropriate levels, 
the FDIC generally will not require addi-
tional capital in subsidiary banks under its 
supervision over and above that which would 
be required for the subsidiary bank on its 
own merit. In cases where a holding com-
pany or other affiliated banks (or other com-
panies) evidence more than a normal degree 
of risk (either by virtue of the quality of 
their assets, the nature of the activities con-
ducted, or other factors) or where the affili-
ated organizations are inadequately capital-
ized, the FDIC will consider the potential 
impact of the additional risk or excess lever-
age upon an individual bank to determine if 
such factors will likely result in excessive 
requirements for dividends, management 
fees, or other support to the holding com-
pany or affiliated organizations which would 
be detrimental to the bank. Where the exces-
sive risk or leverage in such organizations is 
determined to be potentially detrimental to 
the bank’s condition or its ability to main-
tain adequate capital, the FDIC may initiate 
appropriate supervisory action to limit the 
bank’s ability to support its weaker affili-
ates and/or require higher than minimum 
capital ratios in the bank. 

VI. APPLICABILITY OF PART 325 TO SAVINGS 
ASSOCIATIONS 

Section 325.3(c) indicates that, where the 
FDIC is required to evaluate the adequacy of 
any depository institution’s (including any 
savings association’s) capital structure in 
conjunction with an application filed by the 
institution, the FDIC will not approve the 
application if the depository institution does 
not meet the minimum leverage capital re-
quirement set forth in § 325.3(b). 

Also, § 325.4(b) states that, under certain 
conditions specified in section 8(t) of the 
Federal Deposit Insurance Act, the FDIC 
may take section 8(b)(1) and/or 8(c) enforce-
ment action against a savings association 
that is deemed to be engaged in an unsafe or 
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1 This appendix is based on a framework de-
veloped jointly by supervisory authorities 
from the countries represented on the Basle 
Committee on Banking Supervision and en-
dorsed by the Group of Ten Central Bank 
Governors. The framework is described in a 
Basle Committee paper entitled ‘‘Amendment 
to the Capital Accord to Incorporate Market 
Risks,’’ January 1996. Also see modifications 
issued in September 1997. 

2 Trading activity means the gross sum of 
trading assets and liabilities as reported in 
the bank’s most recent quarterly Consoli-
dated Report of Condition and Income (Call 
Report). 

3 Total assets means quarter-end total as-
sets as reported in the bank’s most recent 
Call Report. 

4 A bank that voluntarily complies with 
the final rule prior to January 1, 1998, must 
comply with all of its provisions. 

5 Subject to FDIC review, a bank may ex-
clude structural positions in foreign cur-
rencies from its covered positions. 

6 The term trading account is defined in 
the instructions to the Call Report. 

unsound practice on account of its inad-
equate capital structure. Section 325.4(c) fur-
ther specifies that any insured depository in-
stitution with a Tier 1 leverage ratio (as de-
fined in part 325) of less than 2 percent is 
deemed to be operating in an unsafe or un-
sound condition pursuant to section 8(a) of 
the Federal Deposit Insurance Act. 

In addition, the Office of Thrift Super-
vision (OTS), as the primary federal regu-
lator of savings associations, has established 
minimum core capital leverage, tangible 
capital and risk-based capital requirements 
for savings associations (12 CFR part 567). In 
this regard, certain differences exist between 
the methods used by the OTS to calculate a 
savings association’s capital and the meth-
ods set forth by the FDIC in part 325. These 
differences include, among others, the core 
capital treatment for investments in subsidi-
aries and for certain intangible assets. 

In determining whether a savings associa-
tion’s application should be approved pursu-
ant to § 325.3(c), or whether an unsafe or un-
sound practice or condition exists pursuant 
to §§ 325.4(b) and 325.4(c), the FDIC will con-
sider the extent of the savings association’s 
capital as determined in accordance with 
part 325. However, the FDIC will also con-
sider the extent to which a savings associa-
tion is in compliance with (a) the minimum 
capital requirements set forth by the OTS, 
(b) any related capital plans for meeting the 
minimum capital requirements approved by 
the OTS, and/or (c) any other criteria 
deemed by the FDIC as appropriate based on 
the association’s specific circumstances. 

[56 FR 10166, Mar. 11, 1991, as amended at 58 
FR 6369, Jan. 28, 1993; 58 FR 8219, Feb. 12, 
1993; 58 FR 60103, Nov. 15, 1993; 60 FR 39232, 
Aug. 1, 1995; 63 FR 42678, Aug. 10, 1998; 66 FR 
59661, Nov. 29, 2001] 

APPENDIX C TO PART 325—RISK-BASED 
CAPITAL FOR STATE NON-MEMBER 
BANKS: MARKET RISK 

Section 1. Purpose, Applicability, Scope, and 
Effective Date 

(a) Purpose. The purpose of this appendix is 
to ensure that banks with significant expo-
sure to market risk maintain adequate cap-
ital to support that exposure. 1 This appendix 
supplements and adjusts the risk-based cap-

ital ratio calculations under appendix A of 
this part with respect to those banks. 

(b) Applicability. (1) This appendix applies 
to any insured state nonmember bank whose 
trading activity 2 (on a worldwide consoli-
dated basis) equals: 

(i) 10 percent or more of total assets; 3 or 
(ii) $1 billion or more. 
(2) The FDIC may additionally apply this 

appendix to any insured state nonmember 
bank if the FDIC deems it necessary or ap-
propriate for safe and sound banking prac-
tices. 

(3) The FDIC may exclude an insured state 
nonmember bank otherwise meeting the cri-
teria of paragraph (b)(1) of this section from 
coverage under this appendix if it determines 
the bank meets such criteria as a con-
sequence of accounting, operational, or simi-
lar considerations, and the FDIC deems it 
consistent with safe and sound banking prac-
tices. 

(c) Scope. The capital requirements of this 
appendix support market risk associated 
with a bank’s covered positions. 

(d) Effective date. This appendix is effective 
as of January 1, 1997. Compliance is not man-
datory until January 1, 1998. Subject to su-
pervisory approval, a bank may opt to com-
ply with this appendix as early as January 1, 
1997. 4 

Section 2. Definitions 

For purposes of this appendix, the fol-
lowing definitions apply: 

(a) Covered positions means all positions in 
a bank’s trading account, and all foreign ex-
change 5 and commodity positions, whether 
or not in the trading account. 6 Positions in-
clude on-balance-sheet assets and liabilities 
and off-balance-sheet items. Securities sub-
ject to repurchase and lending agreements 
are included as if they are still owned by the 
lender. Covered positions exclude all posi-
tions in a bank’s trading account that, in 
form or in substance, act as liquidity facili-
ties that provide liquidity support to asset- 
backed commercial paper. Such excluded po-
sitions are subject to the risk-based capital 
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7 Foreign-exchange positions outside the 
trading account and all over-the-counter de-
rivative positions, whether or not in the 
trading account, must be included in ad-
justed risk-weighted assets as determined in 
appendix A of this part. 

requirements set forth in appendix A of this 
part. 

(b) Market risk means the risk of loss re-
sulting from movements in market prices. 
Market risk consists of general market risk 
and specific risk components. 

(1) General market risk means changes in 
the market value of covered positions result-
ing from broad market movements, such as 
changes in the general level of interest rates, 
equity prices, foreign exchange rates, or 
commodity prices. 

(2) Specific risk means changes in the mar-
ket value of specific positions due to factors 
other than broad market movements and in-
cludes event and default risk as well as idio-
syncratic variations. 

(c) Tier 1 and Tier 2 capital are defined in 
appendix A of this part. 

(d) Tier 3 capital is subordinated debt that 
is unsecured; is fully paid up; has an original 
maturity of at least two years; is not re-
deemable before maturity without prior ap-
proval by the FDIC; includes a lock-in clause 
precluding payment of either interest or 
principal (even at maturity) if the payment 
would cause the issuing bank’s risk-based 
capital ratio to fall or remain below the min-
imum required under appendix A of this part; 
and does not contain and is not covered by 
any covenants, terms, or restrictions that 
are inconsistent with safe and sound banking 
practices. 

(e) Value-at-risk (VAR) means the estimate 
of the maximum amount that the value of 
covered positions could decline during a 
fixed holding period within a stated con-
fidence level, measured in accordance with 
section 4 of this appendix. 

Section 3. Adjustments to the Risk-Based 
Capital Ratio Calculations. 

(a) Risk-based capital ratio denominator. A 
bank subject to this appendix shall calculate 
its risk-based capital ratio denominator as 
follows: 

(1) Adjusted risk-weighted assets. Calculate 
adjusted risk-weighted assets, which equals 
risk-weighted assets (as determined in ac-
cordance with appendix A of this part), ex-
cluding the risk-weighted amounts of all 
covered positions (except foreign exchange 
positions outside the trading account and 
over-the-counter derivative positions) 7 and 
receivables arising from the posting of cash 
collateral that is associated with securities 
borrowing transactions to the extent the re-
ceivables are collateralized by the market 

value of the borrowed securities, provided 
that the following conditions are met: 

(i) The transaction is based on securities 
includable in the trading book that are liq-
uid and readily marketable, 

(ii) The transaction is marked to market 
daily, 

(iii) The transaction is subject to daily 
margin maintenance requirements, and 

(iv)(A) The transaction is a securities con-
tract for the purposes of section 555 of the 
Bankruptcy Code (11 U.S.C. 555), a qualified 
financial contract for the purposes of section 
11(e)(8) of the Federal Deposit Insurance Act 
(12 U.S.C. 1821(e)(8)), or a netting contract 
between or among financial institutions for 
the purposes of sections 401–407 of the Fed-
eral Deposit Insurance Corporation Improve-
ment Act of 1991 (12 U.S.C. 4401–4407), or the 
Board’s Regulation EE (12 CFR Part 231); or 

(B) If the transaction does not meet the 
criteria set forth in paragraph (iv)(A) of this 
section, then either: 

(1) The bank has conducted sufficient legal 
review to reach a well-founded conclusion 
that: 

(i) The securities borrowing agreement ex-
ecuted in connection with the transaction 
provides the bank the right to accelerate, 
terminate, and close-out on a net basis all 
transactions under the agreement and to liq-
uidate or set off collateral promptly upon an 
event of counterparty default, including in a 
bankruptcy, insolvency, or other similar pro-
ceeding of the counterparty; and 

(ii) Under applicable law of the relevant ju-
risdiction, its rights under the agreement 
are legal, valid, binding, and enforceable and 
any exercise of rights under the agreement 
will not be stayed or avoided; or 

(2) The transaction is either overnight or 
unconditionally cancelable at any time by 
the bank, and the bank has conducted suffi-
cient legal review to reach a well-founded 
conclusion that: 

(i) The securities borrowing agreement ex-
ecuted in connection with the transaction 
provides the bank the right to accelerate, 
terminate, and close-out on a net basis all 
transactions under the agreement and to liq-
uidate or set off collateral promptly upon an 
event of counterparty default; and 

(ii) Under the law governing the agree-
ment, its rights under the agreement are 
legal, valid, binding, and enforceable. 

(2) Measure for market risk. Calculate the 
measure for market risk, which equals the 
sum of the VAR-based capital charge, the 
specific risk add-on (if any), and the capital 
charge for de minimis exposures (if any). 

(i) VAR-based capital charge. The VAR- 
based capital charge equals the higher of: 

(A) The previous day’s VAR measure; or 
(B) The average of the daily VAR measures 

for each of the preceding 60 business days 
multiplied by three, except as provided in 
section 4(e) of this appendix; 
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8 A bank may not allocate Tier 3 capital to 
support credit risk (as calculated under ap-
pendix A of this part). 

9 Excess Tier 1 capital means Tier 1 capital 
that has not been allocated in paragraphs 
(b)(1) and (b)(2) of this section. Excess Tier 2 
capital means Tier 2 capital that has not 
been allocated in paragraph (b)(1) and (b)(2) 
of this section, subject to the restrictions in 
paragraph (b)(3) of this section. 

10 A bank’s internal model may use any 
generally accepted measurement techniques, 
such as variance-covariance models, histor-
ical simulations, or Monte Carlo simula-
tions. However, the level of sophistication 
and accuracy of a bank’s internal model 
must be commensurate with the nature and 
size of its covered positions. A bank that 
modifies its existing modeling procedures to 
comply with the requirements of this appen-
dix for risk-based capital purposes should, 
nonetheless, continue to use the internal 
model it considers most appropriate in eval-
uating risks for other purposes. 

11 Stress tests provide information about 
the impact of adverse market events on a 
bank’s covered positions. Backtests provide 
information about the accuracy of an inter-
nal model by comparing a bank’s daily VAR 
measures to its corresponding daily trading 
profits and losses. 

12 For material exposures in the major cur-
rencies and markets, modeling techniques 
must capture spread risk and must incor-
porate enough segments of the yield curve— 
at least six—to capture differences in vola-
tility and less than perfect correlation of 
rates along the yield curve. 

(ii) Specific risk add-on. The specific risk 
add-on is calculated in accordance with sec-
tion 5 of this appendix; and 

(iii) Capital charge for de minimis exposure. 
The capital charge for de minimis exposure 
is calculated in accordance with section 4(a) 
of this appendix. 

(3) Market risk equivalent assets. Calculate 
market risk equivalent assets by multi-
plying the measure for market risk (as cal-
culated in paragraph (a)(2) of this section) by 
12.5. 

(4) Denominator calculation. Add market 
risk equivalent assets (as calculated in para-
graph (a)(3) of this section) to adjusted risk- 
weighted assets (as calculated in paragraph 
(a)(1) of this section). The resulting sum is 
the bank’s risk-based capital ratio denomi-
nator. 

(b) Risk-based capital ratio numerator. A 
bank subject to this appendix shall calculate 
its risk-based capital ratio numerator by al-
locating capital as follows: 

(1) Credit risk allocation. Allocate Tier 1 and 
Tier 2 capital equal to 8.0 percent of adjusted 
risk-weighted assets (as calculated in para-
graph (a)(1) of this section). 8 

(2) Market risk allocation. Allocate Tier 1, 
Tier 2, and Tier 3 capital equal to the meas-
ure for market risk as calculated in para-
graph (a)(2) of this section. The sum of Tier 
2 and Tier 3 capital allocated for market risk 
must not exceed 250 percent of Tier 1 capital 
allocated for market risk. (This requirement 
means that Tier 1 capital allocated in this 
paragraph (b)(2) must equal at least 28.6 per-
cent of the measure for market risk.) 

(3) Restrictions. (i) The sum of Tier 2 capital 
(both allocated and excess) and Tier 3 capital 
(allocated in paragraph (b)(2) of this section) 
may not exceed 100 percent of Tier 1 capital 
(both allocated and excess). 9 

(ii) Term subordinated debt (and inter-
mediate-term preferred stock and related 
surplus) included in Tier 2 capital (both allo-
cated and excess) may not exceed 50 percent 
of Tier 1 capital (both allocated and excess). 

(4) Numerator calculation. Add Tier 1 capital 
(both allocated and excess), Tier 2 capital 
(both allocated and excess), and Tier 3 cap-
ital (allocated under paragraph (b)(2) of this 
section). The resulting sum is the bank’s 
risk-based capital ratio numerator. 

Section 4. Internal Models 

(a) General. For risk-based capital pur-
poses, a bank subject to this appendix must 
use its internal model to measure its daily 
VAR, in accordance with the requirements of 
this section. 10 The FDIC may permit a bank 
to use alternative techniques to measure the 
market risk of de minimis exposures so long 
as the techniques adequately measure associ-
ated market risk. 

(b) Qualitative requirements. A bank subject 
to this appendix must have a risk manage-
ment system that meets the following min-
imum qualitative requirements: 

(1) The bank must have a risk control unit 
that reports directly to senior management 
and is independent from business trading 
units. 

(2) The bank’s internal risk measurement 
model must be integrated into the daily 
management process. 

(3) The bank’s policies and procedures 
must identify, and the bank must conduct, 
appropriate stress tests and backtests. 11 The 
bank’s policies and procedures must identify 
the procedures to follow in response to the 
results of such tests. 

(4) The bank must conduct independent re-
views of its risk measurement and risk man-
agement systems at least annually. 

(c) Market risk factors. The bank’s internal 
model must use risk factors sufficient to 
measure the market risk inherent in all cov-
ered positions. The risk factors must address 
interest rate risk, 12 equity price risk, foreign 
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13 Actual net trading profits and losses 
typically include such things as realized and 
unrealized gains and losses on portfolio posi-
tions as well as fee income and commissions 
associated with trading activities. 

exchange rate risk, and commodity price 
risk. 

(d) Quantitative requirements. For regu-
latory capital purposes, VAR measures must 
meet the following quantitative require-
ments: 

(1) The VAR measures must be calculated 
on a daily basis using a 99 percent, one-tailed 
confidence level with a price shock equiva-
lent to a ten-business day movement in rates 
and prices. In order to calculate VAR meas-
ures based on a ten-day price shock, the 
bank may either calculate ten-day figures 
directly or convert VAR figures based on 
holding periods other than ten days to the 
equivalent of a ten-day holding period (for 
instance, by multiplying a one-day VAR 
measure by the square root of ten). 

(2) The VAR measures must be based on an 
historical observation period (or effective ob-
servation period for a bank using a 
weighting scheme or other similar method) 
of at least one year. The bank must update 
data sets at least once every three months or 
more frequently as market conditions war-
rant. 

(3) The VAR measures must include the 
risks arising from the non-linear price char-
acteristics of options positions and the sensi-
tivity of the market value of the positions to 
changes in the volatility of the underlying 
rates or prices. A bank with a large or com-
plex options portfolio must measure the vol-
atility of options positions by different ma-
turities. 

(4) The VAR measures may incorporate 
empirical correlations within and across risk 
categories, provided that the bank’s process 
for measuring correlations is sound. In the 
event that the VAR measures do not incor-
porate empirical correlations across risk 
categories, then the bank must add the sepa-
rate VAR measures for the four major risk 
categories to determine its aggregate VAR 
measure. 

(e) Backtesting. (1) Beginning one year after 
a bank starts to comply with this appendix, 
a bank must conduct backtesting by com-
paring each of its most recent 250 business 
days’ actual net trading profit or loss 13 with 
the corresponding daily VAR measures gen-
erated for internal risk measurement pur-
poses and calibrated to a one-day holding pe-
riod and a 99 percent, one-tailed confidence 
level. 

(2) Once each quarter, the bank must iden-
tify the number of exceptions, that is, the 
number of business days for which the mag-
nitude of the actual daily net trading loss, if 

any, exceeds the corresponding daily VAR 
measure. 

(3) A bank must use the multiplication fac-
tor indicated in Table 1 of this appendix in 
determining its capital charge for market 
risk under section 3(a)(2)(i)(B) of this appen-
dix until it obtains the next quarter’s 
backtesting results, unless the FDIC deter-
mines that a different adjustment or other 
action is appropriate. 

TABLE 1—MULTIPLICATION FACTOR BASED ON 
RESULTS OF BACKTESTING 

Number of exceptions Multiplica-
tion factor 

4 or fewer ............................................................ 3.00 
5 ........................................................................... 3.40 
6 ........................................................................... 3.50 
7 ........................................................................... 3.65 
8 ........................................................................... 3.75 
9 ........................................................................... 3.85 
10 or more ........................................................... 4.00 

Section 5. Specific Risk 

(a) Modeled specific risk. A bank may use its 
internal model to measure specific risk. If 
the bank has demonstrated to the FDIC that 
its internal model measures the specific risk, 
including event and default risk as well as 
idiosyncratic variation, of covered debt and 
equity positions and includes the specific 
risk measure in the VAR-based capital 
charge in section 3(a)(2)(i) of this appendix, 
then the bank has no specific risk add-on for 
purposes of section 3(a)(2)(ii) of this appen-
dix. The model should explain the historical 
price variation in the trading portfolio and 
capture concentration, both magnitude and 
changes in composition. The model should 
also be robust to an adverse environment 
and have been validated through backtesting 
which assesses whether specific risk is being 
accurately captured. 

(b) Add-on charge for modeled specific risk. A 
bank that incorporates specific risk in its in-
ternal model but fails to demonstrate to the 
FDIC that its internal model adequately 
measures all aspects of specific risk for cov-
ered debt and equity positions, including 
event and default risk, as provided by sec-
tion 5(a) of this appendix, must calculate the 
bank’s specific risk add-on for purposes of 
section 3(a)(2)(ii) of this appendix as follows: 

(1) If the model is capable of valid separa-
tion of the VAR measure into a specific risk 
portion and a general market risk portion, 
then the specific risk add-on is equal to the 
previous day’s specific risk portion. 

(2) If the model does not separate the VAR 
measure into a specific risk portion and a 
general market risk portion, then the spe-
cific risk add-on is the sum of the previous 
day’s VAR measures for subportfolios of cov-
ered debt and equity positions. 
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14 Organization for Economic Cooperation 
and Development (OECD)-based countries is 
defined in appendix A of this part. 

15 U.S. government-sponsored agencies, 
multilateral development banks, and OECD 
banks are defined in appendix A of this part. 

(c) Add-on charge if specific risk is not mod-
eled. If a bank does not model specific risk in 
accordance with paragraph (a) or (b) of this 
section, the bank’s specific risk add-on 
charge for purposes of section 3(a)(2)(ii) of 
this appendix equals the sum of the compo-
nents for covered debt and equity positions. 
If a bank models, in accordance with para-
graph (a) or (b) of this section, the specific 
risk of covered debt positions but not cov-
ered equity positions (or vice versa), then 
the bank’s specific risk add-on charge for the 
positions not modeled is the component for 
covered debt or equity positions as appro-
priate: 

(1) Covered debt positions. (i) For purposes of 
this section 5, covered debt positions means 
fixed-rate or floating-rate debt instruments 
located in the trading account and instru-
ments located in the trading account with 
values that react primarily to changes in in-
terest rates, including certain non-convert-
ible preferred stock, convertible bonds, and 
instruments subject to repurchase and lend-
ing agreements. Also included are deriva-
tives (including written and purchased op-
tions) for which the underlying instrument 
is a covered debt instrument that is subject 
to a non-zero specific risk capital charge. 

(A) For covered debt positions that are de-
rivatives, a bank must risk-weight (as de-
scribed in paragraph (c)(1)(iii) of this sec-
tion) the market value of the effective no-
tional amount of the underlying debt instru-
ment or index portfolio. Swaps must be in-
cluded as the notional position in the under-
lying debt instrument or index portfolio, 
with a receiving side treated as a long posi-
tion and a paying side treated as a short po-
sition; and 

(B) For covered debt positions that are op-
tions, whether long or short, a bank must 
risk-weight (as described in paragraph 
(c)(1)(iii) of this section) the market value of 
the effective notional amount of the under-
lying debt instrument or index multiplied by 
the option’s delta. 

(ii) A bank may net long and short covered 
debt positions (including derivatives) in 
identical debt issues or indices. 

(iii) A bank must multiply the absolute 
value of the current market value of each 
net long or short covered debt position by 
the appropriate specific risk weighting fac-
tor indicated in Table 2 of this appendix. The 
specific risk capital charge component for 
covered debt positions is the sum of the 
weighted values. 

TABLE 2—SPECIFIC RISK WEIGHTING FACTORS 
FOR COVERED DEBT POSITIONS 

Category Remaining matu-
rity (contractual) 

Weighting 
factor (in 
percent) 

Government ....................... N/A ....................... 0.00 
Qualifying ........................... 6 months or less .. 0.25 

TABLE 2—SPECIFIC RISK WEIGHTING FACTORS 
FOR COVERED DEBT POSITIONS—Continued 

Category Remaining matu-
rity (contractual) 

Weighting 
factor (in 
percent) 

Over 6 months to 
24 months.

1.00 

Over 24 months ... 1.60 
Other .................................. N/A ....................... 8.00 

(A) The government category includes all 
debt instruments of central governments of 
OECD-based countries 14 including bonds, 
Treasury bills, and other short-term instru-
ments, as well as local currency instruments 
of non-OECD central governments to the ex-
tent the bank has liabilities booked in that 
currency. 

(B) The qualifying category includes debt 
instruments of U.S. government-sponsored 
agencies, general obligation debt instru-
ments issued by states and other political 
subdivisions of OECD-based countries, multi-
lateral development banks, and debt instru-
ments issued by U.S. depository institutions 
or OECD-banks that do not qualify as capital 
of the issuing institution. 15 This category 
also includes other debt instruments, includ-
ing corporate debt and revenue instruments 
issued by states and other political subdivi-
sions of OECD countries, that are: 

(1) Rated investment-grade by at least two 
nationally recognized credit rating services; 

(2) Rated investment-grade by one nation-
ally recognized credit rating agency and not 
rated less than investment-grade by any 
other credit rating agency; or 

(3) Unrated, but deemed to be of com-
parable investment quality by the reporting 
bank and the issuer has instruments listed 
on a recognized stock exchange, subject to 
review by the FDIC. 

(C) The other category includes debt instru-
ments that are not included in the govern-
ment or qualifying categories. 

(2) Covered equity positions. (i) For purposes 
of this section 5, covered equity positions 
means equity instruments located in the 
trading account and instruments located in 
the trading account with values that react 
primarily to changes in equity prices, in-
cluding voting or non-voting common stock, 
certain convertible bonds, and commitments 
to buy or sell equity instruments. Also in-
cluded are derivatives (including written and 
purchased options) for which the underlying 
is a covered equity position. 
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16 A bank may also net positions in deposi-
tory receipts against an opposite position in 
the underlying equity or identical equity in 
different markets, provided that the bank in-
cludes the costs of conversion. 

17 A portfolio is liquid and well-diversified 
if: (1) it is characterized by a limited sensi-
tivity to price changes of any single equity 
issue or closely related group of equity 
issues held in the portfolio; (2) the volatility 
of the portfolio’s value is not dominated by 
the volatility of any individual equity issue 
or by equity issues from any single industry 
or economic sector; (3) it contains a large 
number of individual equity positions, with 
no single position representing a substantial 
portion of the portfolio’s total market value; 
and (4) it consists mainly of issues traded on 
organized exchanges or in well-established 
over-the-counter markets. 

(A) For covered equity positions that are 
derivatives, a bank must risk weight (as de-
scribed in paragraph (c)(2)(iii) of this sec-
tion) the market value of the effective no-
tional amount of the underlying equity in-
strument or equity portfolio. Swaps must be 
included as the notional position in the un-
derlying equity instrument or index port-
folio, with a receiving side treated as a long 
position and a paying side treated as a short 
position; and 

(B) For covered equity positions that are 
options, whether long or short, a bank must 
risk weight (as described in paragraph 
(c)(2)(iii) of this section) the market value of 
the effective notional amount of the under-
lying equity instrument or index multiplied 
by the option’s delta. 

(ii) A bank may net long and short covered 
equity positions (including derivatives) in 
identical equity issues or equity indices in 
the same market. 16 

(iii)(A) A bank must multiply the absolute 
value of the current market value of each 
net long or short covered equity position by 
a risk weighting factor of 8.0 percent, or by 
4.0 percent if the equity is held in a portfolio 
that is both liquid and well-diversified. 17 For 
covered equity positions that are index con-
tracts comprising a well-diversified portfolio 
of equity instruments, the net long or short 
position is multiplied by a risk weighting 
factor of 2.0 percent. 

(B) For covered equity positions from the 
following futures-related arbitrage strate-
gies, a bank may apply a 2.0 percent risk 
weighting factor to one side (long or short) 
of each position with the opposite side ex-
empt from charge, subject to review by the 
FDIC: 

(1) Long and short positions in exactly the 
same index at different dates or in different 
market centers; or 

(2) Long and short positions in index con-
tracts at the same date in different but simi-
lar indices. 

(C) For futures contracts on broadly-based 
indices that are matched by offsetting posi-
tions in a basket of stocks comprising the 
index, a bank may apply a 2.0 percent risk 
weighting factor to the futures and stock 
basket positions (long and short), provided 
that such trades are deliberately entered 
into and separately controlled, and that the 
basket of stocks comprises at least 90 per-
cent of the capitalization of the index. 

(iv) The specific risk capital charge compo-
nent for covered equity positions is the sum 
of the weighted values. 

[61 FR 47376, Sept. 6, 1996, as amended at 62 
FR 68068, Dec. 30, 1997; 64 FR 19038, Apr. 19, 
1999; 65 FR 75859, Dec. 5, 2000; 69 FR 44924, 
July 28, 2004; 71 FR 8937, Feb. 22, 2006] 

APPENDIX D TO PART 325—CAPITAL ADE-
QUACY GUIDELINES FOR BANKS: IN-
TERNAL-RATINGS-BASED AND AD-
VANCED MEASUREMENT APPROACHES 

Part I General Provisions 
Section 1 Purpose, Applicability, Res-

ervation of Authority, and Principle of Con-
servatism 

Section 2 Definitions 
Section 3 Minimum Risk-Based Capital 

Requirements 
Part II Qualifying Capital 

Section 11 Additional Deductions 
Section 12 Deductions and Limitations 

Not Required 
Section 13 Eligible Credit Reserves 

Part III Qualification 
Section 21 Qualification Process 
Section 22 Qualification Requirements 
Section 23 Ongoing Qualification 
Section 24 Merger and Acquisition Transi-

tional Arrangements 
Part IV Risk-Weighted Assets for General 
Credit Risk 

Section 31 Mechanics for Calculating 
Total Wholesale and Retail Risk-Weighted 
Assets 

Section 32 Counterparty Credit Risk of 
Repo-Style Transactions, Eligible Margin 
Loans, and OTC Derivative Contracts 

Section 33 Guarantees and Credit Deriva-
tives: PD Substitution and LGD Adjustment 
Approaches 

Section 34 Guarantees and Credit Deriva-
tives: Double Default Treatment 

Section 35 Risk-Based Capital Require-
ment for Unsettled Transactions 
Part V Risk-Weighted Assets for 
Securitization Exposures 

Section 41 Operational Criteria for Recog-
nizing the Transfer of Risk 

Section 42 Risk-Based Capital Require-
ment for Securitization Exposures 

Section 43 Ratings-Based Approach (RBA) 
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Section 44 Internal Assessment Approach 
(IAA) 

Section 45 Supervisory Formula Approach 
(SFA) 

Section 46 Recognition of Credit Risk 
Mitigants for Securitization Exposures 

Section 47 Risk-Based Capital Require-
ment for Early Amortization Provisions 
Part VI Risk-Weighted Assets for Equity 
Exposures 

Section 51 Introduction and Exposure 
Measurement 

Section 52 Simple Risk Weight Approach 
(SRWA) 

Section 53 Internal Models Approach 
(IMA) 

Section 54 Equity Exposures to Invest-
ment Funds 

Section 55 Equity Derivative Contracts 
Part VII Risk-Weighted Assets for Oper-
ational Risk 

Section 61 Qualification Requirements for 
Incorporation of Operational Risk Mitigants 

Section 62 Mechanics of Risk-Weighted 
Asset Calculation 
Part VIII Disclosure 

Section 71 Disclosure Requirements 
Part IX Transition Provisions 

Section 81 Optional Transition Provisions 
Related to the Implementation of Consolida-
tion Requirements Under FAS 167 

PART I. GENERAL PROVISIONS 

Section 1. Purpose, Applicability, Reservation of 
Authority, and Principle of Conservatism 

(a) Purpose. This appendix establishes: 
(1) Minimum qualifying criteria for banks 

using bank-specific internal risk measure-
ment and management processes for calcu-
lating risk-based capital requirements; 

(2) Methodologies for such banks to cal-
culate their risk-based capital requirements; 
and 

(3) Public disclosure requirements for such 
banks. 

(b) Applicability. (1) This appendix applies 
to a bank that: 

(i) Has consolidated assets, as reported on 
the most recent year-end Consolidated Re-
port of Condition and Income (Call Report) 
equal to $250 billion or more; 

(ii) Has consolidated total on-balance sheet 
foreign exposure at the most recent year-end 
equal to $10 billion or more (where total on- 
balance sheet foreign exposure equals total 
cross-border claims less claims with head of-
fice or guarantor located in another country 
plus redistributed guaranteed amounts to 
the country of head office or guarantor plus 
local country claims on local residents plus 
revaluation gains on foreign exchange and 
derivative products, calculated in accord-
ance with the Federal Financial Institutions 
Examination Council (FFIEC) 009 Country 
Exposure Report); 

(iii) Is a subsidiary of a depository institu-
tion that uses 12 CFR part 3, appendix C, 12 
CFR part 208, appendix F, 12 CFR part 325, 
appendix D, or 12 CFR part 567, appendix C, 
to calculate its risk-based capital require-
ments; or 

(iv) Is a subsidiary of a bank holding com-
pany that uses 12 CFR part 225, appendix G, 
to calculate its risk-based capital require-
ments. 

(2) Any bank may elect to use this appen-
dix to calculate its risk-based capital re-
quirements. 

(3) A bank that is subject to this appendix 
must use this appendix unless the FDIC de-
termines in writing that application of this 
appendix is not appropriate in light of the 
bank’s asset size, level of complexity, risk 
profile, or scope of operations. In making a 
determination under this paragraph, the 
FDIC will apply notice and response proce-
dures in the same manner and to the same 
extent as the notice and response procedures 
in 12 CFR 325.6(c). 

(c) Reservation of authority—(1) Additional 
capital in the aggregate. The FDIC may re-
quire a bank to hold an amount of capital 
greater than otherwise required under this 
appendix if the FDIC determines that the 
bank’s risk-based capital requirement under 
this appendix is not commensurate with the 
bank’s credit, market, operational, or other 
risks. In making a determination under this 
paragraph, the FDIC will apply notice and 
response procedures in the same manner and 
to the same extent as the notice and re-
sponse procedures in 12 CFR 325.6(c). 

(2) Specific risk-weighted asset amounts. (i) If 
the FDIC determines that the risk-weighted 
asset amount calculated under this appendix 
by the bank for one or more exposures is not 
commensurate with the risks associated 
with those exposures, the FDIC may require 
the bank to assign a different risk-weighted 
asset amount to the exposures, to assign dif-
ferent risk parameters to the exposures (if 
the exposures are wholesale or retail expo-
sures), or to use different model assumptions 
for the exposures (if relevant), all as speci-
fied by the FDIC. 

(ii) If the FDIC determines that the risk- 
weighted asset amount for operational risk 
produced by the bank under this appendix is 
not commensurate with the operational 
risks of the bank, the FDIC may require the 
bank to assign a different risk-weighted 
asset amount for operational risk, to change 
elements of its operational risk analytical 
framework, including distributional and de-
pendence assumptions, or to make other 
changes to the bank’s operational risk man-
agement processes, data and assessment sys-
tems, or quantification systems, all as speci-
fied by the FDIC. 

(3) The FDIC may, on a case-by-case basis, 
determine that the regulatory capital treat-
ment for an exposure or other relationship to 
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an entity that is not subject to consolidation 
on the balance sheet is not commensurate 
with the risk of the exposure and the rela-
tionship of the bank to the entity. In making 
this determination, the FDIC may require 
the bank to treat the entity as if it were con-
solidated on the balance sheet of the bank 
for risk-based capital purposes and calculate 
the appropriate risk-based capital ratios ac-
cordingly. 

(4) Other supervisory authority. Nothing in 
this appendix limits the authority of the 
FDIC under any other provision of law or 
regulation to take supervisory or enforce-
ment action, including action to address un-
safe or unsound practices or conditions, defi-
cient capital levels, or violations of law. 

(d) Principle of conservatism. Notwith-
standing the requirements of this appendix, 
a bank may choose not to apply a provision 
of this appendix to one or more exposures, 
provided that: 

(1) The bank can demonstrate on an ongo-
ing basis to the satisfaction of the FDIC that 
not applying the provision would, in all cir-
cumstances, unambiguously generate a risk- 
based capital requirement for each such ex-
posure greater than that which would other-
wise be required under this appendix; 

(2) The bank appropriately manages the 
risk of each such exposure; 

(3) The bank notifies the FDIC in writing 
prior to applying this principle to each such 
exposure; and 

(4) The exposures to which the bank ap-
plies this principle are not, in the aggregate, 
material to the bank. 

Section 2. Definitions 

Advanced internal ratings-based (IRB) sys-
tems means a bank’s internal risk rating and 
segmentation system; risk parameter quan-
tification system; data management and 
maintenance system; and control, oversight, 
and validation system for credit risk of 
wholesale and retail exposures. 

Advanced systems means a bank’s advanced 
IRB systems, operational risk management 
processes, operational risk data and assess-
ment systems, operational risk quantifica-
tion systems, and, to the extent the bank 
uses the following systems, the internal 
models methodology, double default exces-
sive correlation detection process, IMA for 
equity exposures, and IAA for securitization 
exposures to ABCP programs. 

Affiliate with respect to a company means 
any company that controls, is controlled by, 
or is under common control with, the com-
pany. 

Applicable external rating means: 
(1) With respect to an exposure that has 

multiple external ratings assigned by 
NRSROs, the lowest solicited external rating 
assigned to the exposure by any NRSRO; and 

(2) With respect to an exposure that has a 
single external rating assigned by an 

NRSRO, the external rating assigned to the 
exposure by the NRSRO. 

Applicable inferred rating means: 
(1) With respect to an exposure that has 

multiple inferred ratings, the lowest inferred 
rating based on a solicited external rating; 
and 

(2) With respect to an exposure that has a 
single inferred rating, the inferred rating. 

Asset-backed commercial paper (ABCP) pro-
gram means a program that primarily issues 
commercial paper that: 

(1) Has an external rating; and 
(2) Is backed by underlying exposures held 

in a bankruptcy-remote SPE. 
Asset-backed commercial paper (ABCP) pro-

gram sponsor means a bank that: 
(1) Establishes an ABCP program; 
(2) Approves the sellers permitted to par-

ticipate in an ABCP program; 
(3) Approves the exposures to be purchased 

by an ABCP program; or 
(4) Administers the ABCP program by 

monitoring the underlying exposures, under-
writing or otherwise arranging for the place-
ment of debt or other obligations issued by 
the program, compiling monthly reports, or 
ensuring compliance with the program docu-
ments and with the program’s credit and in-
vestment policy. 

Backtesting means the comparison of a 
bank’s internal estimates with actual out-
comes during a sample period not used in 
model development. In this context, 
backtesting is one form of out-of-sample 
testing. 

Bank holding company is defined in section 
2 of the Bank Holding Company Act (12 
U.S.C. 1841). 

Benchmarking means the comparison of a 
bank’s internal estimates with relevant in-
ternal and external data or with estimates 
based on other estimation techniques. 

Business environment and internal control 
factors means the indicators of a bank’s oper-
ational risk profile that reflect a current and 
forward-looking assessment of the bank’s un-
derlying business risk factors and internal 
control environment. 

Carrying value means, with respect to an 
asset, the value of the asset on the balance 
sheet of the bank, determined in accordance 
with GAAP. 

Clean-up call means a contractual provi-
sion that permits an originating bank or 
servicer to call securitization exposures be-
fore their stated maturity or call date. See 
also eligible clean-up call. 

Commodity derivative contract means a com-
modity-linked swap, purchased commodity- 
linked option, forward commodity-linked 
contract, or any other instrument linked to 
commodities that gives rise to similar 
counterparty credit risks. 
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Company means a corporation, partnership, 
limited liability company, depository insti-
tution, business trust, special purpose enti-
ty, association, or similar organization. 

Control. A person or company controls a 
company if it: 

(1) Owns, controls, or holds with power to 
vote 25 percent or more of a class of voting 
securities of the company; or 

(2) Consolidates the company for financial 
reporting purposes. 

Controlled early amortization provision 
means an early amortization provision that 
meets all the following conditions: 

(1) The originating bank has appropriate 
policies and procedures to ensure that it has 
sufficient capital and liquidity available in 
the event of an early amortization; 

(2) Throughout the duration of the 
securitization (including the early amortiza-
tion period), there is the same pro rata shar-
ing of interest, principal, expenses, losses, 
fees, recoveries, and other cash flows from 
the underlying exposures based on the origi-
nating bank’s and the investors’ relative 
shares of the underlying exposures out-
standing measured on a consistent monthly 
basis; 

(3) The amortization period is sufficient for 
at least 90 percent of the total underlying ex-
posures outstanding at the beginning of the 
early amortization period to be repaid or rec-
ognized as in default; and 

(4) The schedule for repayment of investor 
principal is not more rapid than would be al-
lowed by straight-line amortization over an 
18-month period. 

Credit derivative means a financial contract 
executed under standard industry credit de-
rivative documentation that allows one 
party (the protection purchaser) to transfer 
the credit risk of one or more exposures (ref-
erence exposure) to another party (the pro-
tection provider). See also eligible credit de-
rivative. 

Credit-enhancing interest-only strip (CEIO) 
means an on-balance sheet asset that, in 
form or in substance: 

(1) Represents a contractual right to re-
ceive some or all of the interest and no more 
than a minimal amount of principal due on 
the underlying exposures of a securitization; 
and 

(2) Exposes the holder to credit risk di-
rectly or indirectly associated with the un-
derlying exposures that exceeds a pro rata 
share of the holder’s claim on the underlying 
exposures, whether through subordination 
provisions or other credit-enhancement tech-
niques. 

Credit-enhancing representations and war-
ranties means representations and warranties 
that are made or assumed in connection with 
a transfer of underlying exposures (including 
loan servicing assets) and that obligate a 
bank to protect another party from losses 
arising from the credit risk of the underlying 

exposures. Credit-enhancing representations 
and warranties include provisions to protect 
a party from losses resulting from the de-
fault or nonperformance of the obligors of 
the underlying exposures or from an insuffi-
ciency in the value of the collateral backing 
the underlying exposures. Credit-enhancing 
representations and warranties do not in-
clude: 

(1) Early default clauses and similar war-
ranties that permit the return of, or pre-
mium refund clauses that cover, first-lien 
residential mortgage exposures for a period 
not to exceed 120 days from the date of trans-
fer, provided that the date of transfer is 
within one year of origination of the residen-
tial mortgage exposure; 

(2) Premium refund clauses that cover un-
derlying exposures guaranteed, in whole or 
in part, by the U.S. government, a U.S. gov-
ernment agency, or a U.S. government spon-
sored enterprise, provided that the clauses 
are for a period not to exceed 120 days from 
the date of transfer; or 

(3) Warranties that permit the return of 
underlying exposures in instances of mis-
representation, fraud, or incomplete docu-
mentation. 

Credit risk mitigant means collateral, a 
credit derivative, or a guarantee. 

Credit-risk-weighted assets means 1.06 multi-
plied by the sum of: 

(1) Total wholesale and retail risk-weight-
ed assets; 

(2) Risk-weighted assets for securitization 
exposures; and 

(3) Risk-weighted assets for equity expo-
sures. 

Current exposure means, with respect to a 
netting set, the larger of zero or the market 
value of a transaction or portfolio of trans-
actions within the netting set that would be 
lost upon default of the counterparty, as-
suming no recovery on the value of the 
transactions. Current exposure is also called 
replacement cost. 

Default—(1) Retail. (i) A retail exposure of a 
bank is in default if: 

(A) The exposure is 180 days past due, in 
the case of a residential mortgage exposure 
or revolving exposure; 

(B) The exposure is 120 days past due, in 
the case of all other retail exposures; or 

(C) The bank has taken a full or partial 
charge-off, write-down of principal, or mate-
rial negative fair value adjustment of prin-
cipal on the exposure for credit-related rea-
sons. 

(ii) Notwithstanding paragraph (1)(i) of 
this definition, for a retail exposure held by 
a non-U.S. subsidiary of the bank that is sub-
ject to an internal ratings-based approach to 
capital adequacy consistent with the Basel 
Committee on Banking Supervision’s ‘‘Inter-
national Convergence of Capital Measure-
ment and Capital Standards: A Revised 
Framework’’ in a non-U.S. jurisdiction, the 
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1 Overdrafts are past due once the obligor 
has breached an advised limit or been ad-
vised of a limit smaller than the current out-
standing balance. 

bank may elect to use the definition of de-
fault that is used in that jurisdiction, pro-
vided that the bank has obtained prior ap-
proval from the FDIC to use the definition of 
default in that jurisdiction. 

(iii) A retail exposure in default remains in 
default until the bank has reasonable assur-
ance of repayment and performance for all 
contractual principal and interest payments 
on the exposure. 

(2) Wholesale. (i) A bank’s wholesale obligor 
is in default if: 

(A) The bank determines that the obligor 
is unlikely to pay its credit obligations to 
the bank in full, without recourse by the 
bank to actions such as realizing collateral 
(if held); or 

(B) The obligor is past due more than 90 
days on any material credit obligation(s) to 
the bank. 1 

(ii) An obligor in default remains in de-
fault until the bank has reasonable assur-
ance of repayment and performance for all 
contractual principal and interest payments 
on all exposures of the bank to the obligor 
(other than exposures that have been fully 
written-down or charged-off). 

Dependence means a measure of the asso-
ciation among operational losses across and 
within units of measure. 

Depository institution is defined in section 3 
of the Federal Deposit Insurance Act (12 
U.S.C. 1813). 

Derivative contract means a financial con-
tract whose value is derived from the values 
of one or more underlying assets, reference 
rates, or indices of asset values or reference 
rates. Derivative contracts include interest 
rate derivative contracts, exchange rate de-
rivative contracts, equity derivative con-
tracts, commodity derivative contracts, 
credit derivatives, and any other instrument 
that poses similar counterparty credit risks. 
Derivative contracts also include unsettled 
securities, commodities, and foreign ex-
change transactions with a contractual set-
tlement or delivery lag that is longer than 
the lesser of the market standard for the 
particular instrument or five business days. 

Early amortization provision means a provi-
sion in the documentation governing a 
securitization that, when triggered, causes 
investors in the securitization exposures to 
be repaid before the original stated maturity 
of the securitization exposures, unless the 
provision: 

(1) Is triggered solely by events not di-
rectly related to the performance of the un-
derlying exposures or the originating bank 
(such as material changes in tax laws or reg-
ulations); or 

(2) Leaves investors fully exposed to future 
draws by obligors on the underlying expo-
sures even after the provision is triggered. 

Economic downturn conditions means, with 
respect to an exposure held by the bank, 
those conditions in which the aggregate de-
fault rates for that exposure’s wholesale or 
retail exposure subcategory (or subdivision 
of such subcategory selected by the bank) in 
the exposure’s national jurisdiction (or sub-
division of such jurisdiction selected by the 
bank) are significantly higher than average. 

Effective maturity (M) of a wholesale expo-
sure means: 

(1) For wholesale exposures other than 
repo-style transactions, eligible margin 
loans, and OTC derivative contracts de-
scribed in paragraph (2) or (3) of this defini-
tion: 

(i) The weighted-average remaining matu-
rity (measured in years, whole or fractional) 
of the expected contractual cash flows from 
the exposure, using the undiscounted 
amounts of the cash flows as weights; or 

(ii) The nominal remaining maturity 
(measured in years, whole or fractional) of 
the exposure. 

(2) For repo-style transactions, eligible 
margin loans, and OTC derivative contracts 
subject to a qualifying master netting agree-
ment for which the bank does not apply the 
internal models approach in paragraph (d) of 
section 32 of this appendix, the weighted-av-
erage remaining maturity (measured in 
years, whole or fractional) of the individual 
transactions subject to the qualifying mas-
ter netting agreement, with the weight of 
each individual transaction set equal to the 
notional amount of the transaction. 

(3) For repo-style transactions, eligible 
margin loans, and OTC derivative contracts 
for which the bank applies the internal mod-
els approach in paragraph (d) of section 32 of 
this appendix, the value determined in para-
graph (d)(4) of section 32 of this appendix. 

Effective notional amount means, for an eli-
gible guarantee or eligible credit derivative, 
the lesser of the contractual notional 
amount of the credit risk mitigant and the 
EAD of the hedged exposure, multiplied by 
the percentage coverage of the credit risk 
mitigant. For example, the effective no-
tional amount of an eligible guarantee that 
covers, on a pro rata basis, 40 percent of any 
losses on a $100 bond would be $40. 

Eligible clean-up call means a clean-up call 
that: 

(1) Is exercisable solely at the discretion of 
the originating bank or servicer; 

(2) Is not structured to avoid allocating 
losses to securitization exposures held by in-
vestors or otherwise structured to provide 
credit enhancement to the securitization; 
and 

(3)(i) For a traditional securitization, is 
only exercisable when 10 percent or less of 
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the principal amount of the underlying expo-
sures or securitization exposures (deter-
mined as of the inception of the 
securitization) is outstanding; or 

(ii) For a synthetic securitization, is only 
exercisable when 10 percent or less of the 
principal amount of the reference portfolio 
of underlying exposures (determined as of 
the inception of the securitization) is out-
standing. 

Eligible credit derivative means a credit de-
rivative in the form of a credit default swap, 
nth-to-default swap, total return swap, or 
any other form of credit derivative approved 
by the FDIC, provided that: 

(1) The contract meets the requirements of 
an eligible guarantee and has been confirmed 
by the protection purchaser and the protec-
tion provider; 

(2) Any assignment of the contract has 
been confirmed by all relevant parties; 

(3) If the credit derivative is a credit de-
fault swap or nth-to-default swap, the con-
tract includes the following credit events: 

(i) Failure to pay any amount due under 
the terms of the reference exposure, subject 
to any applicable minimal payment thresh-
old that is consistent with standard market 
practice and with a grace period that is 
closely in line with the grace period of the 
reference exposure; and 

(ii) Bankruptcy, insolvency, or inability of 
the obligor on the reference exposure to pay 
its debts, or its failure or admission in writ-
ing of its inability generally to pay its debts 
as they become due, and similar events; 

(4) The terms and conditions dictating the 
manner in which the contract is to be settled 
are incorporated into the contract; 

(5) If the contract allows for cash settle-
ment, the contract incorporates a robust 
valuation process to estimate loss reliably 
and specifies a reasonable period for obtain-
ing post-credit event valuations of the ref-
erence exposure; 

(6) If the contract requires the protection 
purchaser to transfer an exposure to the pro-
tection provider at settlement, the terms of 
at least one of the exposures that is per-
mitted to be transferred under the contract 
provides that any required consent to trans-
fer may not be unreasonably withheld; 

(7) If the credit derivative is a credit de-
fault swap or nth-to-default swap, the con-
tract clearly identifies the parties respon-
sible for determining whether a credit event 
has occurred, specifies that this determina-
tion is not the sole responsibility of the pro-
tection provider, and gives the protection 
purchaser the right to notify the protection 
provider of the occurrence of a credit event; 
and 

(8) If the credit derivative is a total return 
swap and the bank records net payments re-
ceived on the swap as net income, the bank 
records offsetting deterioration in the value 
of the hedged exposure (either through re-

ductions in fair value or by an addition to re-
serves). 

Eligible credit reserves means all general al-
lowances that have been established through 
a charge against earnings to absorb credit 
losses associated with on- or off-balance 
sheet wholesale and retail exposures, includ-
ing the allowance for loan and lease losses 
(ALLL) associated with such exposures but 
excluding allocated transfer risk reserves es-
tablished pursuant to 12 U.S.C. 3904 and 
other specific reserves created against recog-
nized losses. 

Eligible double default guarantor, with re-
spect to a guarantee or credit derivative ob-
tained by a bank, means: 

(1) U.S.-based entities. A depository institu-
tion, a bank holding company, a savings and 
loan holding company (as defined in 12 U.S.C. 
1467a) provided all or substantially all of the 
holding company’s activities are permissible 
for a financial holding company under 12 
U.S.C. 1843(k), a securities broker or dealer 
registered with the SEC under the Securities 
Exchange Act of 1934 (15 U.S.C. 78o et seq.), or 
an insurance company in the business of pro-
viding credit protection (such as a monoline 
bond insurer or re-insurer) that is subject to 
supervision by a State insurance regulator, 
if: 

(i) At the time the guarantor issued the 
guarantee or credit derivative or at any time 
thereafter, the bank assigned a PD to the 
guarantor’s rating grade that was equal to or 
lower than the PD associated with a long- 
term external rating in the third-highest in-
vestment-grade rating category; and 

(ii) The bank currently assigns a PD to the 
guarantor’s rating grade that is equal to or 
lower than the PD associated with a long- 
term external rating in the lowest invest-
ment-grade rating category; or 

(2) Non-U.S.-based entities. A foreign bank 
(as defined in § 211.2 of the Federal Reserve 
Board’s Regulation K (12 CFR 211.2)), a non- 
U.S.-based securities firm, or a non-U.S.- 
based insurance company in the business of 
providing credit protection, if: 

(i) The bank demonstrates that the guar-
antor is subject to consolidated supervision 
and regulation comparable to that imposed 
on U.S. depository institutions, securities 
broker-dealers, or insurance companies (as 
the case may be), or has issued and out-
standing an unsecured long-term debt secu-
rity without credit enhancement that has a 
long-term applicable external rating of at 
least investment grade; 

(ii) At the time the guarantor issued the 
guarantee or credit derivative or at any time 
thereafter, the bank assigned a PD to the 
guarantor’s rating grade that was equal to or 
lower than the PD associated with a long- 
term external rating in the third-highest in-
vestment-grade rating category; and 

(iii) The bank currently assigns a PD to 
the guarantor’s rating grade that is equal to 
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2 This requirement is met where all trans-
actions under the agreement are (i) executed 
under U.S. law and (ii) constitute ‘‘securities 
contracts’’ under section 555 of the Bank-

ruptcy Code (11 U.S.C. 555), qualified finan-
cial contracts under section 11(e)(8) of the 
Federal Deposit Insurance Act (12 U.S.C. 
1821(e)(8)), or netting contracts between or 
among financial institutions under sections 
401–407 of the Federal Deposit Insurance Cor-
poration Improvement Act of 1991 (12 U.S.C. 
4401–4407) or the Federal Reserve Board’s 
Regulation EE (12 CFR part 231). 

or lower than the PD associated with a long- 
term external rating in the lowest invest-
ment-grade rating category. 

Eligible guarantee means a guarantee that: 
(1) Is written and unconditional; 
(2) Covers all or a pro rata portion of all 

contractual payments of the obligor on the 
reference exposure; 

(3) Gives the beneficiary a direct claim 
against the protection provider; 

(4) Is not unilaterally cancelable by the 
protection provider for reasons other than 
the breach of the contract by the bene-
ficiary; 

(5) Is legally enforceable against the pro-
tection provider in a jurisdiction where the 
protection provider has sufficient assets 
against which a judgment may be attached 
and enforced; 

(6) Requires the protection provider to 
make payment to the beneficiary on the oc-
currence of a default (as defined in the guar-
antee) of the obligor on the reference expo-
sure in a timely manner without the bene-
ficiary first having to take legal actions to 
pursue the obligor for payment; 

(7) Does not increase the beneficiary’s cost 
of credit protection on the guarantee in re-
sponse to deterioration in the credit quality 
of the reference exposure; and 

(8) Is not provided by an affiliate of the 
bank, unless the affiliate is an insured depos-
itory institution, bank, securities broker or 
dealer, or insurance company that: 

(i) Does not control the bank; and 
(ii) Is subject to consolidated supervision 

and regulation comparable to that imposed 
on U.S. depository institutions, securities 
broker-dealers, or insurance companies (as 
the case may be). 

Eligible margin loan means an extension of 
credit where: 

(1) The extension of credit is collateralized 
exclusively by liquid and readily marketable 
debt or equity securities, gold, or conforming 
residential mortgages; 

(2) The collateral is marked to market 
daily, and the transaction is subject to daily 
margin maintenance requirements; 

(3) The extension of credit is conducted 
under an agreement that provides the bank 
the right to accelerate and terminate the ex-
tension of credit and to liquidate or set off 
collateral promptly upon an event of default 
(including upon an event of bankruptcy, in-
solvency, or similar proceeding) of the 
counterparty, provided that, in any such 
case, any exercise of rights under the agree-
ment will not be stayed or avoided under ap-
plicable law in the relevant jurisdictions; 2 
and 

(4) The bank has conducted sufficient legal 
review to conclude with a well-founded basis 
(and maintains sufficient written docu-
mentation of that legal review) that the 
agreement meets the requirements of para-
graph (3) of this definition and is legal, valid, 
binding, and enforceable under applicable 
law in the relevant jurisdictions. 

Eligible operational risk offsets means 
amounts, not to exceed expected operational 
loss, that: 

(1) Are generated by internal business 
practices to absorb highly predictable and 
reasonably stable operational losses, includ-
ing reserves calculated consistent with 
GAAP; and 

(2) Are available to cover expected oper-
ational losses with a high degree of certainty 
over a one-year horizon. 

Eligible purchased wholesale exposure means 
a purchased wholesale exposure that: 

(1) The bank or securitization SPE pur-
chased from an unaffiliated seller and did 
not directly or indirectly originate; 

(2) Was generated on an arm’s-length basis 
between the seller and the obligor (intercom-
pany accounts receivable and receivables 
subject to contra-accounts between firms 
that buy and sell to each other do not satisfy 
this criterion); 

(3) Provides the bank or securitization SPE 
with a claim on all proceeds from the expo-
sure or a pro rata interest in the proceeds 
from the exposure; 

(4) Has an M of less than one year; and 
(5) When consolidated by obligor, does not 

represent a concentrated exposure relative 
to the portfolio of purchased wholesale expo-
sures. 

Eligible securitization guarantor means: 
(1) A sovereign entity, the Bank for Inter-

national Settlements, the International 
Monetary Fund, the European Central Bank, 
the European Commission, a Federal Home 
Loan Bank, Federal Agricultural Mortgage 
Corporation (Farmer Mac), a multilateral 
development bank, a depository institution, 
a bank holding company, a savings and loan 
holding company (as defined in 12 U.S.C. 
1467a) provided all or substantially all of the 
holding company’s activities are permissible 
for a financial holding company under 12 
U.S.C. 1843(k), a foreign bank (as defined in 
§ 211.2 of the Federal Reserve Board’s Regula-
tion K (12 CFR 211.2)), or a securities firm; 
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(2) Any other entity (other than a 
securitization SPE) that has issued and out-
standing an unsecured long-term debt secu-
rity without credit enhancement that has a 
long-term applicable external rating in one 
of the three highest investment-grade rating 
categories; or 

(3) Any other entity (other than a 
securitization SPE) that has a PD assigned 
by the bank that is lower than or equal to 
the PD associated with a long-term external 
rating in the third highest investment-grade 
rating category. 

Eligible servicer cash advance facility means 
a servicer cash advance facility in which: 

(1) The servicer is entitled to full reim-
bursement of advances, except that a 
servicer may be obligated to make non-reim-
bursable advances for a particular under-
lying exposure if any such advance is con-
tractually limited to an insignificant 
amount of the outstanding principal balance 
of that exposure; 

(2) The servicer’s right to reimbursement 
is senior in right of payment to all other 
claims on the cash flows from the underlying 
exposures of the securitization; and 

(3) The servicer has no legal obligation to, 
and does not, make advances to the 
securitization if the servicer concludes the 
advances are unlikely to be repaid. 

Equity derivative contract means an equity- 
linked swap, purchased equity-linked option, 
forward equity-linked contract, or any other 
instrument linked to equities that gives rise 
to similar counterparty credit risks. 

Equity exposure means: 
(1) A security or instrument (whether vot-

ing or non-voting) that represents a direct or 
indirect ownership interest in, and is a resid-
ual claim on, the assets and income of a 
company, unless: 

(i) The issuing company is consolidated 
with the bank under GAAP; 

(ii) The bank is required to deduct the 
ownership interest from tier 1 or tier 2 cap-
ital under this appendix; 

(iii) The ownership interest incorporates a 
payment or other similar obligation on the 
part of the issuing company (such as an obli-
gation to make periodic payments); or 

(iv) The ownership interest is a 
securitization exposure; 

(2) A security or instrument that is 
mandatorily convertible into a security or 
instrument described in paragraph (1) of this 
definition; 

(3) An option or warrant that is exercisable 
for a security or instrument described in 
paragraph (1) of this definition; or 

(4) Any other security or instrument (other 
than a securitization exposure) to the extent 
the return on the security or instrument is 
based on the performance of a security or in-
strument described in paragraph (1) of this 
definition. 

Excess spread for a period means: 

(1) Gross finance charge collections and 
other income received by a securitization 
SPE (including market interchange fees) 
over a period minus interest paid to the 
holders of the securitization exposures, serv-
icing fees, charge-offs, and other senior trust 
or similar expenses of the SPE over the pe-
riod; divided by 

(2) The principal balance of the underlying 
exposures at the end of the period. 

Exchange rate derivative contract means a 
cross-currency interest rate swap, forward 
foreign-exchange contract, currency option 
purchased, or any other instrument linked to 
exchange rates that gives rise to similar 
counterparty credit risks. 

Excluded mortgage exposure means any one- 
to four-family residential pre-sold construc-
tion loan for a residence for which the pur-
chase contract is cancelled that would re-
ceive a 100 percent risk weight under section 
618(a)(2) of the Resolution Trust Corporation 
Refinancing, Restructuring, and Improve-
ment Act and under 12 CFR part 325, appen-
dix A, section II.C. 

Expected credit loss (ECL) means: 
(1) For a wholesale exposure to a non-de-

faulted obligor or segment of non-defaulted 
retail exposures that is carried at fair value 
with gains and losses flowing through earn-
ings or that is classified as held-for-sale and 
is carried at the lower of cost or fair value 
with losses flowing through earnings, zero. 

(2) For all other wholesale exposures to 
non-defaulted obligors or segments of non- 
defaulted retail exposures, the product of PD 
times LGD times EAD for the exposure or 
segment. 

(3) For a wholesale exposure to a defaulted 
obligor or segment of defaulted retail expo-
sures, the bank’s impairment estimate for 
allowance purposes for the exposure or seg-
ment. 

(4) Total ECL is the sum of expected credit 
losses for all wholesale and retail exposures 
other than exposures for which the bank has 
applied the double default treatment in sec-
tion 34 of this appendix. 

Expected exposure (EE) means the expected 
value of the probability distribution of non- 
negative credit risk exposures to a 
counterparty at any specified future date be-
fore the maturity date of the longest term 
transaction in the netting set. Any negative 
market values in the probability distribution 
of market values to a counterparty at a spec-
ified future date are set to zero to convert 
the probability distribution of market values 
to the probability distribution of credit risk 
exposures. 

Expected operational loss (EOL) means the 
expected value of the distribution of poten-
tial aggregate operational losses, as gen-
erated by the bank’s operational risk quan-
tification system using a one-year horizon. 

Expected positive exposure (EPE) means the 
weighted average over time of expected (non- 
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negative) exposures to a counterparty where 
the weights are the proportion of the time 
interval that an individual expected expo-
sure represents. When calculating risk-based 
capital requirements, the average is taken 
over a one-year horizon. 

Exposure at default (EAD). (1) For the on- 
balance sheet component of a wholesale ex-
posure or segment of retail exposures (other 
than an OTC derivative contract, or a repo- 
style transaction or eligible margin loan for 
which the bank determines EAD under sec-
tion 32 of this appendix), EAD means: 

(i) If the exposure or segment is a security 
classified as available-for-sale, the bank’s 
carrying value (including net accrued but 
unpaid interest and fees) for the exposure or 
segment less any allocated transfer risk re-
serve for the exposure or segment, less any 
unrealized gains on the exposure or segment, 
and plus any unrealized losses on the expo-
sure or segment; or 

(ii) If the exposure or segment is not a se-
curity classified as available-for-sale, the 
bank’s carrying value (including net accrued 
but unpaid interest and fees) for the expo-
sure or segment less any allocated transfer 
risk reserve for the exposure or segment. 

(2) For the off-balance sheet component of 
a wholesale exposure or segment of retail ex-
posures (other than an OTC derivative con-
tract, or a repo-style transaction or eligible 
margin loan for which the bank determines 
EAD under section 32 of this appendix) in the 
form of a loan commitment, line of credit, 
trade-related letter of credit, or transaction- 
related contingency, EAD means the bank’s 
best estimate of net additions to the out-
standing amount owed the bank, including 
estimated future additional draws of prin-
cipal and accrued but unpaid interest and 
fees, that are likely to occur over a one-year 
horizon assuming the wholesale exposure or 
the retail exposures in the segment were to 
go into default. This estimate of net addi-
tions must reflect what would be expected 
during economic downturn conditions. 
Trade-related letters of credit are short- 
term, self-liquidating instruments that are 
used to finance the movement of goods and 
are collateralized by the underlying goods. 
Transaction-related contingencies relate to 
a particular transaction and include, among 
other things, performance bonds and per-
formance-based letters of credit. 

(3) For the off-balance sheet component of 
a wholesale exposure or segment of retail ex-
posures (other than an OTC derivative con-
tract, or a repo-style transaction or eligible 
margin loan for which the bank determines 
EAD under section 32 of this appendix) in the 
form of anything other than a loan commit-
ment, line of credit, trade-related letter of 
credit, or transaction-related contingency, 
EAD means the notional amount of the expo-
sure or segment. 

(4) EAD for OTC derivative contracts is 
calculated as described in section 32 of this 
appendix. A bank also may determine EAD 
for repo-style transactions and eligible mar-
gin loans as described in section 32 of this 
appendix. 

(5) For wholesale or retail exposures in 
which only the drawn balance has been 
securitized, the bank must reflect its share 
of the exposures’ undrawn balances in EAD. 
Undrawn balances of revolving exposures for 
which the drawn balances have been 
securitized must be allocated between the 
seller’s and investors’ interests on a pro rata 
basis, based on the proportions of the seller’s 
and investors’ shares of the securitized 
drawn balances. 

Exposure category means any of the whole-
sale, retail, securitization, or equity expo-
sure categories. 

External operational loss event data means, 
with respect to a bank, gross operational 
loss amounts, dates, recoveries, and relevant 
causal information for operational loss 
events occurring at organizations other than 
the bank. 

External rating means a credit rating that 
is assigned by an NRSRO to an exposure, 
provided: 

(1) The credit rating fully reflects the en-
tire amount of credit risk with regard to all 
payments owed to the holder of the exposure. 
If a holder is owed principal and interest on 
an exposure, the credit rating must fully re-
flect the credit risk associated with timely 
repayment of principal and interest. If a 
holder is owed only principal on an exposure, 
the credit rating must fully reflect only the 
credit risk associated with timely repay-
ment of principal; and 

(2) The credit rating is published in an ac-
cessible form and is or will be included in the 
transition matrices made publicly available 
by the NRSRO that summarize the historical 
performance of positions rated by the 
NRSRO. 

Financial collateral means collateral: 
(1) In the form of: 
(i) Cash on deposit with the bank (includ-

ing cash held for the bank by a third-party 
custodian or trustee); 

(ii) Gold bullion; 
(iii) Long-term debt securities that have 

an applicable external rating of one category 
below investment grade or higher; 

(iv) Short-term debt instruments that have 
an applicable external rating of at least in-
vestment grade; 

(v) Equity securities that are publicly 
traded; 

(vi) Convertible bonds that are publicly 
traded; 

(vii) Money market mutual fund shares 
and other mutual fund shares if a price for 
the shares is publicly quoted daily; or 

(viii) Conforming residential mortgages; 
and 
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(2) In which the bank has a perfected, first 
priority security interest or, outside of the 
United States, the legal equivalent thereof 
(with the exception of cash on deposit and 
notwithstanding the prior security interest 
of any custodial agent). 

GAAP means generally accepted account-
ing principles as used in the United States. 

Gain-on-sale means an increase in the eq-
uity capital (as reported on Schedule RC of 
the Call Report) of a bank that results from 
a securitization (other than an increase in 
equity capital that results from the bank’s 
receipt of cash in connection with the 
securitization). 

Guarantee means a financial guarantee, let-
ter of credit, insurance, or other similar fi-
nancial instrument (other than a credit de-
rivative) that allows one party (beneficiary) 
to transfer the credit risk of one or more 
specific exposures (reference exposure) to an-
other party (protection provider). See also el-
igible guarantee. 

High volatility commercial real estate 
(HVCRE) exposure means a credit facility 
that finances or has financed the acquisition, 
development, or construction (ADC) of real 
property, unless the facility finances: 

(1) One- to four-family residential prop-
erties; or 

(2) Commercial real estate projects in 
which: 

(i) The loan-to-value ratio is less than or 
equal to the applicable maximum super-
visory loan-to-value ratio in the FDIC’s real 
estate lending standards at 12 CFR part 365, 
appendix A. 

(ii) The borrower has contributed capital 
to the project in the form of cash or 
unencumbered readily marketable assets (or 
has paid development expenses out-of-pock-
et) of at least 15 percent of the real estate’s 
appraised ‘‘as completed’’ value; and 

(iii) The borrower contributed the amount 
of capital required by paragraph (2)(ii) of 
this definition before the bank advances 
funds under the credit facility, and the cap-
ital contributed by the borrower, or inter-
nally generated by the project, is contrac-
tually required to remain in the project 
throughout the life of the project. The life of 
a project concludes only when the credit fa-
cility is converted to permanent financing or 
is sold or paid in full. Permanent financing 
may be provided by the bank that provided 
the ADC facility as long as the permanent fi-
nancing is subject to the bank’s under-
writing criteria for long-term mortgage 
loans. 

Inferred rating. A securitization exposure 
has an inferred rating equal to the external 
rating referenced in paragraph (2)(i) of this 
definition if: 

(1) The securitization exposure does not 
have an external rating; and 

(2) Another securitization exposure issued 
by the same issuer and secured by the same 
underlying exposures: 

(i) Has an external rating; 
(ii) Is subordinated in all respects to the 

unrated securitization exposure; 
(iii) Does not benefit from any credit en-

hancement that is not available to the 
unrated securitization exposure; and 

(iv) Has an effective remaining maturity 
that is equal to or longer than that of the 
unrated securitization exposure. 

Interest rate derivative contract means a sin-
gle-currency interest rate swap, basis swap, 
forward rate agreement, purchased interest 
rate option, when-issued securities, or any 
other instrument linked to interest rates 
that gives rise to similar counterparty credit 
risks. 

Internal operational loss event data means, 
with respect to a bank, gross operational 
loss amounts, dates, recoveries, and relevant 
causal information for operational loss 
events occurring at the bank. 

Investing bank means, with respect to a 
securitization, a bank that assumes the cred-
it risk of a securitization exposure (other 
than an originating bank of the 
securitization). In the typical synthetic 
securitization, the investing bank sells cred-
it protection on a pool of underlying expo-
sures to the originating bank. 

Investment fund means a company: 
(1) All or substantially all of the assets of 

which are financial assets; and 
(2) That has no material liabilities. 
Investors’ interest EAD means, with respect 

to a securitization, the EAD of the under-
lying exposures multiplied by the ratio of: 

(1) The total amount of securitization ex-
posures issued by the securitization SPE to 
investors; divided by 

(2) The outstanding principal amount of 
underlying exposures. 

Loss given default (LGD) means: 
(1) For a wholesale exposure, the greatest 

of: 
(i) Zero; 
(ii) The bank’s empirically based best esti-

mate of the long-run default-weighted aver-
age economic loss, per dollar of EAD, the 
bank would expect to incur if the obligor (or 
a typical obligor in the loss severity grade 
assigned by the bank to the exposure) were 
to default within a one-year horizon over a 
mix of economic conditions, including eco-
nomic downturn conditions; or 

(iii) The bank’s empirically based best esti-
mate of the economic loss, per dollar of EAD, 
the bank would expect to incur if the obligor 
(or a typical obligor in the loss severity 
grade assigned by the bank to the exposure) 
were to default within a one-year horizon 
during economic downturn conditions. 

(2) For a segment of retail exposures, the 
greatest of: 

(i) Zero; 
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(ii) The bank’s empirically based best esti-
mate of the long-run default-weighted aver-
age economic loss, per dollar of EAD, the 
bank would expect to incur if the exposures 
in the segment were to default within a one- 
year horizon over a mix of economic condi-
tions, including economic downturn condi-
tions; or 

(iii) The bank’s empirically based best esti-
mate of the economic loss, per dollar of EAD, 
the bank would expect to incur if the expo-
sures in the segment were to default within 
a one-year horizon during economic down-
turn conditions. 

(3) The economic loss on an exposure in the 
event of default is all material credit-related 
losses on the exposure (including accrued but 
unpaid interest or fees, losses on the sale of 
collateral, direct workout costs, and an ap-
propriate allocation of indirect workout 
costs). Where positive or negative cash flows 
on a wholesale exposure to a defaulted obli-
gor or a defaulted retail exposure (including 
proceeds from the sale of collateral, workout 
costs, additional extensions of credit to fa-
cilitate repayment of the exposure, and 
draw-downs of unused credit lines) occur 
after the date of default, the economic loss 
must reflect the net present value of cash 
flows as of the default date using a discount 
rate appropriate to the risk of the defaulted 
exposure. 

Main index means the Standard & Poor’s 
500 Index, the FTSE All-World Index, and 
any other index for which the bank can dem-
onstrate to the satisfaction of the FDIC that 
the equities represented in the index have 
comparable liquidity, depth of market, and 
size of bid-ask spreads as equities in the 
Standard & Poor’s 500 Index and FTSE All- 
World Index. 

Multilateral development bank means the 
International Bank for Reconstruction and 
Development, the International Finance Cor-
poration, the Inter-American Development 
Bank, the Asian Development Bank, the Af-
rican Development Bank, the European Bank 
for Reconstruction and Development, the 
European Investment Bank, the European 
Investment Fund, the Nordic Investment 
Bank, the Caribbean Development Bank, the 
Islamic Development Bank, the Council of 
Europe Development Bank, and any other 
multilateral lending institution or regional 
development bank in which the U.S. govern-
ment is a shareholder or contributing mem-
ber or which the FDIC determines poses com-
parable credit risk. 

Nationally recognized statistical rating orga-
nization (NRSRO) means an entity registered 
with the SEC as a nationally recognized sta-
tistical rating organization under section 
15E of the Securities Exchange Act of 1934 (15 
U.S.C. 78o–7). 

Netting set means a group of transactions 
with a single counterparty that are subject 
to a qualifying master netting agreement or 

qualifying cross-product master netting 
agreement. For purposes of the internal 
models methodology in paragraph (d) of sec-
tion 32 of this appendix, each transaction 
that is not subject to such a master netting 
agreement is its own netting set. 

Nth-to-default credit derivative means a cred-
it derivative that provides credit protection 
only for the nth-defaulting reference expo-
sure in a group of reference exposures. 

Obligor means the legal entity or natural 
person contractually obligated on a whole-
sale exposure, except that a bank may treat 
the following exposures as having separate 
obligors: 

(1) Exposures to the same legal entity or 
natural person denominated in different cur-
rencies; 

(2)(i) An income-producing real estate ex-
posure for which all or substantially all of 
the repayment of the exposure is reliant on 
the cash flows of the real estate serving as 
collateral for the exposure; the bank, in eco-
nomic substance, does not have recourse to 
the borrower beyond the real estate collat-
eral; and no cross-default or cross-accelera-
tion clauses are in place other than clauses 
obtained solely out of an abundance of cau-
tion; and 

(ii) Other credit exposures to the same 
legal entity or natural person; and 

(3)(i) A wholesale exposure authorized 
under section 364 of the U.S. Bankruptcy 
Code (11 U.S.C. 364) to a legal entity or nat-
ural person who is a debtor-in-possession for 
purposes of Chapter 11 of the Bankruptcy 
Code; and 

(ii) Other credit exposures to the same 
legal entity or natural person. 

Operational loss means a loss (excluding in-
surance or tax effects) resulting from an 
operational loss event. Operational loss in-
cludes all expenses associated with an oper-
ational loss event except for opportunity 
costs, forgone revenue, and costs related to 
risk management and control enhancements 
implemented to prevent future operational 
losses. 

Operational loss event means an event that 
results in loss and is associated with any of 
the following seven operational loss event 
type categories: 

(1) Internal fraud, which means the oper-
ational loss event type category that com-
prises operational losses resulting from an 
act involving at least one internal party of a 
type intended to defraud, misappropriate 
property, or circumvent regulations, the law, 
or company policy, excluding diversity- and 
discrimination-type events. 

(2) External fraud, which means the oper-
ational loss event type category that com-
prises operational losses resulting from an 
act by a third party of a type intended to de-
fraud, misappropriate property, or cir-
cumvent the law. Retail credit card losses 
arising from non-contractual, third-party 
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initiated fraud (for example, identity theft) 
are external fraud operational losses. All 
other third-party initiated credit losses are 
to be treated as credit risk losses. 

(3) Employment practices and workplace 
safety, which means the operational loss 
event type category that comprises oper-
ational losses resulting from an act incon-
sistent with employment, health, or safety 
laws or agreements, payment of personal in-
jury claims, or payment arising from 
diversity- and discrimination-type events. 

(4) Clients, products, and business prac-
tices, which means the operational loss 
event type category that comprises oper-
ational losses resulting from the nature or 
design of a product or from an unintentional 
or negligent failure to meet a professional 
obligation to specific clients (including fidu-
ciary and suitability requirements). 

(5) Damage to physical assets, which 
means the operational loss event type cat-
egory that comprises operational losses re-
sulting from the loss of or damage to phys-
ical assets from natural disaster or other 
events. 

(6) Business disruption and system failures, 
which means the operational loss event type 
category that comprises operational losses 
resulting from disruption of business or sys-
tem failures. 

(7) Execution, delivery, and process man-
agement, which means the operational loss 
event type category that comprises oper-
ational losses resulting from failed trans-
action processing or process management or 
losses arising from relations with trade 
counterparties and vendors. 

Operational risk means the risk of loss re-
sulting from inadequate or failed internal 
processes, people, and systems or from exter-
nal events (including legal risk but exclud-
ing strategic and reputational risk). 

Operational risk exposure means the 99.9th 
percentile of the distribution of potential ag-
gregate operational losses, as generated by 
the bank’s operational risk quantification 
system over a one-year horizon (and not in-
corporating eligible operational risk offsets 
or qualifying operational risk mitigants). 

Originating bank, with respect to a 
securitization, means a bank that: 

(1) Directly or indirectly originated or 
securitized the underlying exposures in-
cluded in the securitization; or 

(2) Serves as an ABCP program sponsor to 
the securitization. 

Other retail exposure means an exposure 
(other than a securitization exposure, an eq-
uity exposure, a residential mortgage expo-
sure, an excluded mortgage exposure, a 
qualifying revolving exposure, or the resid-
ual value portion of a lease exposure) that is 
managed as part of a segment of exposures 
with homogeneous risk characteristics, not 
on an individual-exposure basis, and is ei-
ther: 

(1) An exposure to an individual for non- 
business purposes; or 

(2) An exposure to an individual or com-
pany for business purposes if the bank’s con-
solidated business credit exposure to the in-
dividual or company is $1 million or less. 

Over-the-counter (OTC) derivative contract 
means a derivative contract that is not trad-
ed on an exchange that requires the daily re-
ceipt and payment of cash-variation margin. 

Probability of default (PD) means: 
(1) For a wholesale exposure to a non-de-

faulted obligor, the bank’s empirically based 
best estimate of the long-run average one- 
year default rate for the rating grade as-
signed by the bank to the obligor, capturing 
the average default experience for obligors in 
the rating grade over a mix of economic con-
ditions (including economic downturn condi-
tions) sufficient to provide a reasonable esti-
mate of the average one-year default rate 
over the economic cycle for the rating grade. 

(2) For a segment of non-defaulted retail 
exposures, the bank’s empirically based best 
estimate of the long-run average one-year 
default rate for the exposures in the seg-
ment, capturing the average default experi-
ence for exposures in the segment over a mix 
of economic conditions (including economic 
downturn conditions) sufficient to provide a 
reasonable estimate of the average one-year 
default rate over the economic cycle for the 
segment and adjusted upward as appropriate 
for segments for which seasoning effects are 
material. For purposes of this definition, a 
segment for which seasoning effects are ma-
terial is a segment where there is a material 
relationship between the time since origina-
tion of exposures within the segment and the 
bank’s best estimate of the long-run average 
one-year default rate for the exposures in the 
segment. 

(3) For a wholesale exposure to a defaulted 
obligor or segment of defaulted retail expo-
sures, 100 percent. 

Protection amount (P) means, with respect 
to an exposure hedged by an eligible guar-
antee or eligible credit derivative, the effec-
tive notional amount of the guarantee or 
credit derivative, reduced to reflect any cur-
rency mismatch, maturity mismatch, or 
lack of restructuring coverage (as provided 
in section 33 of this appendix). 

Publicly traded means traded on: 
(1) Any exchange registered with the SEC 

as a national securities exchange under sec-
tion 6 of the Securities Exchange Act of 1934 
(15 U.S.C. 78f); or 

(2) Any non-U.S.-based securities exchange 
that: 

(i) Is registered with, or approved by, a na-
tional securities regulatory authority; and 

(ii) Provides a liquid, two-way market for 
the instrument in question, meaning that 
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there are enough independent bona fide of-
fers to buy and sell so that a sales price rea-
sonably related to the last sales price or cur-
rent bona fide competitive bid and offer 
quotations can be determined promptly and 
a trade can be settled at such a price within 
five business days. 

Qualifying central counterparty means a 
counterparty (for example, a clearinghouse) 
that: 

(1) Facilitates trades between counterpar-
ties in one or more financial markets by ei-
ther guaranteeing trades or novating con-
tracts; 

(2) Requires all participants in its arrange-
ments to be fully collateralized on a daily 
basis; and 

(3) The bank demonstrates to the satisfac-
tion of the FDIC is in sound financial condi-
tion and is subject to effective oversight by 
a national supervisory authority. 

Qualifying cross-product master netting 
agreement means a qualifying master netting 
agreement that provides for termination and 
close-out netting across multiple types of fi-
nancial transactions or qualifying master 
netting agreements in the event of a 
counterparty’s default, provided that: 

(1) The underlying financial transactions 
are OTC derivative contracts, eligible mar-
gin loans, or repo-style transactions; and 

(2) The bank obtains a written legal opin-
ion verifying the validity and enforceability 
of the agreement under applicable law of the 
relevant jurisdictions if the counterparty 
fails to perform upon an event of default, in-
cluding upon an event of bankruptcy, insol-
vency, or similar proceeding. 

Qualifying master netting agreement means 
any written, legally enforceable bilateral 
agreement, provided that: 

(1) The agreement creates a single legal ob-
ligation for all individual transactions cov-
ered by the agreement upon an event of de-
fault, including bankruptcy, insolvency, or 
similar proceeding, of the counterparty; 

(2) The agreement provides the bank the 
right to accelerate, terminate, and close-out 
on a net basis all transactions under the 
agreement and to liquidate or set off collat-
eral promptly upon an event of default, in-
cluding upon an event of bankruptcy, insol-
vency, or similar proceeding, of the 
counterparty, provided that, in any such 
case, any exercise of rights under the agree-
ment will not be stayed or avoided under ap-
plicable law in the relevant jurisdictions; 

(3) The bank has conducted sufficient legal 
review to conclude with a well-founded basis 
(and maintains sufficient written docu-
mentation of that legal review) that: 

(i) The agreement meets the requirements 
of paragraph (2) of this definition; and 

(ii) In the event of a legal challenge (in-
cluding one resulting from default or from 
bankruptcy, insolvency, or similar pro-
ceeding) the relevant court and administra-

tive authorities would find the agreement to 
be legal, valid, binding, and enforceable 
under the law of the relevant jurisdictions; 

(4) The bank establishes and maintains 
procedures to monitor possible changes in 
relevant law and to ensure that the agree-
ment continues to satisfy the requirements 
of this definition; and 

(5) The agreement does not contain a 
walkaway clause (that is, a provision that 
permits a non-defaulting counterparty to 
make a lower payment than it would make 
otherwise under the agreement, or no pay-
ment at all, to a defaulter or the estate of a 
defaulter, even if the defaulter or the estate 
of the defaulter is a net creditor under the 
agreement). 

Qualifying revolving exposure (QRE) means 
an exposure (other than a securitization ex-
posure or equity exposure) to an individual 
that is managed as part of a segment of ex-
posures with homogeneous risk characteris-
tics, not on an individual-exposure basis, 
and: 

(1) Is revolving (that is, the amount out-
standing fluctuates, determined largely by 
the borrower’s decision to borrow and repay, 
up to a pre-established maximum amount); 

(2) Is unsecured and unconditionally 
cancelable by the bank to the fullest extent 
permitted by Federal law; and 

(3) Has a maximum exposure amount 
(drawn plus undrawn) of up to $100,000. 

Repo-style transaction means a repurchase 
or reverse repurchase transaction, or a secu-
rities borrowing or securities lending trans-
action, including a transaction in which the 
bank acts as agent for a customer and in-
demnifies the customer against loss, pro-
vided that: 

(1) The transaction is based solely on liq-
uid and readily marketable securities, cash, 
gold, or conforming residential mortgages; 

(2) The transaction is marked-to-market 
daily and subject to daily margin mainte-
nance requirements; 

(3)(i) The transaction is a ‘‘securities con-
tract’’ or ‘‘repurchase agreement’’ under sec-
tion 555 or 559, respectively, of the Bank-
ruptcy Code (11 U.S.C. 555 or 559), a qualified 
financial contract under section 11(e)(8) of 
the Federal Deposit Insurance Act (12 U.S.C. 
1821(e)(8)), or a netting contract between or 
among financial institutions under sections 
401–407 of the Federal Deposit Insurance Cor-
poration Improvement Act of 1991 (12 U.S.C. 
4401–4407) or the Federal Reserve Board’s 
Regulation EE (12 CFR part 231); or 

(ii) If the transaction does not meet the 
criteria set forth in paragraph (3)(i) of this 
definition, then either: 

(A) The transaction is executed under an 
agreement that provides the bank the right 
to accelerate, terminate, and close-out the 
transaction on a net basis and to liquidate or 
set off collateral promptly upon an event of 
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default (including upon an event of bank-
ruptcy, insolvency, or similar proceeding) of 
the counterparty, provided that, in any such 
case, any exercise of rights under the agree-
ment will not be stayed or avoided under ap-
plicable law in the relevant jurisdictions; or 

(B) The transaction is: 
(1) Either overnight or unconditionally 

cancelable at any time by the bank; and 
(2) Executed under an agreement that pro-

vides the bank the right to accelerate, termi-
nate, and close-out the transaction on a net 
basis and to liquidate or set off collateral 
promptly upon an event of counterparty de-
fault; and 

(4) The bank has conducted sufficient legal 
review to conclude with a well-founded basis 
(and maintains sufficient written docu-
mentation of that legal review) that the 
agreement meets the requirements of para-
graph (3) of this definition and is legal, valid, 
binding, and enforceable under applicable 
law in the relevant jurisdictions. 

Residential mortgage exposure means an ex-
posure (other than a securitization exposure, 
equity exposure, or excluded mortgage expo-
sure) that is managed as part of a segment of 
exposures with homogeneous risk character-
istics, not on an individual-exposure basis, 
and is: 

(1) An exposure that is primarily secured 
by a first or subsequent lien on one- to four- 
family residential property; or 

(2) An exposure with an original and out-
standing amount of $1 million or less that is 
primarily secured by a first or subsequent 
lien on residential property that is not one 
to four family. 

Retail exposure means a residential mort-
gage exposure, a qualifying revolving expo-
sure, or an other retail exposure. 

Retail exposure subcategory means the resi-
dential mortgage exposure, qualifying re-
volving exposure, or other retail exposure 
subcategory. 

Risk parameter means a variable used in de-
termining risk-based capital requirements 
for wholesale and retail exposures, specifi-
cally probability of default (PD), loss given 
default (LGD), exposure at default (EAD), or 
effective maturity (M). 

Scenario analysis means a systematic proc-
ess of obtaining expert opinions from busi-
ness managers and risk management experts 
to derive reasoned assessments of the likeli-
hood and loss impact of plausible high-sever-
ity operational losses. Scenario analysis may 
include the well-reasoned evaluation and use 
of external operational loss event data, ad-
justed as appropriate to ensure relevance to 
a bank’s operational risk profile and control 
structure. 

SEC means the U.S. Securities and Ex-
change Commission. 

Securitization means a traditional 
securitization or a synthetic securitization. 

Securitization exposure means an on-balance 
sheet or off-balance sheet credit exposure 
that arises from a traditional or synthetic 
securitization (including credit-enhancing 
representations and warranties). 

Securitization special purpose entity 
(securitization SPE) means a corporation, 
trust, or other entity organized for the spe-
cific purpose of holding underlying exposures 
of a securitization, the activities of which 
are limited to those appropriate to accom-
plish this purpose, and the structure of 
which is intended to isolate the underlying 
exposures held by the entity from the credit 
risk of the seller of the underlying exposures 
to the entity. 

Senior securitization exposure means a 
securitization exposure that has a first pri-
ority claim on the cash flows from the un-
derlying exposures. When determining 
whether a securitization exposure has a first 
priority claim on the cash flows from the un-
derlying exposures, a bank is not required to 
consider amounts due under interest rate or 
currency derivative contracts, fees due, or 
other similar payments. Both the most sen-
ior commercial paper issued by an ABCP pro-
gram and a liquidity facility that supports 
the ABCP program may be senior 
securitization exposures if the liquidity fa-
cility provider’s right to reimbursement of 
the drawn amounts is senior to all claims on 
the cash flows from the underlying exposures 
except amounts due under interest rate or 
currency derivative contracts, fees due, or 
other similar payments. 

Servicer cash advance facility means a facil-
ity under which the servicer of the under-
lying exposures of a securitization may ad-
vance cash to ensure an uninterrupted flow 
of payments to investors in the 
securitization, including advances made to 
cover foreclosure costs or other expenses to 
facilitate the timely collection of the under-
lying exposures. See also eligible servicer cash 
advance facility. 

Sovereign entity means a central govern-
ment (including the U.S. government) or an 
agency, department, ministry, or central 
bank of a central government. 

Sovereign exposure means: 
(1) A direct exposure to a sovereign entity; 

or 
(2) An exposure directly and uncondition-

ally backed by the full faith and credit of a 
sovereign entity. 

Subsidiary means, with respect to a com-
pany, a company controlled by that com-
pany. 

Synthetic securitization means a transaction 
in which: 

(1) All or a portion of the credit risk of one 
or more underlying exposures is transferred 
to one or more third parties through the use 
of one or more credit derivatives or guaran-
tees (other than a guarantee that transfers 
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only the credit risk of an individual retail 
exposure); 

(2) The credit risk associated with the un-
derlying exposures has been separated into 
at least two tranches reflecting different lev-
els of seniority; 

(3) Performance of the securitization expo-
sures depends upon the performance of the 
underlying exposures; and 

(4) All or substantially all of the under-
lying exposures are financial exposures (such 
as loans, commitments, credit derivatives, 
guarantees, receivables, asset-backed securi-
ties, mortgage-backed securities, other debt 
securities, or equity securities). 

Tier 1 capital is defined in 12 CFR part 325, 
appendix A, as modified in part II of this ap-
pendix. 

Tier 2 capital is defined in 12 CFR part 325, 
appendix A, as modified in part II of this ap-
pendix. 

Total qualifying capital means the sum of 
tier 1 capital and tier 2 capital, after all de-
ductions required in this appendix. 

Total risk-weighted assets means: 
(1) The sum of: 
(i) Credit risk-weighted assets; and 
(ii) Risk-weighted assets for operational 

risk; minus 
(2) Excess eligible credit reserves not in-

cluded in tier 2 capital. 
Total wholesale and retail risk-weighted as-

sets means the sum of risk-weighted assets 
for wholesale exposures to non-defaulted ob-
ligors and segments of non-defaulted retail 
exposures; risk-weighted assets for wholesale 
exposures to defaulted obligors and segments 
of defaulted retail exposures; risk-weighted 
assets for assets not defined by an exposure 
category; and risk-weighted assets for non- 
material portfolios of exposures (all as deter-
mined in section 31 of this appendix) and 
risk-weighted assets for unsettled trans-
actions (as determined in section 35 of this 
appendix) minus the amounts deducted from 
capital pursuant to 12 CFR part 325, appendix 
A (excluding those deductions reversed in 
section 12 of this appendix). 

Traditional securitization means a trans-
action in which: 

(1) All or a portion of the credit risk of one 
or more underlying exposures is transferred 
to one or more third parties other than 
through the use of credit derivatives or guar-
antees; 

(2) The credit risk associated with the un-
derlying exposures has been separated into 
at least two tranches reflecting different lev-
els of seniority; 

(3) Performance of the securitization expo-
sures depends upon the performance of the 
underlying exposures; 

(4) All or substantially all of the under-
lying exposures are financial exposures (such 
as loans, commitments, credit derivatives, 
guarantees, receivables, asset-backed securi-

ties, mortgage-backed securities, other debt 
securities, or equity securities); 

(5) The underlying exposures are not owned 
by an operating company; 

(6) The underlying exposures are not owned 
by a small business investment company de-
scribed in section 302 of the Small Business 
Investment Act of 1958 (15 U.S.C. 682); and 

(7) The underlying exposures are not owned 
by a firm an investment in which qualifies as 
a community development investment under 
12 U.S.C. 24(Eleventh). 

(8) The FDIC may determine that a trans-
action in which the underlying exposures are 
owned by an investment firm that exercises 
substantially unfettered control over the 
size and composition of its assets, liabilities, 
and off-balance sheet exposures is not a tra-
ditional securitization based on the trans-
action’s leverage, risk profile, or economic 
substance. 

(9) The FDIC may deem a transaction that 
meets the definition of a traditional 
securitization, notwithstanding paragraph 
(5), (6), or (7) of this definition, to be a tradi-
tional securitization based on the trans-
action’s leverage, risk profile, or economic 
substance. 

Tranche means all securitization exposures 
associated with a securitization that have 
the same seniority level. 

Underlying exposures means one or more ex-
posures that have been securitized in a 
securitization transaction. 

Unexpected operational loss (UOL) means 
the difference between the bank’s oper-
ational risk exposure and the bank’s ex-
pected operational loss. 

Unit of measure means the level (for exam-
ple, organizational unit or operational loss 
event type) at which the bank’s operational 
risk quantification system generates a sepa-
rate distribution of potential operational 
losses. 

Value-at-Risk (VaR) means the estimate of 
the maximum amount that the value of one 
or more exposures could decline due to mar-
ket price or rate movements during a fixed 
holding period within a stated confidence in-
terval. 

Wholesale exposure means a credit exposure 
to a company, natural person, sovereign en-
tity, or governmental entity (other than a 
securitization exposure, retail exposure, ex-
cluded mortgage exposure, or equity expo-
sure). Examples of a wholesale exposure in-
clude: 

(1) A non-tranched guarantee issued by a 
bank on behalf of a company; 

(2) A repo-style transaction entered into by 
a bank with a company and any other trans-
action in which a bank posts collateral to a 
company and faces counterparty credit risk; 

(3) An exposure that a bank treats as a cov-
ered position under 12 CFR part 325, appendix 
C for which there is a counterparty credit 
risk capital requirement; 
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(4) A sale of corporate loans by a bank to 
a third party in which the bank retains full 
recourse; 

(5) An OTC derivative contract entered 
into by a bank with a company; 

(6) An exposure to an individual that is not 
managed by a bank as part of a segment of 
exposures with homogeneous risk character-
istics; and 

(7) A commercial lease. 
Wholesale exposure subcategory means the 

HVCRE or non-HVCRE wholesale exposure 
subcategory. 

Section 3. Minimum Risk-Based Capital 
Requirements 

(a) Except as modified by paragraph (c) of 
this section or by section 23 of this appendix, 
each bank must meet a minimum ratio of: 

(1) Total qualifying capital to total risk- 
weighted assets of 8.0 percent; and 

(2) Tier 1 capital to total risk-weighted as-
sets of 4.0 percent. 

(b) Each bank must hold capital commen-
surate with the level and nature of all risks 
to which the bank is exposed. 

(c) When a bank subject to 12 CFR part 325, 
appendix C calculates its risk-based capital 
requirements under this appendix, the bank 
must also refer to 12 CFR part 325, appendix 
C for supplemental rules to calculate risk- 
based capital requirements adjusted for mar-
ket risk. 

PART II. QUALIFYING CAPITAL 

Section 11. Additional Deductions 

(a) General. A bank that uses this appendix 
must make the same deductions from its tier 
1 capital and tier 2 capital required in 12 
CFR part 325, appendix A, except that: 

(1) A bank is not required to deduct certain 
equity investments and CEIOs (as provided 
in section 12 of this appendix); and 

(2) A bank also must make the deductions 
from capital required by paragraphs (b) and 
(c) of this section. 

(b) Deductions from tier 1 capital. A bank 
must deduct from tier 1 capital any gain-on- 
sale associated with a securitization expo-
sure as provided in paragraph (a) of section 
41 and paragraphs (a)(1), (c), (g)(1), and (h)(1) 
of section 42 of this appendix. 

(c) Deductions from tier 1 and tier 2 capital. 
A bank must deduct the exposures specified 
in paragraphs (c)(1) through (c)(7) in this sec-
tion 50 percent from tier 1 capital and 50 per-
cent from tier 2 capital. If the amount de-
ductible from tier 2 capital exceeds the 
bank’s actual tier 2 capital, however, the 
bank must deduct the excess from tier 1 cap-
ital. 

(1) Credit-enhancing interest-only strips 
(CEIOs). In accordance with paragraphs (a)(1) 
and (c) of section 42 of this appendix, any 
CEIO that does not constitute gain-on-sale. 

(2) Non-qualifying securitization exposures. In 
accordance with paragraphs (a)(4) and (c) of 
section 42 of this appendix, any 
securitization exposure that does not qualify 
for the Ratings-Based Approach, the Internal 
Assessment Approach, or the Supervisory 
Formula Approach under sections 43, 44, and 
45 of this appendix, respectively. 

(3) Securitizations of non-IRB exposures. In 
accordance with paragraphs (c) and (g)(4) of 
section 42 of this appendix, certain exposures 
to a securitization any underlying exposure 
of which is not a wholesale exposure, retail 
exposure, securitization exposure, or equity 
exposure. 

(4) Low-rated securitization exposures. In ac-
cordance with section 43 and paragraph (c) of 
section 42 of this appendix, any 
securitization exposure that qualifies for and 
must be deducted under the Ratings-Based 
Approach. 

(5) High-risk securitization exposures subject 
to the Supervisory Formula Approach. In ac-
cordance with paragraphs (b) and (c) of sec-
tion 45 of this appendix and paragraph (c) of 
section 42 of this appendix, certain high-risk 
securitization exposures (or portions thereof) 
that qualify for the Supervisory Formula 
Approach. 

(6) Eligible credit reserves shortfall. In ac-
cordance with paragraph (a)(1) of section 13 
of this appendix, any eligible credit reserves 
shortfall. 

(7) Certain failed capital markets trans-
actions. In accordance with paragraph (e)(3) 
of section 35 of this appendix, the bank’s ex-
posure on certain failed capital markets 
transactions. 

Section 12. Deductions and Limitations Not 
Required 

(a) Deduction of CEIOs. A bank is not re-
quired to make the deductions from capital 
for CEIOs in 12 CFR part 325, appendix A, 
section II.B.5. 

(b) Deduction for certain equity investments. 
A bank is not required to make the deduc-
tions from capital for nonfinancial equity in-
vestments in 12 CFR part 325, appendix A, 
section II.B. 

Section 13. Eligible Credit Reserves 

(a) Comparison of eligible credit reserves to ex-
pected credit losses—(1) Shortfall of eligible 
credit reserves. If a bank’s eligible credit re-
serves are less than the bank’s total ex-
pected credit losses, the bank must deduct 
the shortfall amount 50 percent from tier 1 
capital and 50 percent from tier 2 capital. If 
the amount deductible from tier 2 capital ex-
ceeds the bank’s actual tier 2 capital, the 
bank must deduct the excess amount from 
tier 1 capital. 

(2) Excess eligible credit reserves. If a bank’s 
eligible credit reserves exceed the bank’s 
total expected credit losses, the bank may 
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include the excess amount in tier 2 capital to 
the extent that the excess amount does not 
exceed 0.6 percent of the bank’s credit-risk- 
weighted assets. 

(b) Treatment of allowance for loan and lease 
losses. Regardless of any provision in 12 CFR 
part 325, appendix A, the ALLL is included in 
tier 2 capital only to the extent provided in 
paragraph (a)(2) of this section and in section 
24 of this appendix. 

PART III. QUALIFICATION 

Section 21. Qualification Process 

(a) Timing. (1) A bank that is described in 
paragraph (b)(1) of section 1 of this appendix 
must adopt a written implementation plan 
no later than six months after the later of 
April 1, 2008, or the date the bank meets a 
criterion in that section. The implementa-
tion plan must incorporate an explicit first 
floor period start date no later than 36 
months after the later of April 1, 2008, or the 
date the bank meets at least one criterion 
under paragraph (b)(1) of section 1 of this ap-
pendix. The FDIC may extend the first floor 
period start date. 

(2) A bank that elects to be subject to this 
appendix under paragraph (b)(2) of section 1 
of this appendix must adopt a written imple-
mentation plan. 

(b) Implementation plan. (1) The bank’s im-
plementation plan must address in detail 
how the bank complies, or plans to comply, 
with the qualification requirements in sec-
tion 22 of this appendix. The bank also must 
maintain a comprehensive and sound plan-
ning and governance process to oversee the 
implementation efforts described in the plan. 
At a minimum, the plan must: 

(i) Comprehensively address the qualifica-
tion requirements in section 22 of this appen-
dix for the bank and each consolidated sub-
sidiary (U.S. and foreign-based) of the bank 
with respect to all portfolios and exposures 
of the bank and each of its consolidated sub-
sidiaries; 

(ii) Justify and support any proposed tem-
porary or permanent exclusion of business 
lines, portfolios, or exposures from applica-
tion of the advanced approaches in this ap-
pendix (which business lines, portfolios, and 
exposures must be, in the aggregate, imma-
terial to the bank); 

(iii) Include the bank’s self-assessment of: 
(A) The bank’s current status in meeting 

the qualification requirements in section 22 
of this appendix; and 

(B) The consistency of the bank’s current 
practices with the FDIC’s supervisory guid-
ance on the qualification requirements; 

(iv) Based on the bank’s self-assessment, 
identify and describe the areas in which the 
bank proposes to undertake additional work 
to comply with the qualification require-
ments in section 22 of this appendix or to im-
prove the consistency of the bank’s current 

practices with the FDIC’s supervisory guid-
ance on the qualification requirements (gap 
analysis); 

(v) Describe what specific actions the bank 
will take to address the areas identified in 
the gap analysis required by paragraph 
(b)(1)(iv) of this section; 

(vi) Identify objective, measurable mile-
stones, including delivery dates and a date 
when the bank’s implementation of the 
methodologies described in this appendix 
will be fully operational; 

(vii) Describe resources that have been 
budgeted and are available to implement the 
plan; and 

(viii) Receive approval of the bank’s board 
of directors. 

(2) The bank must submit the implementa-
tion plan, together with a copy of the min-
utes of the board of directors’ approval, to 
the FDIC at least 60 days before the bank 
proposes to begin its parallel run, unless the 
FDIC waives prior notice. 

(c) Parallel run. Before determining its 
risk-based capital requirements under this 
appendix and following adoption of the im-
plementation plan, the bank must conduct a 
satisfactory parallel run. A satisfactory par-
allel run is a period of no less than four con-
secutive calendar quarters during which the 
bank complies with the qualification re-
quirements in section 22 of this appendix to 
the satisfaction of the FDIC. During the par-
allel run, the bank must report to the FDIC 
on a calendar quarterly basis its risk-based 
capital ratios using 12 CFR part 325, appen-
dix A and the risk-based capital require-
ments described in this appendix. During 
this period, the bank is subject to 12 CFR 
part 325, appendix A. 

(d) Approval to calculate risk-based capital 
requirements under this appendix. The FDIC 
will notify the bank of the date that the 
bank may begin its first floor period if the 
FDIC determines that: 

(1) The bank fully complies with all the 
qualification requirements in section 22 of 
this appendix; 

(2) The bank has conducted a satisfactory 
parallel run under paragraph (c) of this sec-
tion; and 

(3) The bank has an adequate process to en-
sure ongoing compliance with the qualifica-
tion requirements in section 22 of this appen-
dix. 

(e) Transitional floor periods. Following a 
satisfactory parallel run, a bank is subject to 
three transitional floor periods. 

(1) Risk-based capital ratios during the transi-
tional floor periods—(i) Tier 1 risk-based capital 
ratio. During a bank’s transitional floor peri-
ods, the bank’s tier 1 risk-based capital ratio 
is equal to the lower of: 

(A) The bank’s floor-adjusted tier 1 risk- 
based capital ratio; or 

(B) The bank’s advanced approaches tier 1 
risk-based capital ratio. 
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(ii) Total risk-based capital ratio. During a 
bank’s transitional floor periods, the bank’s 
total risk-based capital ratio is equal to the 
lower of: 

(A) The bank’s floor-adjusted total risk- 
based capital ratio; or 

(B) The bank’s advanced approaches total 
risk-based capital ratio. 

(2) Floor-adjusted risk-based capital ratios. (i) 
A bank’s floor-adjusted tier 1 risk-based cap-
ital ratio during a transitional floor period is 
equal to the bank’s tier 1 capital as cal-
culated under 12 CFR part 325, appendix A, 
divided by the product of: 

(A) The bank’s total risk-weighted assets 
as calculated under 12 CFR part 325, appen-
dix A; and 

(B) The appropriate transitional floor per-
centage in Table 1. 

(ii) A bank’s floor-adjusted total risk-based 
capital ratio during a transitional floor pe-
riod is equal to the sum of the bank’s tier 1 
and tier 2 capital as calculated under 12 CFR 
part 325, appendix A, divided by the product 
of: 

(A) The bank’s total risk-weighted assets 
as calculated under 12 CFR part 325, appen-
dix A; and 

(B) The appropriate transitional floor per-
centage in Table 1. 

(iii) A bank that meets the criteria in 
paragraph (b)(1) or (b)(2) of section 1 of this 
appendix as of April 1, 2008, must use 12 CFR 
part 325, appendix A during the parallel run 
and as the basis for its transitional floors. 

TABLE 1—TRANSITIONAL FLOORS 

Transitional floor period Transitional floor percentage 

First floor period .................... 95 percent. 
Second floor period ............... 90 percent. 
Third floor period ................... 85 percent. 

(3) Advanced approaches risk-based capital 
ratios. (i) A bank’s advanced approaches tier 
1 risk-based capital ratio equals the bank’s 
tier 1 risk-based capital ratio as calculated 
under this appendix (other than this section 
on transitional floor periods). 

(ii) A bank’s advanced approaches total 
risk-based capital ratio equals the bank’s 
total risk-based capital ratio as calculated 
under this appendix (other than this section 
on transitional floor periods). 

(4) Reporting. During the transitional floor 
periods, a bank must report to the FDIC on 
a calendar quarterly basis both floor-ad-
justed risk-based capital ratios and both ad-
vanced approaches risk-based capital ratios. 

(5) Exiting a transitional floor period. A bank 
may not exit a transitional floor period until 
the bank has spent a minimum of four con-
secutive calendar quarters in the period and 
the FDIC has determined that the bank may 
exit the floor period. The FDIC’s determina-
tion will be based on an assessment of the 
bank’s ongoing compliance with the quali-

fication requirements in section 22 of this 
appendix. 

(6) Interagency study. After the end of the 
second transition year (2010), the Federal 
banking agencies will publish a study that 
evaluates the advanced approaches to deter-
mine if there are any material deficiencies. 
For any primary Federal supervisor to au-
thorize any institution to exit the third 
transitional floor period, the study must de-
termine that there are no such material defi-
ciencies that cannot be addressed by then-ex-
isting tools, or, if such deficiencies are 
found, they are first remedied by changes to 
this appendix. Notwithstanding the pre-
ceding sentence, a primary Federal super-
visor that disagrees with the finding of ma-
terial deficiency may not authorize any in-
stitution under its jurisdiction to exit the 
third transitional floor period unless it pro-
vides a public report explaining its rea-
soning. 

Section 22. Qualification Requirements 

(a) Process and systems requirements. (1) A 
bank must have a rigorous process for as-
sessing its overall capital adequacy in rela-
tion to its risk profile and a comprehensive 
strategy for maintaining an appropriate 
level of capital. 

(2) The systems and processes used by a 
bank for risk-based capital purposes under 
this appendix must be consistent with the 
bank’s internal risk management processes 
and management information reporting sys-
tems. 

(3) Each bank must have an appropriate in-
frastructure with risk measurement and 
management processes that meet the quali-
fication requirements of this section and are 
appropriate given the bank’s size and level of 
complexity. Regardless of whether the sys-
tems and models that generate the risk pa-
rameters necessary for calculating a bank’s 
risk-based capital requirements are located 
at any affiliate of the bank, the bank itself 
must ensure that the risk parameters and 
reference data used to determine its risk- 
based capital requirements are representa-
tive of its own credit risk and operational 
risk exposures. 

(b) Risk rating and segmentation systems for 
wholesale and retail exposures. (1) A bank 
must have an internal risk rating and seg-
mentation system that accurately and reli-
ably differentiates among degrees of credit 
risk for the bank’s wholesale and retail expo-
sures. 

(2) For wholesale exposures: 
(i) A bank must have an internal risk rat-

ing system that accurately and reliably as-
signs each obligor to a single rating grade 
(reflecting the obligor’s likelihood of de-
fault). A bank may elect, however, not to as-
sign to a rating grade an obligor to whom 
the bank extends credit based solely on the 
financial strength of a guarantor, provided 
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that all of the bank’s exposures to the obli-
gor are fully covered by eligible guarantees, 
the bank applies the PD substitution ap-
proach in paragraph (c)(1) of section 33 of 
this appendix to all exposures to that obli-
gor, and the bank immediately assigns the 
obligor to a rating grade if a guarantee can 
no longer be recognized under this appendix. 
The bank’s wholesale obligor rating system 
must have at least seven discrete rating 
grades for non-defaulted obligors and at least 
one rating grade for defaulted obligors. 

(ii) Unless the bank has chosen to directly 
assign LGD estimates to each wholesale ex-
posure, the bank must have an internal risk 
rating system that accurately and reliably 
assigns each wholesale exposure to a loss se-
verity rating grade (reflecting the bank’s es-
timate of the LGD of the exposure). A bank 
employing loss severity rating grades must 
have a sufficiently granular loss severity 
grading system to avoid grouping together 
exposures with widely ranging LGDs. 

(3) For retail exposures, a bank must have 
an internal system that groups retail expo-
sures into the appropriate retail exposure 
subcategory, groups the retail exposures in 
each retail exposure subcategory into sepa-
rate segments with homogeneous risk char-
acteristics, and assigns accurate and reliable 
PD and LGD estimates for each segment on 
a consistent basis. The bank’s system must 
identify and group in separate segments by 
subcategories exposures identified in para-
graphs (c)(2)(ii) and (iii) of section 31 of this 
appendix. 

(4) The bank’s internal risk rating policy 
for wholesale exposures must describe the 
bank’s rating philosophy (that is, must de-
scribe how wholesale obligor rating assign-
ments are affected by the bank’s choice of 
the range of economic, business, and indus-
try conditions that are considered in the ob-
ligor rating process). 

(5) The bank’s internal risk rating system 
for wholesale exposures must provide for the 
review and update (as appropriate) of each 
obligor rating and (if applicable) each loss 
severity rating whenever the bank receives 
new material information, but no less fre-
quently than annually. The bank’s retail ex-
posure segmentation system must provide 
for the review and update (as appropriate) of 
assignments of retail exposures to segments 
whenever the bank receives new material in-
formation, but generally no less frequently 
than quarterly. 

(c) Quantification of risk parameters for 
wholesale and retail exposures. (1) The bank 
must have a comprehensive risk parameter 
quantification process that produces accu-
rate, timely, and reliable estimates of the 
risk parameters for the bank’s wholesale and 
retail exposures. 

(2) Data used to estimate the risk param-
eters must be relevant to the bank’s actual 
wholesale and retail exposures, and of suffi-

cient quality to support the determination of 
risk-based capital requirements for the expo-
sures. 

(3) The bank’s risk parameter quantifica-
tion process must produce appropriately con-
servative risk parameter estimates where 
the bank has limited relevant data, and any 
adjustments that are part of the quantifica-
tion process must not result in a pattern of 
bias toward lower risk parameter estimates. 

(4) The bank’s risk parameter estimation 
process should not rely on the possibility of 
U.S. government financial assistance, except 
for the financial assistance that the U.S. 
government has a legally binding commit-
ment to provide. 

(5) Where the bank’s quantifications of 
LGD directly or indirectly incorporate esti-
mates of the effectiveness of its credit risk 
management practices in reducing its expo-
sure to troubled obligors prior to default, the 
bank must support such estimates with em-
pirical analysis showing that the estimates 
are consistent with its historical experience 
in dealing with such exposures during eco-
nomic downturn conditions. 

(6) PD estimates for wholesale obligors and 
retail segments must be based on at least 
five years of default data. LGD estimates for 
wholesale exposures must be based on at 
least seven years of loss severity data, and 
LGD estimates for retail segments must be 
based on at least five years of loss severity 
data. EAD estimates for wholesale exposures 
must be based on at least seven years of ex-
posure amount data, and EAD estimates for 
retail segments must be based on at least 
five years of exposure amount data. 

(7) Default, loss severity, and exposure 
amount data must include periods of eco-
nomic downturn conditions, or the bank 
must adjust its estimates of risk parameters 
to compensate for the lack of data from peri-
ods of economic downturn conditions. 

(8) The bank’s PD, LGD, and EAD esti-
mates must be based on the definition of de-
fault in this appendix. 

(9) The bank must review and update (as 
appropriate) its risk parameters and its risk 
parameter quantification process at least an-
nually. 

(10) The bank must at least annually con-
duct a comprehensive review and analysis of 
reference data to determine relevance of ref-
erence data to the bank’s exposures, quality 
of reference data to support PD, LGD, and 
EAD estimates, and consistency of reference 
data to the definition of default contained in 
this appendix. 

(d) Counterparty credit risk model. A bank 
must obtain the prior written approval of 
the FDIC under section 32 of this appendix to 
use the internal models methodology for 
counterparty credit risk. 

(e) Double default treatment. A bank must 
obtain the prior written approval of the 
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FDIC under section 34 of this appendix to use 
the double default treatment. 

(f) Securitization exposures. A bank must ob-
tain the prior written approval of the FDIC 
under section 44 of this appendix to use the 
Internal Assessment Approach for 
securitization exposures to ABCP programs. 

(g) Equity exposures model. A bank must ob-
tain the prior written approval of the FDIC 
under section 53 of this appendix to use the 
Internal Models Approach for equity expo-
sures. 

(h) Operational risk—(1) Operational risk 
management processes. A bank must: 

(i) Have an operational risk management 
function that: 

(A) Is independent of business line manage-
ment; and 

(B) Is responsible for designing, imple-
menting, and overseeing the bank’s oper-
ational risk data and assessment systems, 
operational risk quantification systems, and 
related processes; 

(ii) Have and document a process (which 
must capture business environment and in-
ternal control factors affecting the bank’s 
operational risk profile) to identify, meas-
ure, monitor, and control operational risk in 
bank products, activities, processes, and sys-
tems; and 

(iii) Report operational risk exposures, 
operational loss events, and other relevant 
operational risk information to business unit 
management, senior management, and the 
board of directors (or a designated com-
mittee of the board). 

(2) Operational risk data and assessment sys-
tems. A bank must have operational risk data 
and assessment systems that capture oper-
ational risks to which the bank is exposed. 
The bank’s operational risk data and assess-
ment systems must: 

(i) Be structured in a manner consistent 
with the bank’s current business activities, 
risk profile, technological processes, and 
risk management processes; and 

(ii) Include credible, transparent, system-
atic, and verifiable processes that incor-
porate the following elements on an ongoing 
basis: 

(A) Internal operational loss event data. The 
bank must have a systematic process for 
capturing and using internal operational loss 
event data in its operational risk data and 
assessment systems. 

(1) The bank’s operational risk data and 
assessment systems must include a histor-
ical observation period of at least five years 
for internal operational loss event data (or 
such shorter period approved by the FDIC to 
address transitional situations, such as inte-
grating a new business line). 

(2) The bank must be able to map its inter-
nal operational loss event data into the 
seven operational loss event type categories. 

(3) The bank may refrain from collecting 
internal operational loss event data for indi-

vidual operational losses below established 
dollar threshold amounts if the bank can 
demonstrate to the satisfaction of the FDIC 
that the thresholds are reasonable, do not 
exclude important internal operational loss 
event data, and permit the bank to capture 
substantially all the dollar value of the 
bank’s operational losses. 

(B) External operational loss event data. The 
bank must have a systematic process for de-
termining its methodologies for incor-
porating external operational loss event data 
into its operational risk data and assessment 
systems. 

(C) Scenario analysis. The bank must have a 
systematic process for determining its meth-
odologies for incorporating scenario analysis 
into its operational risk data and assessment 
systems. 

(D) Business environment and internal con-
trol factors. The bank must incorporate busi-
ness environment and internal control fac-
tors into its operational risk data and as-
sessment systems. The bank must also peri-
odically compare the results of its prior busi-
ness environment and internal control factor 
assessments against its actual operational 
losses incurred in the intervening period. 

(3) Operational risk quantification systems. (i) 
The bank’s operational risk quantification 
systems: 

(A) Must generate estimates of the bank’s 
operational risk exposure using its oper-
ational risk data and assessment systems; 

(B) Must employ a unit of measure that is 
appropriate for the bank’s range of business 
activities and the variety of operational loss 
events to which it is exposed, and that does 
not combine business activities or oper-
ational loss events with demonstrably dif-
ferent risk profiles within the same loss dis-
tribution; 

(C) Must include a credible, transparent, 
systematic, and verifiable approach for 
weighting each of the four elements, de-
scribed in paragraph (h)(2)(ii) of this section, 
that a bank is required to incorporate into 
its operational risk data and assessment sys-
tems; 

(D) May use internal estimates of depend-
ence among operational losses across and 
within units of measure if the bank can dem-
onstrate to the satisfaction of the FDIC that 
its process for estimating dependence is 
sound, robust to a variety of scenarios, and 
implemented with integrity, and allows for 
the uncertainty surrounding the estimates. 
If the bank has not made such a demonstra-
tion, it must sum operational risk exposure 
estimates across units of measure to cal-
culate its total operational risk exposure; 
and 

(E) Must be reviewed and updated (as ap-
propriate) whenever the bank becomes aware 
of information that may have a material ef-
fect on the bank’s estimate of operational 
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risk exposure, but the review and update 
must occur no less frequently than annually. 

(ii) With the prior written approval of the 
FDIC, a bank may generate an estimate of 
its operational risk exposure using an alter-
native approach to that specified in para-
graph (h)(3)(i) of this section. A bank pro-
posing to use such an alternative operational 
risk quantification system must submit a 
proposal to the FDIC. In determining wheth-
er to approve a bank’s proposal to use an al-
ternative operational risk quantification 
system, the FDIC will consider the following 
principles: 

(A) Use of the alternative operational risk 
quantification system will be allowed only 
on an exception basis, considering the size, 
complexity, and risk profile of the bank; 

(B) The bank must demonstrate that its es-
timate of its operational risk exposure gen-
erated under the alternative operational risk 
quantification system is appropriate and can 
be supported empirically; and 

(C) A bank must not use an allocation of 
operational risk capital requirements that 
includes entities other than depository insti-
tutions or the benefits of diversification 
across entities. 

(i) Data management and maintenance. (1) A 
bank must have data management and main-
tenance systems that adequately support all 
aspects of its advanced systems and the 
timely and accurate reporting of risk-based 
capital requirements. 

(2) A bank must retain data using an elec-
tronic format that allows timely retrieval of 
data for analysis, validation, reporting, and 
disclosure purposes. 

(3) A bank must retain sufficient data ele-
ments related to key risk drivers to permit 
adequate monitoring, validation, and refine-
ment of its advanced systems. 

(j) Control, oversight, and validation mecha-
nisms. (1) The bank’s senior management 
must ensure that all components of the 
bank’s advanced systems function effectively 
and comply with the qualification require-
ments in this section. 

(2) The bank’s board of directors (or a des-
ignated committee of the board) must at 
least annually review the effectiveness of, 
and approve, the bank’s advanced systems. 

(3) A bank must have an effective system 
of controls and oversight that: 

(i) Ensures ongoing compliance with the 
qualification requirements in this section; 

(ii) Maintains the integrity, reliability, 
and accuracy of the bank’s advanced sys-
tems; and 

(iii) Includes adequate governance and 
project management processes. 

(4) The bank must validate, on an ongoing 
basis, its advanced systems. The bank’s vali-
dation process must be independent of the 
advanced systems’ development, implemen-
tation, and operation, or the validation proc-
ess must be subjected to an independent re-

view of its adequacy and effectiveness. Vali-
dation must include: 

(i) An evaluation of the conceptual sound-
ness of (including developmental evidence 
supporting) the advanced systems; 

(ii) An ongoing monitoring process that in-
cludes verification of processes and 
benchmarking; and 

(iii) An outcomes analysis process that in-
cludes back-testing. 

(5) The bank must have an internal audit 
function independent of business-line man-
agement that at least annually assesses the 
effectiveness of the controls supporting the 
bank’s advanced systems and reports its 
findings to the bank’s board of directors (or 
a committee thereof). 

(6) The bank must periodically stress test 
its advanced systems. The stress testing 
must include a consideration of how eco-
nomic cycles, especially downturns, affect 
risk-based capital requirements (including 
migration across rating grades and segments 
and the credit risk mitigation benefits of 
double default treatment). 

(k) Documentation. The bank must ade-
quately document all material aspects of its 
advanced systems. 

Section 23. Ongoing Qualification 

(a) Changes to advanced systems. A bank 
must meet all the qualification requirements 
in section 22 of this appendix on an ongoing 
basis. A bank must notify the FDIC when the 
bank makes any change to an advanced sys-
tem that would result in a material change 
in the bank’s risk-weighted asset amount for 
an exposure type, or when the bank makes 
any significant change to its modeling as-
sumptions. 

(b) Failure to comply with qualification re-
quirements. (1) If the FDIC determines that a 
bank that uses this appendix and has con-
ducted a satisfactory parallel run fails to 
comply with the qualification requirements 
in section 22 of this appendix, the FDIC will 
notify the bank in writing of the bank’s fail-
ure to comply. 

(2) The bank must establish and submit a 
plan satisfactory to the FDIC to return to 
compliance with the qualification require-
ments. 

(3) In addition, if the FDIC determines that 
the bank’s risk-based capital requirements 
are not commensurate with the bank’s cred-
it, market, operational, or other risks, the 
FDIC may require such a bank to calculate 
its risk-based capital requirements: 

(i) Under 12 CFR part 325, appendix A; or 
(ii) Under this appendix with any modifica-

tions provided by the FDIC. 

Section 24. Merger and Acquisition Transitional 
Arrangements 

(a) Mergers and acquisitions of companies 
without advanced systems. If a bank merges 
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with or acquires a company that does not 
calculate its risk-based capital requirements 
using advanced systems, the bank may use 12 
CFR part 325, appendix A to determine the 
risk-weighted asset amounts for, and deduc-
tions from capital associated with, the 
merged or acquired company’s exposures for 
up to 24 months after the calendar quarter 
during which the merger or acquisition con-
summates. The FDIC may extend this transi-
tion period for up to an additional 12 
months. Within 90 days of consummating the 
merger or acquisition, the bank must submit 
to the FDIC an implementation plan for 
using its advanced systems for the acquired 
company. During the period when 12 CFR 
part 325, appendix A apply to the merged or 
acquired company, any ALLL, net of allo-
cated transfer risk reserves established pur-
suant to 12 U.S.C. 3904, associated with the 
merged or acquired company’s exposures 
may be included in the acquiring bank’s tier 
2 capital up to 1.25 percent of the acquired 
company’s risk-weighted assets. All general 
allowances of the merged or acquired com-
pany must be excluded from the bank’s eligi-
ble credit reserves. In addition, the risk- 
weighted assets of the merged or acquired 
company are not included in the bank’s cred-
it-risk-weighted assets but are included in 
total risk-weighted assets. If a bank relies on 
this paragraph, the bank must disclose pub-
licly the amounts of risk-weighted assets 
and qualifying capital calculated under this 
appendix for the acquiring bank and under 12 
CFR part 325, appendix A for the acquired 
company. 

(b) Mergers and acquisitions of companies 
with advanced systems—(1) If a bank merges 
with or acquires a company that calculates 
its risk-based capital requirements using ad-
vanced systems, the bank may use the ac-
quired company’s advanced systems to deter-
mine the risk-weighted asset amounts for, 
and deductions from capital associated with, 
the merged or acquired company’s exposures 
for up to 24 months after the calendar quar-
ter during which the acquisition or merger 
consummates. The FDIC may extend this 
transition period for up to an additional 12 
months. Within 90 days of consummating the 
merger or acquisition, the bank must submit 
to the FDIC an implementation plan for 
using its advanced systems for the merged or 
acquired company. 

(2) If the acquiring bank is not subject to 
the advanced approaches in this appendix at 
the time of acquisition or merger, during the 
period when 12 CFR part 325, appendix A 
apply to the acquiring bank, the ALLL asso-
ciated with the exposures of the merged or 
acquired company may not be directly in-
cluded in tier 2 capital. Rather, any excess 
eligible credit reserves associated with the 
merged or acquired company’s exposures 
may be included in the bank’s tier 2 capital 

up to 0.6 percent of the credit-risk-weighted 
assets associated with those exposures. 

PART IV. RISK-WEIGHTED ASSETS FOR 
GENERAL CREDIT RISK 

Section 31. Mechanics for Calculating Total 
Wholesale and Retail Risk-Weighted Assets 

(a) Overview. A bank must calculate its 
total wholesale and retail risk-weighted 
asset amount in four distinct phases: 

(1) Phase 1—categorization of exposures; 
(2) Phase 2—assignment of wholesale obli-

gors and exposures to rating grades and seg-
mentation of retail exposures; 

(3) Phase 3—assignment of risk parameters 
to wholesale exposures and segments of re-
tail exposures; and 

(4) Phase 4—calculation of risk-weighted 
asset amounts. 

(b) Phase 1—Categorization. The bank must 
determine which of its exposures are whole-
sale exposures, retail exposures, 
securitization exposures, or equity expo-
sures. The bank must categorize each retail 
exposure as a residential mortgage exposure, 
a QRE, or an other retail exposure. The bank 
must identify which wholesale exposures are 
HVCRE exposures, sovereign exposures, OTC 
derivative contracts, repo-style transactions, 
eligible margin loans, eligible purchased 
wholesale exposures, unsettled transactions 
to which section 35 of this appendix applies, 
and eligible guarantees or eligible credit de-
rivatives that are used as credit risk 
mitigants. The bank must identify any on- 
balance sheet asset that does not meet the 
definition of a wholesale, retail, equity, or 
securitization exposure, as well as any non- 
material portfolio of exposures described in 
paragraph (e)(4) of this section. 

(c) Phase 2—Assignment of wholesale obligors 
and exposures to rating grades and retail expo-
sures to segments—(1) Assignment of wholesale 
obligors and exposures to rating grades. (i) The 
bank must assign each obligor of a wholesale 
exposure to a single obligor rating grade and 
must assign each wholesale exposure to 
which it does not directly assign an LGD es-
timate to a loss severity rating grade. 

(ii) The bank must identify which of its 
wholesale obligors are in default. 

(2) Segmentation of retail exposures. (i) The 
bank must group the retail exposures in each 
retail subcategory into segments that have 
homogeneous risk characteristics. 

(ii) The bank must identify which of its re-
tail exposures are in default. The bank must 
segment defaulted retail exposures sepa-
rately from non-defaulted retail exposures. 

(iii) If the bank determines the EAD for el-
igible margin loans using the approach in 
paragraph (b) of section 32 of this appendix, 
the bank must identify which of its retail ex-
posures are eligible margin loans for which 
the bank uses this EAD approach and must 
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segment such eligible margin loans sepa-
rately from other retail exposures. 

(3) Eligible purchased wholesale exposures. A 
bank may group its eligible purchased 
wholesale exposures into segments that have 
homogeneous risk characteristics. A bank 
must use the wholesale exposure formula in 
Table 2 in this section to determine the risk- 
based capital requirement for each segment 
of eligible purchased wholesale exposures. 

(d) Phase 3—Assignment of risk parameters to 
wholesale exposures and segments of retail expo-
sures—(1) Quantification process. Subject to 
the limitations in this paragraph (d), the 
bank must: 

(i) Associate a PD with each wholesale ob-
ligor rating grade; 

(ii) Associate an LGD with each wholesale 
loss severity rating grade or assign an LGD 
to each wholesale exposure; 

(iii) Assign an EAD and M to each whole-
sale exposure; and 

(iv) Assign a PD, LGD, and EAD to each 
segment of retail exposures. 

(2) Floor on PD assignment. The PD for each 
wholesale obligor or retail segment may not 
be less than 0.03 percent, except for expo-
sures to or directly and unconditionally 
guaranteed by a sovereign entity, the Bank 
for International Settlements, the Inter-
national Monetary Fund, the European Com-
mission, the European Central Bank, or a 
multilateral development bank, to which the 
bank assigns a rating grade associated with 
a PD of less than 0.03 percent. 

(3) Floor on LGD estimation. The LGD for 
each segment of residential mortgage expo-
sures (other than segments of residential 
mortgage exposures for which all or substan-
tially all of the principal of each exposure is 
directly and unconditionally guaranteed by 
the full faith and credit of a sovereign enti-
ty) may not be less than 10 percent. 

(4) Eligible purchased wholesale exposures. A 
bank must assign a PD, LGD, EAD, and M to 
each segment of eligible purchased wholesale 
exposures. If the bank can estimate ECL (but 
not PD or LGD) for a segment of eligible pur-
chased wholesale exposures, the bank must 
assume that the LGD of the segment equals 
100 percent and that the PD of the segment 
equals ECL divided by EAD. The estimated 
ECL must be calculated for the exposures 
without regard to any assumption of re-
course or guarantees from the seller or other 
parties. 

(5) Credit risk mitigation—credit derivatives, 
guarantees, and collateral. (i) A bank may 
take into account the risk reducing effects of 
eligible guarantees and eligible credit de-
rivatives in support of a wholesale exposure 
by applying the PD substitution or LGD ad-
justment treatment to the exposure as pro-
vided in section 33 of this appendix or, if ap-
plicable, applying double default treatment 
to the exposure as provided in section 34 of 
this appendix. A bank may decide separately 

for each wholesale exposure that qualifies for 
the double default treatment under section 
34 of this appendix whether to apply the dou-
ble default treatment or to use the PD sub-
stitution or LGD adjustment treatment 
without recognizing double default effects. 

(ii) A bank may take into account the risk 
reducing effects of guarantees and credit de-
rivatives in support of retail exposures in a 
segment when quantifying the PD and LGD 
of the segment. 

(iii) Except as provided in paragraph (d)(6) 
of this section, a bank may take into ac-
count the risk reducing effects of collateral 
in support of a wholesale exposure when 
quantifying the LGD of the exposure and 
may take into account the risk reducing ef-
fects of collateral in support of retail expo-
sures when quantifying the PD and LGD of 
the segment. 

(6) EAD for OTC derivative contracts, repo- 
style transactions, and eligible margin loans. (i) 
A bank must calculate its EAD for an OTC 
derivative contract as provided in para-
graphs (c) and (d) of section 32 of this appen-
dix. A bank may take into account the risk- 
reducing effects of financial collateral in 
support of a repo-style transaction or eligi-
ble margin loan and of any collateral in sup-
port of a repo-style transaction that is in-
cluded in the bank’s VaR-based measure 
under 12 CFR part 325, appendix C through an 
adjustment to EAD as provided in para-
graphs (b) and (d) of section 32 of this appen-
dix. A bank that takes collateral into ac-
count through such an adjustment to EAD 
under section 32 of this appendix may not re-
flect such collateral in LGD. 

(ii) A bank may attribute an EAD of zero 
to: 

(A) Derivative contracts that are publicly 
traded on an exchange that requires the 
daily receipt and payment of cash-variation 
margin; 

(B) Derivative contracts and repo-style 
transactions that are outstanding with a 
qualifying central counterparty (but not for 
those transactions that a qualifying central 
counterparty has rejected); and 

(C) Credit risk exposures to a qualifying 
central counterparty in the form of clearing 
deposits and posted collateral that arise 
from transactions described in paragraph 
(d)(6)(ii)(B) of this section. 

(7) Effective maturity. An exposure’s M must 
be no greater than five years and no less 
than one year, except that an exposure’s M 
must be no less than one day if the exposure 
has an original maturity of less than one 
year and is not part of a bank’s ongoing fi-
nancing of the obligor. An exposure is not 
part of a bank’s ongoing financing of the ob-
ligor if the bank: 

(i) Has a legal and practical ability not to 
renew or roll over the exposure in the event 
of credit deterioration of the obligor; 
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(ii) Makes an independent credit decision 
at the inception of the exposure and at every 
renewal or roll over; and 

(iii) Has no substantial commercial incen-
tive to continue its credit relationship with 
the obligor in the event of credit deteriora-
tion of the obligor. 

(e) Phase 4—Calculation of risk-weighted as-
sets—(1) Non-defaulted exposures. (i) A bank 
must calculate the dollar risk-based capital 
requirement for each of its wholesale expo-
sures to a non-defaulted obligor (except eli-
gible guarantees and eligible credit deriva-
tives that hedge another wholesale exposure 

and exposures to which the bank applies the 
double default treatment in section 34 of this 
appendix) and segments of non-defaulted re-
tail exposures by inserting the assigned risk 
parameters for the wholesale obligor and ex-
posure or retail segment into the appropriate 
risk-based capital formula specified in Table 
2 and multiplying the output of the formula 
(K) by the EAD of the exposure or segment. 
Alternatively, a bank may apply a 300 per-
cent risk weight to the EAD of an eligible 
margin loan if the bank is not able to meet 
the agencies’ requirements for estimation of 
PD and LGD for the margin loan. 
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(ii) The sum of all the dollar risk-based 
capital requirements for each wholesale ex-
posure to a non-defaulted obligor and seg-
ment of non-defaulted retail exposures cal-
culated in paragraph (e)(1)(i) of this section 
and in paragraph (e) of section 34 of this ap-
pendix equals the total dollar risk-based cap-
ital requirement for those exposures and seg-
ments. 

(iii) The aggregate risk-weighted asset 
amount for wholesale exposures to non-de-
faulted obligors and segments of non-de-
faulted retail exposures equals the total dol-
lar risk-based capital requirement calculated 
in paragraph (e)(1)(ii) of this section multi-
plied by 12.5. 

(2) Wholesale exposures to defaulted obligors 
and segments of defaulted retail exposures. (i) 
The dollar risk-based capital requirement for 
each wholesale exposure to a defaulted obli-
gor equals 0.08 multiplied by the EAD of the 
exposure. 

(ii) The dollar risk-based capital require-
ment for a segment of defaulted retail expo-
sures equals 0.08 multiplied by the EAD of 
the segment. 

(iii) The sum of all the dollar risk-based 
capital requirements for each wholesale ex-
posure to a defaulted obligor calculated in 
paragraph (e)(2)(i) of this section plus the 
dollar risk-based capital requirements for 
each segment of defaulted retail exposures 
calculated in paragraph (e)(2)(ii) of this sec-
tion equals the total dollar risk-based cap-
ital requirement for those exposures and seg-
ments. 

(iv) The aggregate risk-weighted asset 
amount for wholesale exposures to defaulted 
obligors and segments of defaulted retail ex-
posures equals the total dollar risk-based 
capital requirement calculated in paragraph 
(e)(2)(iii) of this section multiplied by 12.5. 

(3) Assets not included in a defined exposure 
category. (i) A bank may assign a risk- 
weighted asset amount of zero to cash owned 
and held in all offices of the bank or in tran-
sit and for gold bullion held in the bank’s 
own vaults, or held in another bank’s vaults 
on an allocated basis, to the extent the gold 
bullion assets are offset by gold bullion li-
abilities. 

(ii) The risk-weighted asset amount for the 
residual value of a retail lease exposure 
equals such residual value. 

(iii) The risk-weighted asset amount for 
any other on-balance-sheet asset that does 
not meet the definition of a wholesale, re-
tail, securitization, or equity exposure 
equals the carrying value of the asset. 

(4) Non-material portfolios of exposures. The 
risk-weighted asset amount of a portfolio of 
exposures for which the bank has dem-
onstrated to the FDIC’s satisfaction that the 
portfolio (when combined with all other 
portfolios of exposures that the bank seeks 
to treat under this paragraph) is not mate-
rial to the bank is the sum of the carrying 

values of on-balance sheet exposures plus the 
notional amounts of off-balance sheet expo-
sures in the portfolio. For purposes of this 
paragraph (e)(4), the notional amount of an 
OTC derivative contract that is not a credit 
derivative is the EAD of the derivative as 
calculated in section 32 of this appendix. 

Section 32. Counterparty Credit Risk of Repo- 
Style Transactions, Eligible Margin Loans, 
and OTC Derivative Contracts 

(a) In General. (1) This section describes 
two methodologies—a collateral haircut ap-
proach and an internal models method-
ology—that a bank may use instead of an 
LGD estimation methodology to recognize 
the benefits of financial collateral in miti-
gating the counterparty credit risk of repo- 
style transactions, eligible margin loans, 
collateralized OTC derivative contracts, and 
single product netting sets of such trans-
actions and to recognize the benefits of any 
collateral in mitigating the counterparty 
credit risk of repo-style transactions that 
are included in a bank’s VaR-based measure 
under 12 CFR part 325, appendix C. A third 
methodology, the simple VaR methodology, 
is available for single product netting sets of 
repo-style transactions and eligible margin 
loans. 

(2) This section also describes the method-
ology for calculating EAD for an OTC deriva-
tive contract or a set of OTC derivative con-
tracts subject to a qualifying master netting 
agreement. A bank also may use the internal 
models methodology to estimate EAD for 
qualifying cross-product master netting 
agreements. 

(3) A bank may only use the standard su-
pervisory haircut approach with a minimum 
10-business-day holding period to recognize 
in EAD the benefits of conforming residen-
tial mortgage collateral that secures repo- 
style transactions (other than repo-style 
transactions included in the bank’s VaR- 
based measure under 12 CFR part 325, appen-
dix C), eligible margin loans, and OTC deriv-
ative contracts. 

(4) A bank may use any combination of the 
three methodologies for collateral recogni-
tion; however, it must use the same method-
ology for similar exposures. 

(b) EAD for eligible margin loans and repo- 
style transactions—(1) General. A bank may 
recognize the credit risk mitigation benefits 
of financial collateral that secures an eligi-
ble margin loan, repo-style transaction, or 
single-product netting set of such trans-
actions by factoring the collateral into its 
LGD estimates for the exposure. Alter-
natively, a bank may estimate an unsecured 
LGD for the exposure, as well as for any 
repo-style transaction that is included in the 
bank’s VaR-based measure under 12 CFR 
part 325, appendix C, and determine the EAD 
of the exposure using: 
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(i) The collateral haircut approach de-
scribed in paragraph (b)(2) of this section; 

(ii) For netting sets only, the simple VaR 
methodology described in paragraph (b)(3) of 
this section; or 

(iii) The internal models methodology de-
scribed in paragraph (d) of this section. 

(2) Collateral haircut approach—(i) EAD 
equation. A bank may determine EAD for an 
eligible margin loan, repo-style transaction, 
or netting set by setting EAD equal to max 
{0, [(SE¥SC) + S(Es × Hs) + S(Efx × Hfx)]}, 
where: 

(A) SE equals the value of the exposure 
(the sum of the current market values of all 
instruments, gold, and cash the bank has 
lent, sold subject to repurchase, or posted as 
collateral to the counterparty under the 
transaction (or netting set)); 

(B) SC equals the value of the collateral 
(the sum of the current market values of all 
instruments, gold, and cash the bank has 
borrowed, purchased subject to resale, or 
taken as collateral from the counterparty 
under the transaction (or netting set)); 

(C) Es equals the absolute value of the net 
position in a given instrument or in gold 
(where the net position in a given instru-
ment or in gold equals the sum of the cur-
rent market values of the instrument or gold 
the bank has lent, sold subject to repur-
chase, or posted as collateral to the 

counterparty minus the sum of the current 
market values of that same instrument or 
gold the bank has borrowed, purchased sub-
ject to resale, or taken as collateral from the 
counterparty); 

(D) Hs equals the market price volatility 
haircut appropriate to the instrument or 
gold referenced in Es; 

(E) Efx equals the absolute value of the net 
position of instruments and cash in a cur-
rency that is different from the settlement 
currency (where the net position in a given 
currency equals the sum of the current mar-
ket values of any instruments or cash in the 
currency the bank has lent, sold subject to 
repurchase, or posted as collateral to the 
counterparty minus the sum of the current 
market values of any instruments or cash in 
the currency the bank has borrowed, pur-
chased subject to resale, or taken as collat-
eral from the counterparty); and 

(F) Hfx equals the haircut appropriate to 
the mismatch between the currency ref-
erenced in Efx and the settlement currency. 

(ii) Standard supervisory haircuts. (A) Under 
the standard supervisory haircuts approach: 

(1) A bank must use the haircuts for mar-
ket price volatility (Hs) in Table 3, as ad-
justed in certain circumstances as provided 
in paragraph (b)(2)(ii)(A)(3) and (4) of this 
section; 

TABLE 3—STANDARD SUPERVISORY MARKET PRICE VOLATILITY HAIRCUTS 1 

Applicable external rating grade category for 
debt securities 

Residual maturity for debt securi-
ties 

Issuers exempt 
from the 3 basis 

point floor 
Other issuers 

Two highest investment-grade rating categories 
for long-term ratings/highest investment-grade 
rating category for short-term ratings.

≤ 1 year ...........................................
>1 year, ≤ 5 years ..........................
> 5 years .........................................

0.005 
0.02 
0.04 

0.01 
0.04 
0.08 

Two lowest investment-grade rating categories 
for both short- and long-term ratings.

≤ 1 year ...........................................
> 1 year, ≤ 5 years .........................
> 5 years .........................................

0.01 
0.03 
0.06 

0.02 
0.06 
0.12 

One rating category below investment grade ..... All .................................................... 0.15 0.25 

Main index equities (including convertible bonds) and gold ............................................. 0.15 

Other publicly traded equities (including convertible bonds), conforming residential 
mortgages, and nonfinancial collateral.

0.25 

Mutual funds ...................................................................................................................... Highest haircut applicable to any 
security in which the fund can invest. 

Cash on deposit with the bank (including a certificate of deposit issued by the bank) ... 0 

1 The market price volatility haircuts in Table 3 are based on a ten-business-day holding period. 

(2) For currency mismatches, a bank must 
use a haircut for foreign exchange rate vola-
tility (Hfx) of 8 percent, as adjusted in cer-
tain circumstances as provided in paragraph 
(b)(2)(ii)(A)(3) and (4) of this section. 

(3) For repo-style transactions, a bank may 
multiply the supervisory haircuts provided 
in paragraphs (b)(2)(ii)(A)(1) and (2) of this 

section by the square root of 1⁄2 (which equals 
0.707107). 

(4) A bank must adjust the supervisory 
haircuts upward on the basis of a holding pe-
riod longer than ten business days (for eligi-
ble margin loans) or five business days (for 
repo-style transactions) where and as appro-
priate to take into account the illiquidity of 
an instrument. 
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(iii) Own internal estimates for haircuts. 
With the prior written approval of the FDIC, 
a bank may calculate haircuts (Hs and Hfx) 
using its own internal estimates of the 
volatilities of market prices and foreign ex-
change rates. 

(A) To receive FDIC approval to use its 
own internal estimates, a bank must satisfy 
the following minimum quantitative stand-
ards: 

(1) A bank must use a 99th percentile one- 
tailed confidence interval. 

(2) The minimum holding period for a repo- 
style transaction is five business days and 
for an eligible margin loan is ten business 
days. When a bank calculates an own-esti-
mates haircut on a TN-day holding period, 
which is different from the minimum holding 
period for the transaction type, the applica-
ble haircut (HM) is calculated using the fol-
lowing square root of time formula: 

H H
T
TM N

M

N

=  , where

(i) TM equals 5 for repo-style transactions 
and 10 for eligible margin loans; 

(ii) TN equals the holding period used by 
the bank to derive HN; and 

(iii) HN equals the haircut based on the 
holding period TN. 

(3) A bank must adjust holding periods up-
wards where and as appropriate to take into 
account the illiquidity of an instrument. 

(4) The historical observation period must 
be at least one year. 

(5) A bank must update its data sets and 
recompute haircuts no less frequently than 
quarterly and must also reassess data sets 
and haircuts whenever market prices change 
materially. 

(B) With respect to debt securities that 
have an applicable external rating of invest-
ment grade, a bank may calculate haircuts 
for categories of securities. For a category of 
securities, the bank must calculate the hair-
cut on the basis of internal volatility esti-
mates for securities in that category that 
are representative of the securities in that 
category that the bank has lent, sold subject 
to repurchase, posted as collateral, bor-
rowed, purchased subject to resale, or taken 
as collateral. In determining relevant cat-
egories, the bank must at a minimum take 
into account: 

(1) The type of issuer of the security; 
(2) The applicable external rating of the se-

curity; 
(3) The maturity of the security; and 
(4) The interest rate sensitivity of the se-

curity. 
(C) With respect to debt securities that 

have an applicable external rating of below 
investment grade and equity securities, a 
bank must calculate a separate haircut for 
each individual security. 

(D) Where an exposure or collateral 
(whether in the form of cash or securities) is 
denominated in a currency that differs from 
the settlement currency, the bank must cal-
culate a separate currency mismatch haircut 
for its net position in each mismatched cur-
rency based on estimated volatilities of for-
eign exchange rates between the mismatched 
currency and the settlement currency. 

(E) A bank’s own estimates of market price 
and foreign exchange rate volatilities may 
not take into account the correlations 
among securities and foreign exchange rates 
on either the exposure or collateral side of a 
transaction (or netting set) or the correla-
tions among securities and foreign exchange 
rates between the exposure and collateral 
sides of the transaction (or netting set). 

(3) Simple VaR methodology. With the prior 
written approval of the FDIC, a bank may 
estimate EAD for a netting set using a VaR 
model that meets the requirements in para-
graph (b)(3)(iii) of this section. In such event, 
the bank must set EAD equal to max {0, 
[(SE—SC) + PFE]}, where: 

(i) SE equals the value of the exposure (the 
sum of the current market values of all in-
struments, gold, and cash the bank has lent, 
sold subject to repurchase, or posted as col-
lateral to the counterparty under the net-
ting set); 

(ii) SC equals the value of the collateral 
(the sum of the current market values of all 
instruments, gold, and cash the bank has 
borrowed, purchased subject to resale, or 
taken as collateral from the counterparty 
under the netting set); and 

(iii) PFE (potential future exposure) equals 
the bank’s empirically based best estimate 
of the 99th percentile, one-tailed confidence 
interval for an increase in the value of (SE— 
SC) over a five-business-day holding period for 
repo-style transactions or over a ten-business- 
day holding period for eligible margin loans using 
a minimum one-year historical observation period 
of price data representing the instruments that 
the bank has lent, sold subject to repurchase, 
posted as collateral, borrowed, purchased 
subject to resale, or taken as collateral. The 
bank must validate its VaR model, including by 
establishing and maintaining a rigorous and 
regular back-testing regime. 

(c) EAD for OTC derivative contracts. (1) A 
bank must determine the EAD for an OTC 
derivative contract that is not subject to a 
qualifying master netting agreement using 
the current exposure methodology in para-
graph (c)(5) of this section or using the inter-
nal models methodology described in para-
graph (d) of this section. 

(2) A bank must determine the EAD for 
multiple OTC derivative contracts that are 
subject to a qualifying master netting agree-
ment using the current exposure method-
ology in paragraph (c)(6) of this section or 
using the internal models methodology de-
scribed in paragraph (d) of this section. 
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(3) Counterparty credit risk for credit deriva-
tives. Notwithstanding the above, (i) A bank 
that purchases a credit derivative that is 
recognized under section 33 or 34 of this ap-
pendix as a credit risk mitigant for an expo-
sure that is not a covered position under 12 
CFR part 325, appendix C need not compute 
a separate counterparty credit risk capital 
requirement under this section so long as the 
bank does so consistently for all such credit 
derivatives and either includes all or ex-
cludes all such credit derivatives that are 
subject to a master netting agreement from 
any measure used to determine counterparty 
credit risk exposure to all relevant counter-
parties for risk-based capital purposes. 

(ii) A bank that is the protection provider 
in a credit derivative must treat the credit 
derivative as a wholesale exposure to the ref-
erence obligor and need not compute a 
counterparty credit risk capital requirement 
for the credit derivative under this section, 
so long as it does so consistently for all such 
credit derivatives and either includes all or 
excludes all such credit derivatives that are 
subject to a master netting agreement from 
any measure used to determine counterparty 
credit risk exposure to all relevant counter-
parties for risk-based capital purposes (un-
less the bank is treating the credit deriva-
tive as a covered position under 12 CFR part 
325, appendix C, in which case the bank must 
compute a supplemental counterparty credit 
risk capital requirement under this section). 

(4) Counterparty credit risk for equity deriva-
tives. A bank must treat an equity derivative 
contract as an equity exposure and compute 
a risk-weighted asset amount for the equity 
derivative contract under part VI (unless the 
bank is treating the contract as a covered 
position under 12 CFR part 325, appendix C). 
In addition, if the bank is treating the con-
tract as a covered position under 12 CFR part 
325, appendix C and in certain other cases de-
scribed in section 55 of this appendix, the 

bank must also calculate a risk-based cap-
ital requirement for the counterparty credit 
risk of an equity derivative contract under 
this part. 

(5) Single OTC derivative contract. Except as 
modified by paragraph (c)(7) of this section, 
the EAD for a single OTC derivative contract 
that is not subject to a qualifying master 
netting agreement is equal to the sum of the 
bank’s current credit exposure and potential 
future credit exposure (PFE) on the deriva-
tive contract. 

(i) Current credit exposure. The current 
credit exposure for a single OTC derivative 
contract is the greater of the mark-to-mar-
ket value of the derivative contract or zero. 

(ii) PFE. The PFE for a single OTC deriva-
tive contract, including an OTC derivative 
contract with a negative mark-to-market 
value, is calculated by multiplying the no-
tional principal amount of the derivative 
contract by the appropriate conversion fac-
tor in Table 4. For purposes of calculating ei-
ther the PFE under this paragraph or the 
gross PFE under paragraph (c)(6) of this sec-
tion for exchange rate contracts and other 
similar contracts in which the notional prin-
cipal amount is equivalent to the cash flows, 
notional principal amount is the net receipts 
to each party falling due on each value date 
in each currency. For any OTC derivative 
contract that does not fall within one of the 
specified categories in Table 4, the PFE must 
be calculated using the ‘‘other’’ conversion 
factors. A bank must use an OTC derivative 
contract’s effective notional principal 
amount (that is, its apparent or stated no-
tional principal amount multiplied by any 
multiplier in the OTC derivative contract) 
rather than its apparent or stated notional 
principal amount in calculating PFE. PFE of 
the protection provider of a credit derivative 
is capped at the net present value of the 
amount of unpaid premiums. 

TABLE 4—CONVERSION FACTOR MATRIX FOR OTC DERIVATIVE CONTRACTS 1 

Remaining maturity 2 Interest rate 
Foreign ex-
change rate 

and gold 

Credit (in-
vestment- 
grade ref-
erence ob-

ligor) 3 

Credit 
(non-in-

vestment- 
grade ref-
erence ob-

ligor) 

Equity 
Precious 

metals (ex-
cept gold) 

Other 

One year or less ................. 0 .00 0 .01 0.05 0.10 0.06 0.07 0.10 
Over one to five years ........ 0 .005 0 .05 0.05 0.10 0.08 0.07 0.12 
Over five years .................... 0 .015 0 .075 0.05 0.10 0.10 0.08 0.15 

1 For an OTC derivative contract with multiple exchanges of principal, the conversion factor is multiplied by the number of re-
maining payments in the derivative contract. 

2 For an OTC derivative contract that is structured such that on specified dates any outstanding exposure is settled and the 
terms are reset so that the market value of the contract is zero, the remaining maturity equals the time until the next reset date. 
For an interest rate derivative contract with a remaining maturity of greater than one year that meets these criteria, the minimum 
conversion factor is 0.005. 

3 A bank must use the column labeled ‘‘Credit (investment-grade reference obligor)’’ for a credit derivative whose reference ob-
ligor has an outstanding unsecured long-term debt security without credit enhancement that has a long-term applicable external 
rating of at least investment grade. A bank must use the column labeled ‘‘Credit (non-investment-grade reference obligor)’’ for all 
other credit derivatives. 
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(6) Multiple OTC derivative contracts subject 
to a qualifying master netting agreement. Ex-
cept as modified by paragraph (c)(7) of this 
section, the EAD for multiple OTC derivative 
contracts subject to a qualifying master net-
ting agreement is equal to the sum of the net 
current credit exposure and the adjusted sum 
of the PFE exposure for all OTC derivative 
contracts subject to the qualifying master 
netting agreement. 

(i) Net current credit exposure. The net cur-
rent credit exposure is the greater of: 

(A) The net sum of all positive and nega-
tive mark-to-market values of the individual 
OTC derivative contracts subject to the 
qualifying master netting agreement; or 

(B) zero. 
(ii) Adjusted sum of the PFE. The adjusted 

sum of the PFE, Anet, is calculated as Anet 
= (0.4×Agross)+(0.6×NGR×Agross), where: 

(A) Agross = the gross PFE (that is, the 
sum of the PFE amounts (as determined 
under paragraph (c)(5)(ii) of this section) for 
each individual OTC derivative contract sub-
ject to the qualifying master netting agree-
ment); and 

(B) NGR = the net to gross ratio (that is, 
the ratio of the net current credit exposure 
to the gross current credit exposure). In cal-
culating the NGR, the gross current credit 
exposure equals the sum of the positive cur-
rent credit exposures (as determined under 
paragraph (c)(5)(i) of this section) of all indi-
vidual OTC derivative contracts subject to 
the qualifying master netting agreement. 

(7) Collateralized OTC derivative contracts. A 
bank may recognize the credit risk mitiga-
tion benefits of financial collateral that se-
cures an OTC derivative contract or single- 
product netting set of OTC derivatives by 
factoring the collateral into its LGD esti-
mates for the contract or netting set. Alter-
natively, a bank may recognize the credit 
risk mitigation benefits of financial collat-
eral that secures such a contract or netting 
set that is marked to market on a daily basis 
and subject to a daily margin maintenance 
requirement by estimating an unsecured 
LGD for the contract or netting set and ad-
justing the EAD calculated under paragraph 
(c)(5) or (c)(6) of this section using the collat-
eral haircut approach in paragraph (b)(2) of 
this section. The bank must substitute the 
EAD calculated under paragraph (c)(5) or 
(c)(6) of this section for SE in the equation in 
paragraph (b)(2)(i) of this section and must 
use a ten-business-day minimum holding pe-
riod (TM = 10). 

(d) Internal models methodology. (1) With 
prior written approval from the FDIC, a 
bank may use the internal models method-
ology in this paragraph (d) to determine 
EAD for counterparty credit risk for OTC de-
rivative contracts (collateralized or 
uncollateralized) and single-product netting 
sets thereof, for eligible margin loans and 
single-product netting sets thereof, and for 

repo-style transactions and single-product 
netting sets thereof. A bank that uses the in-
ternal models methodology for a particular 
transaction type (OTC derivative contracts, 
eligible margin loans, or repo-style trans-
actions) must use the internal models meth-
odology for all transactions of that trans-
action type. A bank may choose to use the 
internal models methodology for one or two 
of these three types of exposures and not the 
other types. A bank may also use the inter-
nal models methodology for OTC derivative 
contracts, eligible margin loans, and repo- 
style transactions subject to a qualifying 
cross-product netting agreement if: 

(i) The bank effectively integrates the risk 
mitigating effects of cross-product netting 
into its risk management and other informa-
tion technology systems; and 

(ii) The bank obtains the prior written ap-
proval of the FDIC. A bank that uses the in-
ternal models methodology for a transaction 
type must receive approval from the FDIC to 
cease using the methodology for that trans-
action type or to make a material change to 
its internal model. 

(2) Under the internal models method-
ology, a bank uses an internal model to esti-
mate the expected exposure (EE) for a net-
ting set and then calculates EAD based on 
that EE. 

(i) The bank must use its internal model’s 
probability distribution for changes in the 
market value of a netting set that are attrib-
utable to changes in market variables to de-
termine EE. 

(ii) Under the internal models method-
ology, EAD = a x effective EPE, or, subject 
to FDIC approval as provided in paragraph 
(d)(7), a more conservative measure of EAD. 

( )A EffectiveEE tt k
k

n

k
 EffectiveEPEtk

= ×
=

∑ Δ
1

(that is, effective EPE is the time-weighted 
average of effective EE where the weights 
are the proportion that an individual effec-
tive EE represents in a one-year time inter-
val) where: 

(1) Effective EEtk = max (Effective EEtk−1, 
EEtk) (that is, for a specific datetk, effective 
EE is the greater of EE at that date or the 
effective EE at the previous date); and 

(2) tk represents the kth future time period 
in the model and there are n time periods 
represented in the model over the first year; 
and 

(B) a = 1.4 except as provided in paragraph 
(d)(6), or when the FDIC has determined that 
the bank must set a higher based on the 
bank’s specific characteristics of 
counterparty credit risk. 

(iii) A bank may include financial collat-
eral currently posted by the counterparty as 
collateral (but may not include other forms 
of collateral) when calculating EE. 
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3 Alternatively, a bank that uses an inter-
nal model to calculate a one-sided credit 
valuation adjustment may use the effective 

credit duration estimated by the model as 
M(EPE) in place of the formula in paragraph 
(d)(4). 

(iv) If a bank hedges some or all of the 
counterparty credit risk associated with a 
netting set using an eligible credit deriva-
tive, the bank may take the reduction in ex-
posure to the counterparty into account 
when estimating EE. If the bank recognizes 
this reduction in exposure to the 
counterparty in its estimate of EE, it must 
also use its internal model to estimate a sep-
arate EAD for the bank’s exposure to the 
protection provider of the credit derivative. 

(3) To obtain FDIC approval to calculate 
the distributions of exposures upon which 
the EAD calculation is based, the bank must 
demonstrate to the satisfaction of the FDIC 
that it has been using for at least one year 
an internal model that broadly meets the 
following minimum standards, with which 
the bank must maintain compliance: 

(i) The model must have the systems capa-
bility to estimate the expected exposure to 
the counterparty on a daily basis (but is not 
expected to estimate or report expected ex-
posure on a daily basis). 

(ii) The model must estimate expected ex-
posure at enough future dates to reflect ac-
curately all the future cash flows of con-
tracts in the netting set. 

(iii) The model must account for the pos-
sible non-normality of the exposure distribu-
tion, where appropriate. 

(iv) The bank must measure, monitor, and 
control current counterparty exposure and 
the exposure to the counterparty over the 
whole life of all contracts in the netting set. 

(v) The bank must be able to measure and 
manage current exposures gross and net of 
collateral held, where appropriate. The bank 
must estimate expected exposures for OTC 
derivative contracts both with and without 
the effect of collateral agreements. 

(vi) The bank must have procedures to 
identify, monitor, and control specific 
wrong-way risk throughout the life of an ex-
posure. Wrong-way risk in this context is the 
risk that future exposure to a counterparty 
will be high when the counterparty’s prob-
ability of default is also high. 

(vii) The model must use current market 
data to compute current exposures. When es-
timating model parameters based on histor-
ical data, at least three years of historical 
data that cover a wide range of economic 
conditions must be used and must be updated 
quarterly or more frequently if market con-
ditions warrant. The bank should consider 
using model parameters based on forward- 
looking measures, where appropriate. 

(viii) A bank must subject its internal 
model to an initial validation and annual 
model review process. The model review 
should consider whether the inputs and risk 
factors, as well as the model outputs, are ap-
propriate. 

(4) Maturity. (i) If the remaining maturity 
of the exposure or the longest-dated contract 
in the netting set is greater than one year, 
the bank must set M for the exposure or net-
ting set equal to the lower of five years or 
M(EPE), 3 where: 

(B) dfk is the risk-free discount factor for 
future time period tk; and 

(C) Dtk = tk¥tk¥1. 
(ii) If the remaining maturity of the expo-

sure or the longest-dated contract in the net-
ting set is one year or less, the bank must 
set M for the exposure or netting set equal to 
one year, except as provided in paragraph 
(d)(7) of section 31 of this appendix. 

(5) Collateral agreements. A bank may cap-
ture the effect on EAD of a collateral agree-
ment that requires receipt of collateral when 
exposure to the counterparty increases but 
may not capture the effect on EAD of a col-

lateral agreement that requires receipt of 
collateral when counterparty credit quality 
deteriorates. For this purpose, a collateral 
agreement means a legal contract that speci-
fies the time when, and circumstances under 
which, the counterparty is required to pledge 
collateral to the bank for a single financial 
contract or for all financial contracts in a 
netting set and confers upon the bank a per-
fected, first priority security interest (not-
withstanding the prior security interest of 
any custodial agent), or the legal equivalent 
thereof, in the collateral posted by the 

VerDate Mar<15>2010 11:53 Feb 08, 2011 Jkt 223038 PO 00000 Frm 00275 Fmt 8010 Sfmt 8002 Y:\SGML\223038.XXX 223038 E
R

07
D

E
07

.0
15

<
/G

P
H

>

w
w

oo
ds

2 
on

 D
S

K
1D

X
X

6B
1P

R
O

D
 w

ith
 C

F
R



266 

12 CFR Ch. III (1–1–11 Edition) Pt. 325, App. D 

counterparty under the agreement. This se-
curity interest must provide the bank with a 
right to close out the financial positions and 
liquidate the collateral upon an event of de-
fault of, or failure to perform by, the 
counterparty under the collateral agree-
ment. A contract would not satisfy this re-
quirement if the bank’s exercise of rights 
under the agreement may be stayed or avoid-
ed under applicable law in the relevant juris-
dictions. Two methods are available to cap-
ture the effect of a collateral agreement: 

(i) With prior written approval from the 
FDIC, a bank may include the effect of a col-
lateral agreement within its internal model 
used to calculate EAD. The bank may set 
EAD equal to the expected exposure at the 
end of the margin period of risk. The margin 
period of risk means, with respect to a net-
ting set subject to a collateral agreement, 
the time period from the most recent ex-
change of collateral with a counterparty 
until the next required exchange of collat-
eral plus the period of time required to sell 
and realize the proceeds of the least liquid 
collateral that can be delivered under the 
terms of the collateral agreement and, where 
applicable, the period of time required to re- 
hedge the resulting market risk, upon the 
default of the counterparty. The minimum 
margin period of risk is five business days 
for repo-style transactions and ten business 
days for other transactions when liquid fi-
nancial collateral is posted under a daily 
margin maintenance requirement. This pe-
riod should be extended to cover any addi-
tional time between margin calls; any poten-
tial closeout difficulties; any delays in sell-
ing collateral, particularly if the collateral 
is illiquid; and any impediments to prompt 
re-hedging of any market risk. 

(ii) A bank that can model EPE without 
collateral agreements but cannot achieve 
the higher level of modeling sophistication 
to model EPE with collateral agreements 
can set effective EPE for a collateralized 
netting set equal to the lesser of: 

(A) The threshold, defined as the exposure 
amount at which the counterparty is re-
quired to post collateral under the collateral 
agreement, if the threshold is positive, plus 
an add-on that reflects the potential increase 
in exposure of the netting set over the mar-
gin period of risk. The add-on is computed as 
the expected increase in the netting set’s ex-
posure beginning from current exposure of 
zero over the margin period of risk. The mar-
gin period of risk must be at least five busi-
ness days for netting sets consisting only of 
repo-style transactions subject to daily re- 
margining and daily marking-to-market, and 
ten business days for all other netting sets; 
or 

(B) Effective EPE without a collateral 
agreement. 

(6) Own estimate of alpha. With prior writ-
ten approval of the FDIC, a bank may cal-

culate alpha as the ratio of economic capital 
from a full simulation of counterparty expo-
sure across counterparties that incorporates 
a joint simulation of market and credit risk 
factors (numerator) and economic capital 
based on EPE (denominator), subject to a 
floor of 1.2. For purposes of this calculation, 
economic capital is the unexpected losses for 
all counterparty credit risks measured at a 
99.9 percent confidence level over a one-year 
horizon. To receive approval, the bank must 
meet the following minimum standards to 
the satisfaction of the FDIC: 

(i) The bank’s own estimate of alpha must 
capture in the numerator the effects of: 

(A) The material sources of stochastic de-
pendency of distributions of market values 
of transactions or portfolios of transactions 
across counterparties; 

(B) Volatilities and correlations of market 
risk factors used in the joint simulation, 
which must be related to the credit risk fac-
tor used in the simulation to reflect poten-
tial increases in volatility or correlation in 
an economic downturn, where appropriate; 
and 

(C) The granularity of exposures (that is, 
the effect of a concentration in the propor-
tion of each counterparty’s exposure that is 
driven by a particular risk factor). 

(ii) The bank must assess the potential 
model uncertainty in its estimates of alpha. 

(iii) The bank must calculate the numer-
ator and denominator of alpha in a con-
sistent fashion with respect to modeling 
methodology, parameter specifications, and 
portfolio composition. 

(iv) The bank must review and adjust as 
appropriate its estimates of the numerator 
and denominator of alpha on at least a quar-
terly basis and more frequently when the 
composition of the portfolio varies over 
time. 

(7) Other measures of counterparty exposure. 
With prior written approval of the FDIC, a 
bank may set EAD equal to a measure of 
counterparty credit risk exposure, such as 
peak EAD, that is more conservative than an 
alpha of 1.4 (or higher under the terms of 
paragraph (d)(2)(ii)(B) of this section) times 
EPE for every counterparty whose EAD will 
be measured under the alternative measure 
of counterparty exposure. The bank must 
demonstrate the conservatism of the meas-
ure of counterparty credit risk exposure used 
for EAD. For material portfolios of new OTC 
derivative products, the bank may assume 
that the current exposure methodology in 
paragraphs (c)(5) and (c)(6) of this section 
meets the conservatism requirement of this 
paragraph for a period not to exceed 180 
days. For immaterial portfolios of OTC de-
rivative contracts, the bank generally may 
assume that the current exposure method-
ology in paragraphs (c)(5) and (c)(6) of this 
section meets the conservatism requirement 
of this paragraph. 
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Section 33. Guarantees and Credit Derivatives: 
PD Substitution and LGD Adjustment Ap-
proaches 

(a) Scope. (1) This section applies to whole-
sale exposures for which: 

(i) Credit risk is fully covered by an eligi-
ble guarantee or eligible credit derivative; or 

(ii) Credit risk is covered on a pro rata 
basis (that is, on a basis in which the bank 
and the protection provider share losses pro-
portionately) by an eligible guarantee or eli-
gible credit derivative. 

(2) Wholesale exposures on which there is a 
tranching of credit risk (reflecting at least 
two different levels of seniority) are 
securitization exposures subject to the 
securitization framework in part V. 

(3) A bank may elect to recognize the cred-
it risk mitigation benefits of an eligible 
guarantee or eligible credit derivative cov-
ering an exposure described in paragraph 
(a)(1) of this section by using the PD substi-
tution approach or the LGD adjustment ap-
proach in paragraph (c) of this section or, if 
the transaction qualifies, using the double 
default treatment in section 34 of this appen-
dix. A bank’s PD and LGD for the hedged ex-
posure may not be lower than the PD and 
LGD floors described in paragraphs (d)(2) and 
(d)(3) of section 31 of this appendix. 

(4) If multiple eligible guarantees or eligi-
ble credit derivatives cover a single exposure 
described in paragraph (a)(1) of this section, 
a bank may treat the hedged exposure as 
multiple separate exposures each covered by 
a single eligible guarantee or eligible credit 
derivative and may calculate a separate 
risk-based capital requirement for each sepa-
rate exposure as described in paragraph (a)(3) 
of this section. 

(5) If a single eligible guarantee or eligible 
credit derivative covers multiple hedged 
wholesale exposures described in paragraph 
(a)(1) of this section, a bank must treat each 
hedged exposure as covered by a separate eli-
gible guarantee or eligible credit derivative 
and must calculate a separate risk-based 
capital requirement for each exposure as de-
scribed in paragraph (a)(3) of this section. 

(6) A bank must use the same risk param-
eters for calculating ECL as it uses for calcu-
lating the risk-based capital requirement for 
the exposure. 

(b) Rules of recognition. (1) A bank may only 
recognize the credit risk mitigation benefits 
of eligible guarantees and eligible credit de-
rivatives. 

(2) A bank may only recognize the credit 
risk mitigation benefits of an eligible credit 
derivative to hedge an exposure that is dif-
ferent from the credit derivative’s reference 
exposure used for determining the deriva-
tive’s cash settlement value, deliverable ob-
ligation, or occurrence of a credit event if: 

(i) The reference exposure ranks pari passu 
(that is, equally) with or is junior to the 
hedged exposure; and 

(ii) The reference exposure and the hedged 
exposure are exposures to the same legal en-
tity, and legally enforceable cross-default or 
cross-acceleration clauses are in place to as-
sure payments under the credit derivative 
are triggered when the obligor fails to pay 
under the terms of the hedged exposure. 

(c) Risk parameters for hedged exposures—(1) 
PD substitution approach—(i) Full coverage. If 
an eligible guarantee or eligible credit deriv-
ative meets the conditions in paragraphs (a) 
and (b) of this section and the protection 
amount (P) of the guarantee or credit deriva-
tive is greater than or equal to the EAD of 
the hedged exposure, a bank may recognize 
the guarantee or credit derivative in deter-
mining the bank’s risk-based capital require-
ment for the hedged exposure by sub-
stituting the PD associated with the rating 
grade of the protection provider for the PD 
associated with the rating grade of the obli-
gor in the risk-based capital formula appli-
cable to the guarantee or credit derivative in 
Table 2 and using the appropriate LGD as de-
scribed in paragraph (c)(1)(iii) of this section. 
If the bank determines that full substitution 
of the protection provider’s PD leads to an 
inappropriate degree of risk mitigation, the 
bank may substitute a higher PD than that 
of the protection provider. 

(ii) Partial coverage. If an eligible guarantee 
or eligible credit derivative meets the condi-
tions in paragraphs (a) and (b) of this section 
and the protection amount (P) of the guar-
antee or credit derivative is less than the 
EAD of the hedged exposure, the bank must 
treat the hedged exposure as two separate 
exposures (protected and unprotected) in 
order to recognize the credit risk mitigation 
benefit of the guarantee or credit derivative. 

(A) The bank must calculate its risk-based 
capital requirement for the protected expo-
sure under section 31 of this appendix, where 
PD is the protection provider’s PD, LGD is 
determined under paragraph (c)(1)(iii) of this 
section, and EAD is P. If the bank deter-
mines that full substitution leads to an inap-
propriate degree of risk mitigation, the bank 
may use a higher PD than that of the protec-
tion provider. 

(B) The bank must calculate its risk-based 
capital requirement for the unprotected ex-
posure under section 31 of this appendix, 
where PD is the obligor’s PD, LGD is the 
hedged exposure’s LGD (not adjusted to re-
flect the guarantee or credit derivative), and 
EAD is the EAD of the original hedged expo-
sure minus P. 

(C) The treatment in this paragraph 
(c)(1)(ii) is applicable when the credit risk of 
a wholesale exposure is covered on a partial 
pro rata basis or when an adjustment is 
made to the effective notional amount of the 
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guarantee or credit derivative under para-
graph (d), (e), or (f) of this section. 

(iii) LGD of hedged exposures. The LGD of a 
hedged exposure under the PD substitution 
approach is equal to: 

(A) The lower of the LGD of the hedged ex-
posure (not adjusted to reflect the guarantee 
or credit derivative) and the LGD of the 
guarantee or credit derivative, if the guar-
antee or credit derivative provides the bank 
with the option to receive immediate payout 
upon triggering the protection; or 

(B) The LGD of the guarantee or credit de-
rivative, if the guarantee or credit derivative 
does not provide the bank with the option to 
receive immediate payout upon triggering 
the protection. 

(2) LGD adjustment approach—(i) Full cov-
erage. If an eligible guarantee or eligible 
credit derivative meets the conditions in 
paragraphs (a) and (b) of this section and the 
protection amount (P) of the guarantee or 
credit derivative is greater than or equal to 
the EAD of the hedged exposure, the bank’s 
risk-based capital requirement for the 
hedged exposure is the greater of: 

(A) The risk-based capital requirement for 
the exposure as calculated under section 31 
of this appendix, with the LGD of the expo-
sure adjusted to reflect the guarantee or 
credit derivative; or 

(B) The risk-based capital requirement for 
a direct exposure to the protection provider 
as calculated under section 31 of this appen-
dix, using the PD for the protection provider, 
the LGD for the guarantee or credit deriva-
tive, and an EAD equal to the EAD of the 
hedged exposure. 

(ii) Partial coverage. If an eligible guarantee 
or eligible credit derivative meets the condi-
tions in paragraphs (a) and (b) of this section 
and the protection amount (P) of the guar-
antee or credit derivative is less than the 
EAD of the hedged exposure, the bank must 
treat the hedged exposure as two separate 
exposures (protected and unprotected) in 
order to recognize the credit risk mitigation 
benefit of the guarantee or credit derivative. 

(A) The bank’s risk-based capital require-
ment for the protected exposure would be the 
greater of: 

(1) The risk-based capital requirement for 
the protected exposure as calculated under 
section 31 of this appendix, with the LGD of 
the exposure adjusted to reflect the guar-
antee or credit derivative and EAD set equal 
to P; or 

(2) The risk-based capital requirement for 
a direct exposure to the guarantor as cal-
culated under section 31 of this appendix, 
using the PD for the protection provider, the 
LGD for the guarantee or credit derivative, 
and an EAD set equal to P. 

(B) The bank must calculate its risk-based 
capital requirement for the unprotected ex-
posure under section 31 of this appendix, 
where PD is the obligor’s PD, LGD is the 

hedged exposure’s LGD (not adjusted to re-
flect the guarantee or credit derivative), and 
EAD is the EAD of the original hedged expo-
sure minus P. 

(3) M of hedged exposures. The M of the 
hedged exposure is the same as the M of the 
exposure if it were unhedged. 

(d) Maturity mismatch. (1) A bank that rec-
ognizes an eligible guarantee or eligible 
credit derivative in determining its risk- 
based capital requirement for a hedged expo-
sure must adjust the effective notional 
amount of the credit risk mitigant to reflect 
any maturity mismatch between the hedged 
exposure and the credit risk mitigant. 

(2) A maturity mismatch occurs when the 
residual maturity of a credit risk mitigant is 
less than that of the hedged exposure(s). 

(3) The residual maturity of a hedged expo-
sure is the longest possible remaining time 
before the obligor is scheduled to fulfill its 
obligation on the exposure. If a credit risk 
mitigant has embedded options that may re-
duce its term, the bank (protection pur-
chaser) must use the shortest possible resid-
ual maturity for the credit risk mitigant. If 
a call is at the discretion of the protection 
provider, the residual maturity of the credit 
risk mitigant is at the first call date. If the 
call is at the discretion of the bank (protec-
tion purchaser), but the terms of the ar-
rangement at origination of the credit risk 
mitigant contain a positive incentive for the 
bank to call the transaction before contrac-
tual maturity, the remaining time to the 
first call date is the residual maturity of the 
credit risk mitigant. For example, where 
there is a step-up in cost in conjunction with 
a call feature or where the effective cost of 
protection increases over time even if credit 
quality remains the same or improves, the 
residual maturity of the credit risk mitigant 
will be the remaining time to the first call. 

(4) A credit risk mitigant with a maturity 
mismatch may be recognized only if its 
original maturity is greater than or equal to 
one year and its residual maturity is greater 
than three months. 

(5) When a maturity mismatch exists, the 
bank must apply the following adjustment to 
the effective notional amount of the credit 
risk mitigant: Pm = E × (t – 0.25)/(T – 0.25), 
where: 

(i) Pm = effective notional amount of the 
credit risk mitigant, adjusted for maturity 
mismatch; 

(ii) E = effective notional amount of the 
credit risk mitigant; 

(iii) t = the lesser of T or the residual ma-
turity of the credit risk mitigant, expressed 
in years; and 

(iv) T = the lesser of five or the residual 
maturity of the hedged exposure, expressed 
in years. 

(e) Credit derivatives without restructuring as 
a credit event. If a bank recognizes an eligible 
credit derivative that does not include as a 
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credit event a restructuring of the hedged 
exposure involving forgiveness or postpone-
ment of principal, interest, or fees that re-
sults in a credit loss event (that is, a charge- 
off, specific provision, or other similar debit 
to the profit and loss account), the bank 
must apply the following adjustment to the 
effective notional amount of the credit de-
rivative: Pr = Pm × 0.60, where: 

(1) Pr = effective notional amount of the 
credit risk mitigant, adjusted for lack of re-
structuring event (and maturity mismatch, 
if applicable); and 

(2) Pm = effective notional amount of the 
credit risk mitigant adjusted for maturity 
mismatch (if applicable). 

(f) Currency mismatch. (1) If a bank recog-
nizes an eligible guarantee or eligible credit 
derivative that is denominated in a currency 
different from that in which the hedged ex-
posure is denominated, the bank must apply 
the following formula to the effective no-
tional amount of the guarantee or credit de-
rivative: Pc = Pr × (1 – HFX), where: 

(i) Pc = effective notional amount of the 
credit risk mitigant, adjusted for currency 
mismatch (and maturity mismatch and lack 
of restructuring event, if applicable); 

(ii) Pr = effective notional amount of the 
credit risk mitigant (adjusted for maturity 
mismatch and lack of restructuring event, if 
applicable); and 

(iii) HFX = haircut appropriate for the cur-
rency mismatch between the credit risk 
mitigant and the hedged exposure. 

(2) A bank must set HFX equal to 8 percent 
unless it qualifies for the use of and uses its 
own internal estimates of foreign exchange 
volatility based on a ten-business-day hold-
ing period and daily marking-to-market and 
remargining. A bank qualifies for the use of 
its own internal estimates of foreign ex-
change volatility if it qualifies for: 

(i) The own-estimates haircuts in para-
graph (b)(2)(iii) of section 32 of this appendix; 

(ii) The simple VaR methodology in para-
graph (b)(3) of section 32 of this appendix; or 

(iii) The internal models methodology in 
paragraph (d) of section 32 of this appendix. 

(3) A bank must adjust HFX calculated in 
paragraph (f)(2) of this section upward if the 
bank revalues the guarantee or credit deriva-
tive less frequently than once every ten busi-
ness days using the square root of time for-
mula provided in paragraph (b)(2)(iii)(A)(2) of 
section 32 of this appendix. 

Section 34. Guarantees and Credit Derivatives: 
Double Default Treatment 

(a) Eligibility and operational criteria for dou-
ble default treatment. A bank may recognize 
the credit risk mitigation benefits of a guar-
antee or credit derivative covering an expo-
sure described in paragraph (a)(1) of section 
33 of this appendix by applying the double 
default treatment in this section if all the 
following criteria are satisfied. 

(1) The hedged exposure is fully covered or 
covered on a pro rata basis by: 

(i) An eligible guarantee issued by an eligi-
ble double default guarantor; or 

(ii) An eligible credit derivative that meets 
the requirements of paragraph (b)(2) of sec-
tion 33 of this appendix and is issued by an 
eligible double default guarantor. 

(2) The guarantee or credit derivative is: 
(i) An uncollateralized guarantee or 

uncollateralized credit derivative (for exam-
ple, a credit default swap) that provides pro-
tection with respect to a single reference ob-
ligor; or 

(ii) An nth-to-default credit derivative 
(subject to the requirements of paragraph 
(m) of section 42 of this appendix). 

(3) The hedged exposure is a wholesale ex-
posure (other than a sovereign exposure). 

(4) The obligor of the hedged exposure is 
not: 

(i) An eligible double default guarantor or 
an affiliate of an eligible double default 
guarantor; or 

(ii) An affiliate of the guarantor. 
(5) The bank does not recognize any credit 

risk mitigation benefits of the guarantee or 
credit derivative for the hedged exposure 
other than through application of the double 
default treatment as provided in this sec-
tion. 

(6) The bank has implemented a process 
(which has received the prior, written ap-
proval of the FDIC) to detect excessive cor-
relation between the creditworthiness of the 
obligor of the hedged exposure and the pro-
tection provider. If excessive correlation is 
present, the bank may not use the double de-
fault treatment for the hedged exposure. 

(b) Full coverage. If the transaction meets 
the criteria in paragraph (a) of this section 
and the protection amount (P) of the guar-
antee or credit derivative is at least equal to 
the EAD of the hedged exposure, the bank 
may determine its risk-weighted asset 
amount for the hedged exposure under para-
graph (e) of this section. 

(c) Partial coverage. If the transaction 
meets the criteria in paragraph (a) of this 
section and the protection amount (P) of the 
guarantee or credit derivative is less than 
the EAD of the hedged exposure, the bank 
must treat the hedged exposure as two sepa-
rate exposures (protected and unprotected) 
in order to recognize double default treat-
ment on the protected portion of the expo-
sure. 

(1) For the protected exposure, the bank 
must set EAD equal to P and calculate its 
risk-weighted asset amount as provided in 
paragraph (e) of this section. 

(2) For the unprotected exposure, the bank 
must set EAD equal to the EAD of the origi-
nal exposure minus P and then calculate its 
risk-weighted asset amount as provided in 
section 31 of this appendix. 
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(d) Mismatches. For any hedged exposure to 
which a bank applies double default treat-
ment, the bank must make applicable ad-
justments to the protection amount as re-
quired in paragraphs (d), (e), and (f) of sec-
tion 33 of this appendix. 

(e) The double default dollar risk-based cap-
ital requirement. The dollar risk-based capital 

requirement for a hedged exposure to which 
a bank has applied double default treatment 
is KDD multiplied by the EAD of the expo-
sure. KDD is calculated according to the fol-
lowing formula: KDD = Ko × (0.15 + 160 × PDg), 

Where: 

(1) 

(2) PDg = PD of the protection provider. 
(3) PDo = PD of the obligor of the hedged ex-

posure. 
(4) LGDg = (i) The lower of the LGD of the 

hedged exposure (not adjusted to reflect 
the guarantee or credit derivative) and the 
LGD of the guarantee or credit derivative, 
if the guarantee or credit derivative pro-
vides the bank with the option to receive 
immediate payout on triggering the pro-
tection; or 

(ii) The LGD of the guarantee or credit de-
rivative, if the guarantee or credit deriva-
tive does not provide the bank with the op-
tion to receive immediate payout on trig-
gering the protection. 

(5) rOS (asset value correlation of the obligor) 
is calculated according to the appropriate 
formula for (R) provided in Table 2 in sec-
tion 31 of this appendix, with PD equal to 
PDo. 

(6) b (maturity adjustment coefficient) is 
calculated according to the formula for b 
provided in Table 2 in section 31 of this ap-
pendix, with PD equal to the lesser of PDo 
and PDg. 

(7) M (maturity) is the effective maturity of 
the guarantee or credit derivative, which 
may not be less than one year or greater 
than five years. 

Section 35. Risk-Based Capital Requirement for 
Unsettled Transactions 

(a) Definitions. For purposes of this section: 
(1) Delivery-versus-payment (DvP) trans-

action means a securities or commodities 
transaction in which the buyer is obligated 
to make payment only if the seller has made 
delivery of the securities or commodities and 
the seller is obligated to deliver the securi-
ties or commodities only if the buyer has 
made payment. 

(2) Payment-versus-payment (PvP) trans-
action means a foreign exchange transaction 
in which each counterparty is obligated to 
make a final transfer of one or more cur-
rencies only if the other counterparty has 
made a final transfer of one or more cur-
rencies. 

(3) Normal settlement period. A transaction 
has a normal settlement period if the contrac-
tual settlement period for the transaction is 
equal to or less than the market standard for 
the instrument underlying the transaction 
and equal to or less than five business days. 

(4) Positive current exposure. The positive 
current exposure of a bank for a transaction 
is the difference between the transaction 
value at the agreed settlement price and the 
current market price of the transaction, if 
the difference results in a credit exposure of 
the bank to the counterparty. 

(b) Scope. This section applies to all trans-
actions involving securities, foreign ex-
change instruments, and commodities that 
have a risk of delayed settlement or deliv-
ery. This section does not apply to: 

(1) Transactions accepted by a qualifying 
central counterparty that are subject to 
daily marking-to-market and daily receipt 
and payment of variation margin; 

(2) Repo-style transactions, including un-
settled repo-style transactions (which are 
addressed in sections 31 and 32 of this appen-
dix); 

(3) One-way cash payments on OTC deriva-
tive contracts (which are addressed in sec-
tions 31 and 32 of this appendix); or 

(4) Transactions with a contractual settle-
ment period that is longer than the normal 
settlement period (which are treated as OTC 
derivative contracts and addressed in sec-
tions 31 and 32 of this appendix). 

(c) System-wide failures. In the case of a sys-
tem-wide failure of a settlement or clearing 
system, the FDIC may waive risk-based cap-
ital requirements for unsettled and failed 
transactions until the situation is rectified. 

(d) Delivery-versus-payment (DvP) and pay-
ment-versus-payment (PvP) transactions. A 
bank must hold risk-based capital against 
any DvP or PvP transaction with a normal 
settlement period if the bank’s counterparty 
has not made delivery or payment within 
five business days after the settlement date. 
The bank must determine its risk-weighted 
asset amount for such a transaction by mul-
tiplying the positive current exposure of the 
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transaction for the bank by the appropriate 
risk weight in Table 5. 

TABLE 5—RISK WEIGHTS FOR UNSETTLED DVP 
AND PVP TRANSACTIONS 

Number of business days after contrac-
tual settlement date 

Risk weight to be 
applied to positive 
current exposure 

(percent) 

From 5 to 15 .......................................... 100 
From 16 to 30 ........................................ 625 
From 31 to 45 ........................................ 937 .5 
46 or more ............................................. 1,250 

(e) Non-DvP/non-PvP (non-delivery-versus- 
payment/non-payment-versus-payment) trans-
actions. (1) A bank must hold risk-based cap-
ital against any non-DvP/non-PvP trans-
action with a normal settlement period if 
the bank has delivered cash, securities, com-
modities, or currencies to its counterparty 
but has not received its corresponding 
deliverables by the end of the same business 
day. The bank must continue to hold risk- 
based capital against the transaction until 
the bank has received its corresponding 
deliverables. 

(2) From the business day after the bank 
has made its delivery until five business days 
after the counterparty delivery is due, the 
bank must calculate its risk-based capital 
requirement for the transaction by treating 
the current market value of the deliverables 
owed to the bank as a wholesale exposure. 

(i) A bank may assign an obligor rating to 
a counterparty for which it is not otherwise 
required under this appendix to assign an ob-
ligor rating on the basis of the applicable ex-
ternal rating of any outstanding unsecured 
long-term debt security without credit en-
hancement issued by the counterparty. 

(ii) A bank may use a 45 percent LGD for 
the transaction rather than estimating LGD 
for the transaction provided the bank uses 
the 45 percent LGD for all transactions de-
scribed in paragraphs (e)(1) and (e)(2) of this 
section. 

(iii) A bank may use a 100 percent risk 
weight for the transaction provided the bank 
uses this risk weight for all transactions de-
scribed in paragraphs (e)(1) and (e)(2) of this 
section. 

(3) If the bank has not received its 
deliverables by the fifth business day after 
the counterparty delivery was due, the bank 
must deduct the current market value of the 
deliverables owed to the bank 50 percent 
from tier 1 capital and 50 percent from tier 2 
capital. 

(f) Total risk-weighted assets for unsettled 
transactions. Total risk-weighted assets for 
unsettled transactions is the sum of the risk- 
weighted asset amounts of all DvP, PvP, and 
non-DvP/non-PvP transactions. 

PART V. RISK-WEIGHTED ASSETS FOR 
SECURITIZATION EXPOSURES 

Section 41. Operational Criteria for Recognizing 
the Transfer of Risk 

(a) Operational criteria for traditional 
securitizations. A bank that transfers expo-
sures it has originated or purchased to a 
securitization SPE or other third party in 
connection with a traditional securitization 
may exclude the exposures from the calcula-
tion of its risk-weighted assets only if each 
of the conditions in this paragraph (a) is sat-
isfied. A bank that meets these conditions 
must hold risk-based capital against any 
securitization exposures it retains in connec-
tion with the securitization. A bank that 
fails to meet these conditions must hold 
risk-based capital against the transferred ex-
posures as if they had not been securitized 
and must deduct from tier 1 capital any 
after-tax gain-on-sale resulting from the 
transaction. The conditions are: 

(1) The transfer is considered a sale under 
GAAP; 

(2) The bank has transferred to third par-
ties credit risk associated with the under-
lying exposures; and 

(3) Any clean-up calls relating to the 
securitization are eligible clean-up calls. 

(b) Operational criteria for synthetic 
securitizations. For synthetic securitizations, 
a bank may recognize for risk-based capital 
purposes the use of a credit risk mitigant to 
hedge underlying exposures only if each of 
the conditions in this paragraph (b) is satis-
fied. A bank that fails to meet these condi-
tions must hold risk-based capital against 
the underlying exposures as if they had not 
been synthetically securitized. The condi-
tions are: 

(1) The credit risk mitigant is financial 
collateral, an eligible credit derivative from 
an eligible securitization guarantor or an el-
igible guarantee from an eligible 
securitization guarantor; 

(2) The bank transfers credit risk associ-
ated with the underlying exposures to third 
parties, and the terms and conditions in the 
credit risk mitigants employed do not in-
clude provisions that: 

(i) Allow for the termination of the credit 
protection due to deterioration in the credit 
quality of the underlying exposures; 

(ii) Require the bank to alter or replace 
the underlying exposures to improve the 
credit quality of the pool of underlying expo-
sures; 

(iii) Increase the bank’s cost of credit pro-
tection in response to deterioration in the 
credit quality of the underlying exposures; 

(iv) Increase the yield payable to parties 
other than the bank in response to a deterio-
ration in the credit quality of the underlying 
exposures; or 

(v) Provide for increases in a retained first 
loss position or credit enhancement provided 

VerDate Mar<15>2010 11:53 Feb 08, 2011 Jkt 223038 PO 00000 Frm 00281 Fmt 8010 Sfmt 8002 Y:\SGML\223038.XXX 223038w
w

oo
ds

2 
on

 D
S

K
1D

X
X

6B
1P

R
O

D
 w

ith
 C

F
R



272 

12 CFR Ch. III (1–1–11 Edition) Pt. 325, App. D 

by the bank after the inception of the 
securitization; 

(3) The bank obtains a well-reasoned opin-
ion from legal counsel that confirms the en-
forceability of the credit risk mitigant in all 
relevant jurisdictions; and 

(4) Any clean-up calls relating to the 
securitization are eligible clean-up calls. 

Section 42. Risk-Based Capital Requirement for 
Securitization Exposures 

(a) Hierarchy of approaches. Except as pro-
vided elsewhere in this section: 

(1) A bank must deduct from tier 1 capital 
any after-tax gain-on-sale resulting from a 
securitization and must deduct from total 
capital in accordance with paragraph (c) of 
this section the portion of any CEIO that 
does not constitute gain-on-sale. 

(2) If a securitization exposure does not re-
quire deduction under paragraph (a)(1) of 
this section and qualifies for the Ratings- 
Based Approach in section 43 of this appen-
dix, a bank must apply the Ratings-Based 
Approach to the exposure. 

(3) If a securitization exposure does not re-
quire deduction under paragraph (a)(1) of 
this section and does not qualify for the Rat-
ings-Based Approach, the bank may either 
apply the Internal Assessment Approach in 
section 44 of this appendix to the exposure (if 
the bank, the exposure, and the relevant 
ABCP program qualify for the Internal As-
sessment Approach) or the Supervisory For-
mula Approach in section 45 of this appendix 
to the exposure (if the bank and the exposure 
qualify for the Supervisory Formula Ap-
proach). 

(4) If a securitization exposure does not re-
quire deduction under paragraph (a)(1) of 
this section and does not qualify for the Rat-
ings-Based Approach, the Internal Assess-
ment Approach, or the Supervisory Formula 
Approach, the bank must deduct the expo-
sure from total capital in accordance with 
paragraph (c) of this section. 

(5) If a securitization exposure is an OTC 
derivative contract (other than a credit de-
rivative) that has a first priority claim on 
the cash flows from the underlying exposures 
(notwithstanding amounts due under inter-
est rate or currency derivative contracts, 
fees due, or other similar payments), with 
approval of the FDIC, a bank may choose to 
set the risk-weighted asset amount of the ex-
posure equal to the amount of the exposure 
as determined in paragraph (e) of this sec-
tion rather than apply the hierarchy of ap-
proaches described in paragraphs (a)(1) 
through (4) of this section. 

(b) Total risk-weighted assets for 
securitization exposures. A bank’s total risk- 
weighted assets for securitization exposures 
is equal to the sum of its risk-weighted as-
sets calculated using the Ratings-Based Ap-
proach in section 43 of this appendix, the In-
ternal Assessment Approach in section 44 of 

this appendix, and the Supervisory Formula 
Approach in section 45 of this appendix, and 
its risk-weighted assets amount for early 
amortization provisions calculated in sec-
tion 47 of this appendix. 

(c) Deductions. (1) If a bank must deduct a 
securitization exposure from total capital, 
the bank must take the deduction 50 percent 
from tier 1 capital and 50 percent from tier 2 
capital. If the amount deductible from tier 2 
capital exceeds the bank’s tier 2 capital, the 
bank must deduct the excess from tier 1 cap-
ital. 

(2) A bank may calculate any deduction 
from tier 1 capital and tier 2 capital for a 
securitization exposure net of any deferred 
tax liabilities associated with the 
securitization exposure. 

(d) Maximum risk-based capital requirement. 
Regardless of any other provisions of this 
part, unless one or more underlying expo-
sures does not meet the definition of a 
wholesale, retail, securitization, or equity 
exposure, the total risk-based capital re-
quirement for all securitization exposures 
held by a single bank associated with a sin-
gle securitization (including any risk-based 
capital requirements that relate to an early 
amortization provision of the securitization 
but excluding any risk-based capital require-
ments that relate to the bank’s gain-on-sale 
or CEIOs associated with the securitization) 
may not exceed the sum of: 

(1) The bank’s total risk-based capital re-
quirement for the underlying exposures as if 
the bank directly held the underlying expo-
sures; and 

(2) The total ECL of the underlying expo-
sures. 

(e) Amount of a securitization exposure. (1) 
The amount of an on-balance sheet 
securitization exposure that is not a repo- 
style transaction, eligible margin loan, or 
OTC derivative contract (other than a credit 
derivative) is: 

(i) The bank’s carrying value minus any 
unrealized gains and plus any unrealized 
losses on the exposure, if the exposure is a 
security classified as available-for-sale; or 

(ii) The bank’s carrying value, if the expo-
sure is not a security classified as available- 
for-sale. 

(2) The amount of an off-balance sheet 
securitization exposure that is not an OTC 
derivative contract (other than a credit de-
rivative) is the notional amount of the expo-
sure. For an off-balance-sheet securitization 
exposure to an ABCP program, such as a li-
quidity facility, the notional amount may be 
reduced to the maximum potential amount 
that the bank could be required to fund 
given the ABCP program’s current under-
lying assets (calculated without regard to 
the current credit quality of those assets). 

(3) The amount of a securitization exposure 
that is a repo-style transaction, eligible 
margin loan, or OTC derivative contract 
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(other than a credit derivative) is the EAD of 
the exposure as calculated in section 32 of 
this appendix. 

(f) Overlapping exposures. If a bank has mul-
tiple securitization exposures that provide 
duplicative coverage of the underlying expo-
sures of a securitization (such as when a 
bank provides a program-wide credit en-
hancement and multiple pool-specific liquid-
ity facilities to an ABCP program), the bank 
is not required to hold duplicative risk-based 
capital against the overlapping position. In-
stead, the bank may apply to the overlap-
ping position the applicable risk-based cap-
ital treatment that results in the highest 
risk-based capital requirement. 

(g) Securitizations of non-IRB exposures. If a 
bank has a securitization exposure where 
any underlying exposure is not a wholesale 
exposure, retail exposure, securitization ex-
posure, or equity exposure, the bank must: 

(1) If the bank is an originating bank, de-
duct from tier 1 capital any after-tax gain- 
on-sale resulting from the securitization and 
deduct from total capital in accordance with 
paragraph (c) of this section the portion of 
any CEIO that does not constitute gain-on- 
sale; 

(2) If the securitization exposure does not 
require deduction under paragraph (g)(1), 
apply the RBA in section 43 of this appendix 
to the securitization exposure if the exposure 
qualifies for the RBA; 

(3) If the securitization exposure does not 
require deduction under paragraph (g)(1) and 
does not qualify for the RBA, apply the IAA 
in section 44 of this appendix to the exposure 
(if the bank, the exposure, and the relevant 
ABCP program qualify for the IAA); and 

(4) If the securitization exposure does not 
require deduction under paragraph (g)(1) and 
does not qualify for the RBA or the IAA, de-
duct the exposure from total capital in ac-
cordance with paragraph (c) of this section. 

(h) Implicit support. If a bank provides sup-
port to a securitization in excess of the 
bank’s contractual obligation to provide 
credit support to the securitization (implicit 
support): 

(1) The bank must hold regulatory capital 
against all of the underlying exposures asso-
ciated with the securitization as if the expo-
sures had not been securitized and must de-
duct from tier 1 capital any after-tax gain- 
on-sale resulting from the securitization; 
and 

(2) The bank must disclose publicly: 
(i) That it has provided implicit support to 

the securitization; and 
(ii) The regulatory capital impact to the 

bank of providing such implicit support. 
(i) Eligible servicer cash advance facilities. 

Regardless of any other provisions of this 
part, a bank is not required to hold risk- 
based capital against the undrawn portion of 
an eligible servicer cash advance facility. 

(j) Interest-only mortgage-backed securities. 
Regardless of any other provisions of this 
part, the risk weight for a non-credit-en-
hancing interest-only mortgage-backed secu-
rity may not be less than 100 percent. 

(k) Small-business loans and leases on per-
sonal property transferred with recourse. (1) Re-
gardless of any other provisions of this ap-
pendix, a bank that has transferred small- 
business loans and leases on personal prop-
erty (small-business obligations) with re-
course must include in risk-weighted assets 
only the contractual amount of retained re-
course if all the following conditions are 
met: 

(i) The transaction is a sale under GAAP. 
(ii) The bank establishes and maintains, 

pursuant to GAAP, a non-capital reserve suf-
ficient to meet the bank’s reasonably esti-
mated liability under the recourse arrange-
ment. 

(iii) The loans and leases are to businesses 
that meet the criteria for a small-business 
concern established by the Small Business 
Administration under section 3(a) of the 
Small Business Act (15 U.S.C. 632). 

(iv) The bank is well capitalized, as defined 
in the FDIC ’s prompt corrective action reg-
ulation at 12 CFR part 325, subpart B. For 
purposes of determining whether a bank is 
well capitalized for purposes of this para-
graph, the bank’s capital ratios must be cal-
culated without regard to the capital treat-
ment for transfers of small-business obliga-
tions with recourse specified in paragraph 
(k)(1) of this section. For purposes of deter-
mining whether a bank is well capitalized for 
purposes of this paragraph, the bank’s cap-
ital ratios must be calculated without regard 
to the capital treatment for transfers of 
small-business obligations with recourse 
specified in paragraph (k)(1) of this section. 

(2) The total outstanding amount of re-
course retained by a bank on transfers of 
small-business obligations receiving the cap-
ital treatment specified in paragraph (k)(1) 
of this section cannot exceed 15 percent of 
the bank’s total qualifying capital. 

(3) If a bank ceases to be well capitalized or 
exceeds the 15 percent capital limitation, the 
preferential capital treatment specified in 
paragraph (k)(1) of this section will continue 
to apply to any transfers of small-business 
obligations with recourse that occurred dur-
ing the time that the bank was well capital-
ized and did not exceed the capital limit. 

(4) The risk-based capital ratios of the 
bank must be calculated without regard to 
the capital treatment for transfers of small- 
business obligations with recourse specified 
in paragraph (k)(1) of this section as pro-
vided in 12 CFR part 325, appendix A. 

(l) Nth-to-default credit derivatives—(1) First- 
to-default credit derivatives—(i) Protection pur-
chaser. A bank that obtains credit protection 
on a group of underlying exposures through a 
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first-to-default credit derivative must deter-
mine its risk-based capital requirement for 
the underlying exposures as if the bank syn-
thetically securitized the underlying expo-
sure with the lowest risk-based capital re-
quirement and had obtained no credit risk 
mitigant on the other underlying exposures. 

(ii) Protection provider. A bank that pro-
vides credit protection on a group of under-
lying exposures through a first-to-default 
credit derivative must determine its risk- 
weighted asset amount for the derivative by 
applying the RBA in section 43 of this appen-
dix (if the derivative qualifies for the RBA) 
or, if the derivative does not qualify for the 
RBA, by setting its risk-weighted asset 
amount for the derivative equal to the prod-
uct of: 

(A) The protection amount of the deriva-
tive; 

(B) 12.5; and 
(C) The sum of the risk-based capital re-

quirements of the individual underlying ex-
posures, up to a maximum of 100 percent. 

(2) Second-or-subsequent-to-default credit de-
rivatives—(i) Protection purchaser. (A) A bank 
that obtains credit protection on a group of 
underlying exposures through a nth-to-de-
fault credit derivative (other than a first-to- 
default credit derivative) may recognize the 
credit risk mitigation benefits of the deriva-
tive only if: 

(1) The bank also has obtained credit pro-
tection on the same underlying exposures in 
the form of first-through-(n-1)-to-default 
credit derivatives; or 

(2) If n-1 of the underlying exposures have 
already defaulted. 

(B) If a bank satisfies the requirements of 
paragraph (m)(2)(i)(A) of this section, the 
bank must determine its risk-based capital 
requirement for the underlying exposures as 
if the bank had only synthetically 
securitized the underlying exposure with the 
nth lowest risk-based capital requirement and 
had obtained no credit risk mitigant on the 
other underlying exposures. 

(ii) Protection provider. A bank that pro-
vides credit protection on a group of under-
lying exposures through a nth-to-default cred-
it derivative (other than a first-to-default 
credit derivative) must determine its risk- 
weighted asset amount for the derivative by 
applying the RBA in section 43 of this appen-
dix (if the derivative qualifies for the RBA) 
or, if the derivative does not qualify for the 
RBA, by setting its risk-weighted asset 
amount for the derivative equal to the prod-
uct of: 

(A) The protection amount of the deriva-
tive; 

(B) 12.5; and 

(C) The sum of the risk-based capital re-
quirements of the individual underlying ex-
posures (excluding the n-1 underlying expo-
sures with the lowest risk-based capital re-
quirements), up to a maximum of 100 per-
cent. 

Section 43. Ratings-Based Approach (RBA) 

(a) Eligibility requirements for use of the 
RBA—(1) Originating bank. An originating 
bank must use the RBA to calculate its risk- 
based capital requirement for a 
securitization exposure if the exposure has 
two or more external ratings or inferred rat-
ings (and may not use the RBA if the expo-
sure has fewer than two external ratings or 
inferred ratings). 

(2) Investing bank. An investing bank must 
use the RBA to calculate its risk-based cap-
ital requirement for a securitization expo-
sure if the exposure has one or more external 
or inferred ratings (and may not use the RBA 
if the exposure has no external or inferred 
rating). 

(b) Ratings-based approach. (1) A bank must 
determine the risk-weighted asset amount 
for a securitization exposure by multiplying 
the amount of the exposure (as defined in 
paragraph (e) of section 42 of this appendix) 
by the appropriate risk weight provided in 
Table 6 and Table 7. 

(2) A bank must apply the risk weights in 
Table 6 when the securitization exposure’s 
applicable external or applicable inferred 
rating represents a long-term credit rating, 
and must apply the risk weights in Table 7 
when the securitization exposure’s applica-
ble external or applicable inferred rating 
represents a short-term credit rating. 

(i) A bank must apply the risk weights in 
column 1 of Table 6 or Table 7 to the 
securitization exposure if: 

(A) N (as calculated under paragraph (e)(6) 
of section 45 of this appendix) is six or more 
(for purposes of this section only, if the no-
tional number of underlying exposures is 25 
or more or if all of the underlying exposures 
are retail exposures, a bank may assume 
that N is six or more unless the bank knows 
or has reason to know that N is less than 
six); and 

(B) The securitization exposure is a senior 
securitization exposure. 

(ii) A bank must apply the risk weights in 
column 3 of Table 6 or Table 7 to the 
securitization exposure if N is less than six, 
regardless of the seniority of the 
securitization exposure. 

(iii) Otherwise, a bank must apply the risk 
weights in column 2 of Table 6 or Table 7. 
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TABLE 6—LONG-TERM CREDIT RATING RISK WEIGHTS UNDER RBA AND IAA 

Applicable external or inferred rating 
(Illustrative rating example) 

Column 1 Column 2 Column 3 

Risk weights 
for senior 

securitization 
exposures 
backed by 

granular pools 

Risk weights 
for non-senior 
securitization 

exposures 
backed by 

granular pools 

Risk weights 
for 

securitization 
exposures 
backed by 

non-granular 
pools 

Highest investment grade (for example, AAA) ................................................. 7% 12% 20% 
Second highest investment grade (for example, AA) ....................................... 8% 15% 25% 
Third-highest investment grade—positive designation (for example, A+) ........ 10% 18% 35% 
Third-highest investment grade (for example, A) ............................................. 12% 20% 
Third-highest investment grade—negative designation (for example, A¥) ..... 20% 35% 

Lowest investment grade—positive designation (for example, BBB+) ............. 35% 50% 
Lowest investment grade (for example, BBB) .................................................. 60% 75% 

Lowest investment grade—negative designation (for example, BBB¥) .......... 100% 
One category below investment grade—positive designation (for example, 

BB+) ............................................................................................................... 250% 
One category below investment grade (for example, BB) ................................ 425% 
One category below investment grade—negative designation (for example, 

BB¥) ............................................................................................................. 650% 
More than one category below investment grade ............................................ Deduction from tier 1 and tier 2 capital. 

TABLE 7—SHORT-TERM CREDIT RATING RISK WEIGHTS UNDER RBA AND IAA 

Applicable external or inferred rating 
(Illustrative rating example) 

Column 1 Column 2 Column 3 

Risk weights 
for senior 

securitization 
exposures 
backed by 

granular pools 

Risk weights 
for non-senior 
securitization 

exposures 
backed by 

granular pools 

Risk weights 
for 

securitization 
exposures 
backed by 

non-granular 
pools 

Highest investment grade (for example, A1) .................................................... 7% 12% 20% 
Second highest investment grade (for example, A2) ....................................... 12% 20% 35% 
Third highest investment grade (for example, A3) ........................................... 60% 75% 75% 
All other ratings ................................................................................................. Deduction from tier 1 and tier 2 capital. 

Section 44. Internal Assessment Approach (IAA) 

(a) Eligibility requirements. A bank may 
apply the IAA to calculate the risk-weighted 
asset amount for a securitization exposure 
that the bank has to an ABCP program (such 
as a liquidity facility or credit enhancement) 
if the bank, the ABCP program, and the ex-
posure qualify for use of the IAA. 

(1) Bank qualification criteria. A bank quali-
fies for use of the IAA if the bank has re-
ceived the prior written approval of the 
FDIC. To receive such approval, the bank 
must demonstrate to the FDIC’s satisfaction 
that the bank’s internal assessment process 
meets the following criteria: 

(i) The bank’s internal credit assessments 
of securitization exposures must be based on 
publicly available rating criteria used by an 
NRSRO. 

(ii) The bank’s internal credit assessments 
of securitization exposures used for risk- 
based capital purposes must be consistent 
with those used in the bank’s internal risk 
management process, management informa-

tion reporting systems, and capital adequacy 
assessment process. 

(iii) The bank’s internal credit assessment 
process must have sufficient granularity to 
identify gradations of risk. Each of the 
bank’s internal credit assessment categories 
must correspond to an external rating of an 
NRSRO. 

(iv) The bank’s internal credit assessment 
process, particularly the stress test factors 
for determining credit enhancement require-
ments, must be at least as conservative as 
the most conservative of the publicly avail-
able rating criteria of the NRSROs that have 
provided external ratings to the commercial 
paper issued by the ABCP program. 

(A) Where the commercial paper issued by 
an ABCP program has an external rating 
from two or more NRSROs and the different 
NRSROs’ benchmark stress factors require 
different levels of credit enhancement to 
achieve the same external rating equivalent, 
the bank must apply the NRSRO stress fac-
tor that requires the highest level of credit 
enhancement. 
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(B) If any NRSRO that provides an exter-
nal rating to the ABCP program’s commer-
cial paper changes its methodology (includ-
ing stress factors), the bank must evaluate 
whether to revise its internal assessment 
process. 

(v) The bank must have an effective sys-
tem of controls and oversight that ensures 
compliance with these operational require-
ments and maintains the integrity and accu-
racy of the internal credit assessments. The 
bank must have an internal audit function 
independent from the ABCP program busi-
ness line and internal credit assessment 
process that assesses at least annually 
whether the controls over the internal credit 
assessment process function as intended. 

(vi) The bank must review and update each 
internal credit assessment whenever new 
material information is available, but no 
less frequently than annually. 

(vii) The bank must validate its internal 
credit assessment process on an ongoing 
basis and at least annually. 

(2) ABCP-program qualification criteria. An 
ABCP program qualifies for use of the IAA if 
all commercial paper issued by the ABCP 
program has an external rating. 

(3) Exposure qualification criteria. A 
securitization exposure qualifies for use of 
the IAA if the exposure meets the following 
criteria: 

(i) The bank initially rated the exposure at 
least the equivalent of investment grade. 

(ii) The ABCP program has robust credit 
and investment guidelines (that is, under-
writing standards) for the exposures under-
lying the securitization exposure. 

(iii) The ABCP program performs a de-
tailed credit analysis of the sellers of the ex-
posures underlying the securitization expo-
sure. 

(iv) The ABCP program’s underwriting pol-
icy for the exposures underlying the 
securitization exposure establishes minimum 
asset eligibility criteria that include the 
prohibition of the purchase of assets that are 
significantly past due or of assets that are 
defaulted (that is, assets that have been 
charged off or written down by the seller 
prior to being placed into the ABCP program 
or assets that would be charged off or writ-
ten down under the program’s governing con-
tracts), as well as limitations on concentra-
tion to individual obligors or geographic 
areas and the tenor of the assets to be pur-
chased. 

(v) The aggregate estimate of loss on the 
exposures underlying the securitization ex-
posure considers all sources of potential risk, 
such as credit and dilution risk. 

(vi) Where relevant, the ABCP program in-
corporates structural features into each pur-
chase of exposures underlying the 
securitization exposure to mitigate potential 

credit deterioration of the underlying expo-
sures. Such features may include wind-down 
triggers specific to a pool of underlying ex-
posures. 

(b) Mechanics. A bank that elects to use the 
IAA to calculate the risk-based capital re-
quirement for any securitization exposure 
must use the IAA to calculate the risk-based 
capital requirements for all securitization 
exposures that qualify for the IAA approach. 
Under the IAA, a bank must map its internal 
assessment of such a securitization exposure 
to an equivalent external rating from an 
NRSRO. Under the IAA, a bank must deter-
mine the risk-weighted asset amount for 
such a securitization exposure by multi-
plying the amount of the exposure (as de-
fined in paragraph (e) of section 42 of this ap-
pendix) by the appropriate risk weight in 
Table 6 and Table 7 in paragraph (b) of sec-
tion 43 of this appendix. 

Section 45. Supervisory Formula Approach 
(SFA) 

(a) Eligibility requirements. A bank may use 
the SFA to determine its risk-based capital 
requirement for a securitization exposure 
only if the bank can calculate on an ongoing 
basis each of the SFA parameters in para-
graph (e) of this section. 

(b) Mechanics. Under the SFA, a 
securitization exposure incurs a deduction 
from total capital (as described in paragraph 
(c) of section 42 of this appendix) and/or an 
SFA risk-based capital requirement, as de-
termined in paragraph (c) of this section. 
The risk-weighted asset amount for the 
securitization exposure equals the SFA risk- 
based capital requirement for the exposure 
multiplied by 12.5. 

(c) The SFA risk-based capital requirement. 
(1) If KIRB is greater than or equal to L + T, 
the entire exposure must be deducted from 
total capital. 

(2) If KIRB is less than or equal to L, the ex-
posure’s SFA risk-based capital requirement 
is UE multiplied by TP multiplied by the 
greater of: 

(i) 0.0056 * T; or 
(ii) S[L + T] ¥ S[L]. 
(3) If KIRB is greater than L and less than L 

+ T, the bank must deduct from total capital 
an amount equal to UE*TP*(KIRB ¥ L), and 
the exposure’s SFA risk-based capital re-
quirement is UE multiplied by TP multiplied 
by the greater of: 

(i) 0.0056 * (T ¥ (KIRB ¥ L)); or 
(ii) S[L + T] ¥ S[KIRB]. 
(d) The supervisory formula: 
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(11) In these expressions, b[Y; a, b] refers to 
the cumulative beta distribution with pa-
rameters a and b evaluated at Y. In the case 
where N = 1 and EWALGD = 100 percent, S[Y] 
in formula (1) must be calculated with K[Y] 
set equal to the product of KIRB and Y, and d 
set equal to 1 ¥ KIRB. 

(e) SFA parameters—(1) Amount of the under-
lying exposures (UE). UE is the EAD of any 
underlying exposures that are wholesale and 
retail exposures (including the amount of 

any funded spread accounts, cash collateral 
accounts, and other similar funded credit en-
hancements) plus the amount of any under-
lying exposures that are securitization expo-
sures (as defined in paragraph (e) of section 
42 of this appendix) plus the adjusted car-
rying value of any underlying exposures that 
are equity exposures (as defined in paragraph 
(b) of section 51 of this appendix). 

(2) Tranche percentage (TP). TP is the ratio 
of the amount of the bank’s securitization 
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exposure to the amount of the tranche that 
contains the securitization exposure. 

(3) Capital requirement on underlying expo-
sures (KIRB). (i) KIRB is the ratio of: 

(A) The sum of the risk-based capital re-
quirements for the underlying exposures plus 
the expected credit losses of the underlying 
exposures (as determined under this appen-
dix as if the underlying exposures were di-
rectly held by the bank); to 

(B) UE. 
(ii) The calculation of KIRB must reflect the 

effects of any credit risk mitigant applied to 
the underlying exposures (either to an indi-
vidual underlying exposure, to a group of un-
derlying exposures, or to the entire pool of 
underlying exposures). 

(iii) All assets related to the securitization 
are treated as underlying exposures, includ-
ing assets in a reserve account (such as a 
cash collateral account). 

(4) Credit enhancement level (L). (i) L is the 
ratio of: 

(A) The amount of all securitization expo-
sures subordinated to the tranche that con-
tains the bank’s securitization exposure; to 

(B) UE. 
(ii) A bank must determine L before con-

sidering the effects of any tranche-specific 
credit enhancements. 

(iii) Any gain-on-sale or CEIO associated 
with the securitization may not be included 
in L. 

(iv) Any reserve account funded by accu-
mulated cash flows from the underlying ex-
posures that is subordinated to the tranche 
that contains the bank’s securitization expo-
sure may be included in the numerator and 
denominator of L to the extent cash has ac-
cumulated in the account. Unfunded reserve 
accounts (that is, reserve accounts that are 
to be funded from future cash flows from the 
underlying exposures) may not be included 
in the calculation of L. 

(v) In some cases, the purchase price of re-
ceivables will reflect a discount that pro-
vides credit enhancement (for example, first 
loss protection) for all or certain tranches of 
the securitization. When this arises, L 
should be calculated inclusive of this dis-
count if the discount provides credit en-
hancement for the securitization exposure. 

(5) Thickness of tranche (T). T is the ratio 
of: 

(i) The amount of the tranche that con-
tains the bank’s securitization exposure; to 

(ii) UE. 

(6) Effective number of exposures (N). (i) Un-
less the bank elects to use the formula pro-
vided in paragraph (f) of this section, 

where EADi represents the EAD associated 
with the ith instrument in the pool of under-
lying exposures. 

(ii) Multiple exposures to one obligor must 
be treated as a single underlying exposure. 

(iii) In the case of a re-securitization (that 
is, a securitization in which some or all of 
the underlying exposures are themselves 
securitization exposures), the bank must 
treat each underlying exposure as a single 
underlying exposure and must not look 
through to the originally securitized under-
lying exposures. 

(7) Exposure-weighted average loss given de-
fault (EWALGD). EWALGD is calculated as: 

where LGDi represents the average LGD as-
sociated with all exposures to the ith obli-
gor. In the case of a re-securitization, an 
LGD of 100 percent must be assumed for the 
underlying exposures that are themselves 
securitization exposures. 

(f) Simplified method for computing N and 
EWALGD. (1) If all underlying exposures of a 
securitization are retail exposures, a bank 
may apply the SFA using the following sim-
plifications: 

(i) h = 0; and 
(ii) v = 0. 
(2) Under the conditions in paragraphs 

(f)(3) and (f)(4) of this section, a bank may 
employ a simplified method for calculating 
N and EWALGD. 

(3) If C1 is no more than 0.03, a bank may 
set EWALGD = 0.50 if none of the underlying 
exposures is a securitization exposure or 
EWALGD = 1 if one or more of the under-
lying exposures is a securitization exposure, 
and may set N equal to the following 
amount: 
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where: 
(i) Cm is the ratio of the sum of the 

amounts of the ‘m’ largest underlying expo-
sures to UE; and 

(ii) The level of m is to be selected by the 
bank. 

(4) Alternatively, if only C1 is available and 
C1 is no more than 0.03, the bank may set 
EWALGD = 0.50 if none of the underlying ex-
posures is a securitization exposure or 
EWALGD = 1 if one or more of the under-
lying exposures is a securitization exposure 
and may set N = 1/C1. 

Section 46. Recognition of Credit Risk Mitigants 
for Securitization Exposures 

(a) General. An originating bank that has 
obtained a credit risk mitigant to hedge its 
securitization exposure to a synthetic or tra-
ditional securitization that satisfies the 
operational criteria in section 41 of this ap-
pendix may recognize the credit risk 
mitigant, but only as provided in this sec-
tion. An investing bank that has obtained a 
credit risk mitigant to hedge a 
securitization exposure may recognize the 
credit risk mitigant, but only as provided in 
this section. A bank that has used the RBA 
in section 43 of this appendix or the IAA in 
section 44 of this appendix to calculate its 
risk-based capital requirement for a 
securitization exposure whose external or in-
ferred rating (or equivalent internal rating 
under the IAA) reflects the benefits of a 
credit risk mitigant provided to the associ-
ated securitization or that supports some or 
all of the underlying exposures may not use 
the credit risk mitigation rules in this sec-
tion to further reduce its risk-based capital 
requirement for the exposure to reflect that 
credit risk mitigant. 

(b) Collateral—(1) Rules of recognition. A 
bank may recognize financial collateral in 
determining the bank’s risk-based capital re-
quirement for a securitization exposure 
(other than a repo-style transaction, an eli-
gible margin loan, or an OTC derivative con-
tract for which the bank has reflected collat-
eral in its determination of exposure amount 
under section 32 of this appendix) as follows. 
The bank’s risk-based capital requirement 
for the collateralized securitization exposure 
is equal to the risk-based capital require-
ment for the securitization exposure as cal-
culated under the RBA in section 43 of this 
appendix or under the SFA in section 45 of 
this appendix multiplied by the ratio of ad-
justed exposure amount (SE*) to original ex-
posure amount (SE), where: 

(i) SE* = max {0, [SE—C x (1¥Hs¥Hfx)]}; 
(ii) SE = the amount of the securitization 

exposure calculated under paragraph (e) of 
section 42 of this appendix; 

(iii) C = the current market value of the 
collateral; 

(iv) Hs = the haircut appropriate to the 
collateral type; and 

(v) Hfx = the haircut appropriate for any 
currency mismatch between the collateral 
and the exposure. 

(2) Mixed collateral. Where the collateral is 
a basket of different asset types or a basket 
of assets denominated in different cur-
rencies, the haircut on the basket will be 

H a Hi i
i

= ∑ ,

where ai is the current market value of the 
asset in the basket divided by the current 
market value of all assets in the basket and 
Hi is the haircut applicable to that asset. 

(3) Standard supervisory haircuts. Unless a 
bank qualifies for use of and uses own-esti-
mates haircuts in paragraph (b)(4) of this 
section: 

(i) A bank must use the collateral type 
haircuts (Hs) in Table 3; 

(ii) A bank must use a currency mismatch 
haircut (Hfx) of 8 percent if the exposure and 
the collateral are denominated in different 
currencies; 

(iii) A bank must multiply the supervisory 
haircuts obtained in paragraphs (b)(3)(i) and 
(ii) by the square root of 6.5 (which equals 
2.549510); and 

(iv) A bank must adjust the supervisory 
haircuts upward on the basis of a holding pe-
riod longer than 65 business days where and 
as appropriate to take into account the 
illiquidity of the collateral. 

(4) Own estimates for haircuts. With the 
prior written approval of the FDIC, a bank 
may calculate haircuts using its own inter-
nal estimates of market price volatility and 
foreign exchange volatility, subject to para-
graph (b)(2)(iii) of section 32 of this appendix. 
The minimum holding period (TM) for 
securitization exposures is 65 business days. 

(c) Guarantees and credit derivatives—(1) 
Limitations on recognition. A bank may only 
recognize an eligible guarantee or eligible 
credit derivative provided by an eligible 
securitization guarantor in determining the 
bank’s risk-based capital requirement for a 
securitization exposure. 

(2) ECL for securitization exposures. When a 
bank recognizes an eligible guarantee or eli-
gible credit derivative provided by an eligi-
ble securitization guarantor in determining 
the bank’s risk-based capital requirement 
for a securitization exposure, the bank must 
also: 

(i) Calculate ECL for the protected portion 
of the exposure using the same risk param-
eters that it uses for calculating the risk- 
weighted asset amount of the exposure as de-
scribed in paragraph (c)(3) of this section; 
and 

(ii) Add the exposure’s ECL to the bank’s 
total ECL. 

VerDate Mar<15>2010 11:53 Feb 08, 2011 Jkt 223038 PO 00000 Frm 00289 Fmt 8010 Sfmt 8002 Y:\SGML\223038.XXX 223038 E
R

07
D

E
07

.0
23

<
/G

P
H

>

w
w

oo
ds

2 
on

 D
S

K
1D

X
X

6B
1P

R
O

D
 w

ith
 C

F
R



280 

12 CFR Ch. III (1–1–11 Edition) Pt. 325, App. D 

(3) Rules of recognition. A bank may recog-
nize an eligible guarantee or eligible credit 
derivative provided by an eligible 
securitization guarantor in determining the 
bank’s risk-based capital requirement for 
the securitization exposure as follows: 

(i) Full coverage. If the protection amount 
of the eligible guarantee or eligible credit 
derivative equals or exceeds the amount of 
the securitization exposure, the bank may 
set the risk-weighted asset amount for the 
securitization exposure equal to the risk- 
weighted asset amount for a direct exposure 
to the eligible securitization guarantor (as 
determined in the wholesale risk weight 
function described in section 31 of this ap-
pendix), using the bank’s PD for the guar-
antor, the bank’s LGD for the guarantee or 
credit derivative, and an EAD equal to the 
amount of the securitization exposure (as de-
termined in paragraph (e) of section 42 of 
this appendix). 

(ii) Partial coverage. If the protection 
amount of the eligible guarantee or eligible 
credit derivative is less than the amount of 
the securitization exposure, the bank may 
set the risk-weighted asset amount for the 
securitization exposure equal to the sum of: 

(A) Covered portion. The risk-weighted 
asset amount for a direct exposure to the eli-
gible securitization guarantor (as deter-
mined in the wholesale risk weight function 
described in section 31 of this appendix), 
using the bank’s PD for the guarantor, the 
bank’s LGD for the guarantee or credit de-
rivative, and an EAD equal to the protection 
amount of the credit risk mitigant; and 

(B) Uncovered portion. (1) 1.0 minus the 
ratio of the protection amount of the eligible 
guarantee or eligible credit derivative to the 
amount of the securitization exposure); mul-
tiplied by 

(2) The risk-weighted asset amount for the 
securitization exposure without the credit 
risk mitigant (as determined in sections 42– 
45 of this appendix). 

(4) Mismatches. The bank must make appli-
cable adjustments to the protection amount 
as required in paragraphs (d), (e), and (f) of 
section 33 of this appendix for any hedged 
securitization exposure and any more senior 
securitization exposure that benefits from 
the hedge. In the context of a synthetic 
securitization, when an eligible guarantee or 
eligible credit derivative covers multiple 
hedged exposures that have different resid-
ual maturities, the bank must use the long-
est residual maturity of any of the hedged 
exposures as the residual maturity of all the 
hedged exposures. 

Section 47. Risk-Based Capital Requirement for 
Early Amortization Provisions 

(a) General. (1) An originating bank must 
hold risk-based capital against the sum of 
the originating bank’s interest and the in-
vestors’ interest in a securitization that: 

(i) Includes one or more underlying expo-
sures in which the borrower is permitted to 
vary the drawn amount within an agreed 
limit under a line of credit; and 

(ii) Contains an early amortization provi-
sion. 

(2) For securitizations described in para-
graph (a)(1) of this section, an originating 
bank must calculate the risk-based capital 
requirement for the originating bank’s inter-
est under sections 42–45 of this appendix, and 
the risk-based capital requirement for the 
investors’ interest under paragraph (b) of 
this section. 

(b) Risk-weighted asset amount for investors’ 
interest. The originating bank’s risk-weight-
ed asset amount for the investors’ interest in 
the securitization is equal to the product of 
the following 5 quantities: 

(1) The investors’ interest EAD; 
(2) The appropriate conversion factor in 

paragraph (c) of this section; 
(3) KIRB (as defined in paragraph (e)(3) of 

section 45 of this appendix); 
(4) 12.5; and 
(5) The proportion of the underlying expo-

sures in which the borrower is permitted to 
vary the drawn amount within an agreed 
limit under a line of credit. 

(c) Conversion factor. (1)(i) Except as pro-
vided in paragraph (c)(2) of this section, to 
calculate the appropriate conversion factor, 
a bank must use Table 8 for a securitization 
that contains a controlled early amortiza-
tion provision and must use Table 9 for a 
securitization that contains a non-controlled 
early amortization provision. In cir-
cumstances where a securitization contains 
a mix of retail and nonretail exposures or a 
mix of committed and uncommitted expo-
sures, a bank may take a pro rata approach 
to determining the conversion factor for the 
securitization’s early amortization provi-
sion. If a pro rata approach is not feasible, a 
bank must treat the mixed securitization as 
a securitization of nonretail exposures if a 
single underlying exposure is a nonretail ex-
posure and must treat the mixed 
securitization as a securitization of com-
mitted exposures if a single underlying expo-
sure is a committed exposure. 

(ii) To find the appropriate conversion fac-
tor in the tables, a bank must divide the 
three-month average annualized excess 
spread of the securitization by the excess 
spread trapping point in the securitization 
structure. In securitizations that do not re-
quire excess spread to be trapped, or that 
specify trapping points based primarily on 
performance measures other than the three- 
month average annualized excess spread, the 
excess spread trapping point is 4.5 percent. 
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TABLE 8—CONTROLLED EARLY AMORTIZATION PROVISIONS 

Uncommitted Committed 

Retail Credit Lines ............................. Three-month average annualized excess spread Conversion Factor 
(CF).

90% CF 

133.33% of trapping point or more, 0% CF.
less than 133.33% to 100% of trapping point, 1% CF.
less than 100% to 75% of trapping point, 2% CF.
less than 75% to 50% of trapping point, 10% CF.
less than 50% to 25% of trapping point, 20% CF.
less than 25% of trapping point, 40% CF.

Non-retail Credit Lines ...................... 90% CF ...................................................................................................... 90% CF 

TABLE 9—NON-CONTROLLED EARLY AMORTIZATION PROVISIONS 

Uncommitted Committed 

Retail Credit Lines ............................. Three-month average annualized excess spread Conversion Factor 
(CF).

100% CF 

133.33% of trapping point or more, 0% CF.
less than 133.33% to 100% of trapping point, 5% CF.
less than 100% to 75% of trapping point, 15% CF.
less than 75% to 50% of trapping point, 50% CF.
less than 50% of trapping point, 100% CF.

Non-retail Credit Lines ...................... 100% CF .................................................................................................... 100% CF 

(2) For a securitization for which all or 
substantially all of the underlying exposures 
are residential mortgage exposures, a bank 
may calculate the appropriate conversion 
factor using paragraph (c)(1) of this section 
or may use a conversion factor of 10 percent. 
If the bank chooses to use a conversion fac-
tor of 10 percent, it must use that conversion 
factor for all securitizations for which all or 
substantially all of the underlying exposures 
are residential mortgage exposures. 

PART VI. RISK-WEIGHTED ASSETS FOR EQUITY 
EXPOSURES 

Section 51. Introduction and Exposure 
Measurement 

(a) General. To calculate its risk-weighted 
asset amounts for equity exposures that are 
not equity exposures to investment funds, a 
bank may apply either the Simple Risk 
Weight Approach (SRWA) in section 52 of 
this appendix or, if it qualifies to do so, the 
Internal Models Approach (IMA) in section 53 
of this appendix. A bank must use the look- 
through approaches in section 54 of this ap-
pendix to calculate its risk-weighted asset 
amounts for equity exposures to investment 
funds. 

(b) Adjusted carrying value. For purposes of 
this part, the adjusted carrying value of an 
equity exposure is: 

(1) For the on-balance sheet component of 
an equity exposure, the bank’s carrying 
value of the exposure reduced by any unreal-
ized gains on the exposure that are reflected 
in such carrying value but excluded from the 
bank’s tier 1 and tier 2 capital; and 

(2) For the off-balance sheet component of 
an equity exposure, the effective notional 

principal amount of the exposure, the size of 
which is equivalent to a hypothetical on-bal-
ance sheet position in the underlying equity 
instrument that would evidence the same 
change in fair value (measured in dollars) for 
a given small change in the price of the un-
derlying equity instrument, minus the ad-
justed carrying value of the on-balance sheet 
component of the exposure as calculated in 
paragraph (b)(1) of this section. For unfunded 
equity commitments that are unconditional, 
the effective notional principal amount is 
the notional amount of the commitment. 
For unfunded equity commitments that are 
conditional, the effective notional principal 
amount is the bank’s best estimate of the 
amount that would be funded under eco-
nomic downturn conditions. 

Section 52. Simple Risk Weight Approach 
(SRWA) 

(a) General. Under the SRWA, a bank’s ag-
gregate risk-weighted asset amount for its 
equity exposures is equal to the sum of the 
risk-weighted asset amounts for each of the 
bank’s individual equity exposures (other 
than equity exposures to an investment 
fund) as determined in this section and the 
risk-weighted asset amounts for each of the 
bank’s individual equity exposures to an in-
vestment fund as determined in section 54 of 
this appendix. 

(b) SRWA computation for individual equity 
exposures. A bank must determine the risk- 
weighted asset amount for an individual eq-
uity exposure (other than an equity exposure 
to an investment fund) by multiplying the 
adjusted carrying value of the equity expo-
sure or the effective portion and ineffective 
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portion of a hedge pair (as defined in para-
graph (c) of this section) by the lowest appli-
cable risk weight in this paragraph (b). 

(1) 0 percent risk weight equity exposures. An 
equity exposure to an entity whose credit ex-
posures are exempt from the 0.03 percent PD 
floor in paragraph (d)(2) of section 31 of this 
appendix is assigned a 0 percent risk weight. 

(2) 20 percent risk weight equity exposures. 
An equity exposure to a Federal Home Loan 
Bank or Farmer Mac is assigned a 20 percent 
risk weight. 

(3) 100 percent risk weight equity exposures. 
The following equity exposures are assigned 
a 100 percent risk weight: 

(i) Community development equity exposures. 
An equity exposure that qualifies as a com-
munity development investment under 12 
U.S.C. 24 (Eleventh), excluding equity expo-
sures to an unconsolidated small business in-
vestment company and equity exposures held 
through a consolidated small business in-
vestment company described in section 302 of 
the Small Business Investment Act of 1958 
(15 U.S.C. 682). 

(ii) Effective portion of hedge pairs. The ef-
fective portion of a hedge pair. 

(iii) Non-significant equity exposures. Equity 
exposures, excluding exposures to an invest-
ment firm that would meet the definition of 
a traditional securitization were it not for 
the FDIC’s application of paragraph (8) of 
that definition and has greater than immate-
rial leverage, to the extent that the aggre-
gate adjusted carrying value of the exposures 
does not exceed 10 percent of the bank’s tier 
1 capital plus tier 2 capital. 

(A) To compute the aggregate adjusted car-
rying value of a bank’s equity exposures for 
purposes of this paragraph (b)(3)(iii), the 
bank may exclude equity exposures de-
scribed in paragraphs (b)(1), (b)(2), (b)(3)(i), 
and (b)(3)(ii) of this section, the equity expo-
sure in a hedge pair with the smaller ad-
justed carrying value, and a proportion of 
each equity exposure to an investment fund 
equal to the proportion of the assets of the 
investment fund that are not equity expo-
sures or that meet the criterion of paragraph 
(b)(3)(i) of this section. If a bank does not 
know the actual holdings of the investment 
fund, the bank may calculate the proportion 
of the assets of the fund that are not equity 
exposures based on the terms of the pro-
spectus, partnership agreement, or similar 
contract that defines the fund’s permissible 
investments. If the sum of the investment 
limits for all exposure classes within the 
fund exceeds 100 percent, the bank must as-
sume for purposes of this paragraph (b)(3)(iii) 
that the investment fund invests to the max-
imum extent possible in equity exposures. 

(B) When determining which of a bank’s 
equity exposures qualify for a 100 percent 
risk weight under this paragraph, a bank 
first must include equity exposures to un-
consolidated small business investment com-

panies or held through consolidated small 
business investment companies described in 
section 302 of the Small Business Investment 
Act of 1958 (15 U.S.C. 682), then must include 
publicly traded equity exposures (including 
those held indirectly through investment 
funds), and then must include non-publicly 
traded equity exposures (including those 
held indirectly through investment funds). 

(4) 300 percent risk weight equity exposures. A 
publicly traded equity exposure (other than 
an equity exposure described in paragraph 
(b)(6) of this section and including the inef-
fective portion of a hedge pair) is assigned a 
300 percent risk weight. 

(5) 400 percent risk weight equity exposures. 
An equity exposure (other than an equity ex-
posure described in paragraph (b)(6) of this 
section) that is not publicly traded is as-
signed a 400 percent risk weight. 

(6) 600 percent risk weight equity exposures. 
An equity exposure to an investment firm 
that: 

(i) Would meet the definition of a tradi-
tional securitization were it not for the 
FDIC’s application of paragraph (8) of that 
definition; and 

(ii) Has greater than immaterial leverage 
is assigned a 600 percent risk weight. 

(c) Hedge transactions—(1) Hedge pair. A 
hedge pair is two equity exposures that form 
an effective hedge so long as each equity ex-
posure is publicly traded or has a return that 
is primarily based on a publicly traded eq-
uity exposure. 

(2) Effective hedge. Two equity exposures 
form an effective hedge if the exposures ei-
ther have the same remaining maturity or 
each has a remaining maturity of at least 
three months; the hedge relationship is for-
mally documented in a prospective manner 
(that is, before the bank acquires at least 
one of the equity exposures); the documenta-
tion specifies the measure of effectiveness 
(E) the bank will use for the hedge relation-
ship throughout the life of the transaction; 
and the hedge relationship has an E greater 
than or equal to 0.8. A bank must measure E 
at least quarterly and must use one of three 
alternative measures of E: 

(i) Under the dollar-offset method of meas-
uring effectiveness, the bank must deter-
mine the ratio of value change (RVC). The 
RVC is the ratio of the cumulative sum of 
the periodic changes in value of one equity 
exposure to the cumulative sum of the peri-
odic changes in the value of the other equity 
exposure. If RVC is positive, the hedge is not 
effective and E equals 0. If RVC is negative 
and greater than or equal to ¥1 (that is, be-
tween zero and ¥1), then E equals the abso-
lute value of RVC. If RVC is negative and 
less than ¥1, then E equals 2 plus RVC. 

(ii) Under the variability-reduction method 
of measuring effectiveness: 
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(A) Xt = At ¥ Bt; 
(B) At = the value at time t of one exposure 

in a hedge pair; and 
(C) Bt = the value at time t of the other ex-

posure in a hedge pair. 
(iii) Under the regression method of meas-

uring effectiveness, E equals the coefficient 
of determination of a regression in which the 
change in value of one exposure in a hedge 
pair is the dependent variable and the 
change in value of the other exposure in a 
hedge pair is the independent variable. How-
ever, if the estimated regression coefficient 
is positive, then the value of E is zero. 

(3) The effective portion of a hedge pair is 
E multiplied by the greater of the adjusted 
carrying values of the equity exposures 
forming a hedge pair. 

(4) The ineffective portion of a hedge pair 
is (1–E) multiplied by the greater of the ad-
justed carrying values of the equity expo-
sures forming a hedge pair. 

Section 53. Internal Models Approach (IMA) 

(a) General. A bank may calculate its risk- 
weighted asset amount for equity exposures 
using the IMA by modeling publicly traded 
and non-publicly traded equity exposures (in 
accordance with paragraph (c) of this sec-
tion) or by modeling only publicly traded eq-
uity exposures (in accordance with para-
graph (d) of this section). 

(b) Qualifying criteria. To qualify to use the 
IMA to calculate risk-based capital require-
ments for equity exposures, a bank must re-
ceive prior written approval from the FDIC. 
To receive such approval, the bank must 
demonstrate to the FDIC’s satisfaction that 
the bank meets the following criteria: 

(1) The bank must have one or more mod-
els that: 

(i) Assess the potential decline in value of 
its modeled equity exposures; 

(ii) Are commensurate with the size, com-
plexity, and composition of the bank’s mod-
eled equity exposures; and 

(iii) Adequately capture both general mar-
ket risk and idiosyncratic risk. 

(2) The bank’s model must produce an esti-
mate of potential losses for its modeled eq-
uity exposures that is no less than the esti-
mate of potential losses produced by a VaR 
methodology employing a 99.0 percent, one- 
tailed confidence interval of the distribution 
of quarterly returns for a benchmark port-
folio of equity exposures comparable to the 

bank’s modeled equity exposures using a 
long-term sample period. 

(3) The number of risk factors and expo-
sures in the sample and the data period used 
for quantification in the bank’s model and 
benchmarking exercise must be sufficient to 
provide confidence in the accuracy and 
robustness of the bank’s estimates. 

(4) The bank’s model and benchmarking 
process must incorporate data that are rel-
evant in representing the risk profile of the 
bank’s modeled equity exposures, and must 
include data from at least one equity market 
cycle containing adverse market movements 
relevant to the risk profile of the bank’s 
modeled equity exposures. In addition, the 
bank’s benchmarking exercise must be based 
on daily market prices for the benchmark 
portfolio. If the bank’s model uses a scenario 
methodology, the bank must demonstrate 
that the model produces a conservative esti-
mate of potential losses on the bank’s mod-
eled equity exposures over a relevant long- 
term market cycle. If the bank employs risk 
factor models, the bank must demonstrate 
through empirical analysis the appropriate-
ness of the risk factors used. 

(5) The bank must be able to demonstrate, 
using theoretical arguments and empirical 
evidence, that any proxies used in the mod-
eling process are comparable to the bank’s 
modeled equity exposures and that the bank 
has made appropriate adjustments for dif-
ferences. The bank must derive any proxies 
for its modeled equity exposures and bench-
mark portfolio using historical market data 
that are relevant to the bank’s modeled eq-
uity exposures and benchmark portfolio (or, 
where not, must use appropriately adjusted 
data), and such proxies must be robust esti-
mates of the risk of the bank’s modeled eq-
uity exposures. 

(c) Risk-weighted assets calculation for a 
bank modeling publicly traded and non-publicly 
traded equity exposures. If a bank models pub-
licly traded and non-publicly traded equity 
exposures, the bank’s aggregate risk-weight-
ed asset amount for its equity exposures is 
equal to the sum of: 

(1) The risk-weighted asset amount of each 
equity exposure that qualifies for a 0 per-
cent, 20 percent, or 100 percent risk weight 
under paragraphs (b)(1) through (b)(3)(i) of 
section 52 (as determined under section 52 of 
this appendix) and each equity exposure to 
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an investment fund (as determined under 
section 54 of this appendix); and 

(2) The greater of: 
(i) The estimate of potential losses on the 

bank’s equity exposures (other than equity 
exposures referenced in paragraph (c)(1) of 
this section) generated by the bank’s inter-
nal equity exposure model multiplied by 12.5; 
or 

(ii) The sum of: 
(A) 200 percent multiplied by the aggregate 

adjusted carrying value of the bank’s pub-
licly traded equity exposures that do not be-
long to a hedge pair, do not qualify for a 0 
percent, 20 percent, or 100 percent risk 
weight under paragraphs (b)(1) through 
(b)(3)(i) of section 52 of this appendix, and are 
not equity exposures to an investment fund; 

(B) 200 percent multiplied by the aggregate 
ineffective portion of all hedge pairs; and 

(C) 300 percent multiplied by the aggregate 
adjusted carrying value of the bank’s equity 
exposures that are not publicly traded, do 
not qualify for a 0 percent, 20 percent, or 100 
percent risk weight under paragraphs (b)(1) 
through (b)(3)(i) of section 52 of this appen-
dix, and are not equity exposures to an in-
vestment fund. 

(d) Risk-weighted assets calculation for a 
bank using the IMA only for publicly traded eq-
uity exposures. If a bank models only publicly 
traded equity exposures, the bank’s aggre-
gate risk-weighted asset amount for its eq-
uity exposures is equal to the sum of: 

(1) The risk-weighted asset amount of each 
equity exposure that qualifies for a 0 per-
cent, 20 percent, or 100 percent risk weight 
under paragraphs (b)(1) through (b)(3)(i) of 
section 52 (as determined under section 52 of 
this appendix), each equity exposure that 
qualifies for a 400 percent risk weight under 
paragraph (b)(5) of section 52 or a 600 percent 
risk weight under paragraph (b)(6) of section 
52 (as determined under section 52 of this ap-
pendix), and each equity exposure to an in-
vestment fund (as determined under section 
54 of this appendix); and 

(2) The greater of: 
(i) The estimate of potential losses on the 

bank’s equity exposures (other than equity 
exposures referenced in paragraph (d)(1) of 
this section) generated by the bank’s inter-
nal equity exposure model multiplied by 12.5; 
or 

(ii) The sum of: 
(A) 200 percent multiplied by the aggregate 

adjusted carrying value of the bank’s pub-
licly traded equity exposures that do not be-
long to a hedge pair, do not qualify for a 0 
percent, 20 percent, or 100 percent risk 
weight under paragraphs (b)(1) through 
(b)(3)(i) of section 52 of this appendix, and are 
not equity exposures to an investment fund; 
and 

(B) 200 percent multiplied by the aggregate 
ineffective portion of all hedge pairs. 

Section 54. Equity Exposures to Investment 
Funds 

(a) Available approaches. (1) Unless the ex-
posure meets the requirements for a commu-
nity development equity exposure in para-
graph (b)(3)(i) of section 52 of this appendix, 
a bank must determine the risk-weighted 
asset amount of an equity exposure to an in-
vestment fund under the Full Look-Through 
Approach in paragraph (b) of this section, 
the Simple Modified Look-Through Ap-
proach in paragraph (c) of this section, the 
Alternative Modified Look-Through Ap-
proach in paragraph (d) of this section, or, if 
the investment fund qualifies for the Money 
Market Fund Approach, the Money Market 
Fund Approach in paragraph (e) of this sec-
tion. 

(2) The risk-weighted asset amount of an 
equity exposure to an investment fund that 
meets the requirements for a community de-
velopment equity exposure in paragraph 
(b)(3)(i) of section 52 of this appendix is its 
adjusted carrying value. 

(3) If an equity exposure to an investment 
fund is part of a hedge pair and the bank 
does not use the Full Look-Through Ap-
proach, the bank may use the ineffective 
portion of the hedge pair as determined 
under paragraph (c) of section 52 of this ap-
pendix as the adjusted carrying value for the 
equity exposure to the investment fund. The 
risk-weighted asset amount of the effective 
portion of the hedge pair is equal to its ad-
justed carrying value. 

(b) Full Look-Through Approach. A bank 
that is able to calculate a risk-weighted 
asset amount for its proportional ownership 
share of each exposure held by the invest-
ment fund (as calculated under this appendix 
as if the proportional ownership share of 
each exposure were held directly by the 
bank) may either: 

(1) Set the risk-weighted asset amount of 
the bank’s exposure to the fund equal to the 
product of: 

(i) The aggregate risk-weighted asset 
amounts of the exposures held by the fund as 
if they were held directly by the bank; and 

(ii) The bank’s proportional ownership 
share of the fund; or 

(2) Include the bank’s proportional owner-
ship share of each exposure held by the fund 
in the bank’s IMA. 

(c) Simple Modified Look-Through Approach. 
Under this approach, the risk-weighted asset 
amount for a bank’s equity exposure to an 
investment fund equals the adjusted car-
rying value of the equity exposure multiplied 
by the highest risk weight in Table 10 that 
applies to any exposure the fund is permitted 
to hold under its prospectus, partnership 
agreement, or similar contract that defines 
the fund’s permissible investments (exclud-
ing derivative contracts that are used for 
hedging rather than speculative purposes 
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and that do not constitute a material por-
tion of the fund’s exposures). 

TABLE 10—MODIFIED LOOK-THROUGH APPROACHES FOR EQUITY EXPOSURES TO INVESTMENT FUNDS 

Risk weight Exposure class 

0 percent ......................................... Sovereign exposures with a long-term applicable external rating in the highest investment- 
grade rating category and sovereign exposures of the United States. 

20 percent ....................................... Non-sovereign exposures with a long-term applicable external rating in the highest or sec-
ond-highest investment-grade rating category; exposures with a short-term applicable 
external rating in the highest investment-grade rating category; and exposures to, or 
guaranteed by, depository institutions, foreign banks (as defined in 12 CFR 211.2), or 
securities firms subject to consolidated supervision and regulation comparable to that 
imposed on U.S. securities broker-dealers that are repo-style transactions or bankers’ 
acceptances. 

50 percent ....................................... Exposures with a long-term applicable external rating in the third-highest investment-grade 
rating category or a short-term applicable external rating in the second-highest invest-
ment-grade rating category. 

100 percent ..................................... Exposures with a long-term or short-term applicable external rating in the lowest invest-
ment-grade rating category. 

200 percent ..................................... Exposures with a long-term applicable external rating one rating category below invest-
ment grade. 

300 percent ..................................... Publicly traded equity exposures. 
400 percent ..................................... Non-publicly traded equity exposures; exposures with a long-term applicable external rat-

ing two rating categories or more below investment grade; and exposures without an ex-
ternal rating (excluding publicly traded equity exposures). 

1,250 percent .................................. OTC derivative contracts and exposures that must be deducted from regulatory capital or 
receive a risk weight greater than 400 percent under this appendix. 

(d) Alternative Modified Look-Through Ap-
proach. Under this approach, a bank may as-
sign the adjusted carrying value of an equity 
exposure to an investment fund on a pro rata 
basis to different risk weight categories in 
Table 10 based on the investment limits in 
the fund’s prospectus, partnership agree-
ment, or similar contract that defines the 
fund’s permissible investments. The risk- 
weighted asset amount for the bank’s equity 
exposure to the investment fund equals the 
sum of each portion of the adjusted carrying 
value assigned to an exposure class multi-
plied by the applicable risk weight. If the 
sum of the investment limits for exposure 
classes within the fund exceeds 100 percent, 
the bank must assume that the fund invests 
to the maximum extent permitted under its 
investment limits in the exposure class with 
the highest risk weight under Table 10, and 
continues to make investments in order of 
the exposure class with the next highest risk 
weight under Table 10 until the maximum 
total investment level is reached. If more 
than one exposure class applies to an expo-
sure, the bank must use the highest applica-
ble risk weight. A bank may exclude deriva-
tive contracts held by the fund that are used 
for hedging rather than for speculative pur-
poses and do not constitute a material por-
tion of the fund’s exposures. 

(e) Money Market Fund Approach. The risk- 
weighted asset amount for a bank’s equity 
exposure to an investment fund that is a 
money market fund subject to 17 CFR 270.2a– 
7 and that has an applicable external rating 
in the highest investment-grade rating cat-

egory equals the adjusted carrying value of 
the equity exposure multiplied by 7 percent. 

Section 55. Equity Derivative Contracts 

Under the IMA, in addition to holding risk- 
based capital against an equity derivative 
contract under this part, a bank must hold 
risk-based capital against the counterparty 
credit risk in the equity derivative contract 
by also treating the equity derivative con-
tract as a wholesale exposure and computing 
a supplemental risk-weighted asset amount 
for the contract under part IV. Under the 
SRWA, a bank may choose not to hold risk- 
based capital against the counterparty credit 
risk of equity derivative contracts, as long 
as it does so for all such contracts. Where 
the equity derivative contracts are subject 
to a qualified master netting agreement, a 
bank using the SRWA must either include 
all or exclude all of the contracts from any 
measure used to determine counterparty 
credit risk exposure. 

PART VII. RISK-WEIGHTED ASSETS FOR 
OPERATIONAL RISK 

Section 61. Qualification Requirements for 
Incorporation of Operational Risk Mitigants 

(a) Qualification to use operational risk 
mitigants. A bank may adjust its estimate of 
operational risk exposure to reflect quali-
fying operational risk mitigants if: 

(1) The bank’s operational risk quantifica-
tion system is able to generate an estimate 
of the bank’s operational risk exposure 
(which does not incorporate qualifying oper-
ational risk mitigants) and an estimate of 
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4 Other public disclosure requirements con-
tinue to apply—for example, Federal securi-
ties law and regulatory reporting require-
ments. 

the bank’s operational risk exposure ad-
justed to incorporate qualifying operational 
risk mitigants; and 

(2) The bank’s methodology for incor-
porating the effects of insurance, if the bank 
uses insurance as an operational risk 
mitigant, captures through appropriate dis-
counts to the amount of risk mitigation: 

(i) The residual term of the policy, where 
less than one year; 

(ii) The cancellation terms of the policy, 
where less than one year; 

(iii) The policy’s timeliness of payment; 
(iv) The uncertainty of payment by the 

provider of the policy; and 
(v) Mismatches in coverage between the 

policy and the hedged operational loss event. 
(b) Qualifying operational risk mitigants. 

Qualifying operational risk mitigants are: 
(1) Insurance that: 
(i) Is provided by an unaffiliated company 

that has a claims payment ability that is 
rated in one of the three highest rating cat-
egories by a NRSRO; 

(ii) Has an initial term of at least one year 
and a residual term of more than 90 days; 

(iii) Has a minimum notice period for can-
cellation by the provider of 90 days; 

(iv) Has no exclusions or limitations based 
upon regulatory action or for the receiver or 
liquidator of a failed depository institution; 
and 

(v) Is explicitly mapped to a potential 
operational loss event; and 

(2) Operational risk mitigants other than 
insurance for which the FDIC has given prior 
written approval. In evaluating an oper-
ational risk mitigant other than insurance, 
the FDIC will consider whether the oper-
ational risk mitigant covers potential oper-
ational losses in a manner equivalent to 
holding regulatory capital. 

Section 62. Mechanics of Risk-Weighted Asset 
Calculation 

(a) If a bank does not qualify to use or does 
not have qualifying operational risk 
mitigants, the bank’s dollar risk-based cap-
ital requirement for operational risk is its 
operational risk exposure minus eligible 
operational risk offsets (if any). 

(b) If a bank qualifies to use operational 
risk mitigants and has qualifying oper-
ational risk mitigants, the bank’s dollar 
risk-based capital requirement for oper-
ational risk is the greater of: 

(1) The bank’s operational risk exposure 
adjusted for qualifying operational risk 
mitigants minus eligible operational risk 
offsets (if any); or 

(2) 0.8 multiplied by the difference be-
tween: 

(i) The bank’s operational risk exposure; 
and 

(ii) Eligible operational risk offsets (if 
any). 

(c) The bank’s risk-weighted asset amount 
for operational risk equals the bank’s dollar 
risk-based capital requirement for oper-
ational risk determined under paragraph (a) 
or (b) of this section multiplied by 12.5. 

PART VIII. DISCLOSURE 

Section 71. Disclosure Requirements 

(a) Each bank must publicly disclose each 
quarter its total and tier 1 risk-based capital 
ratios and their components (that is, tier 1 
capital, tier 2 capital, total qualifying cap-
ital, and total risk-weighted assets). 4 

(b) A bank must comply with paragraph (b) 
of section 71 of appendix G to the Federal Re-
serve Board’s Regulation Y (12 CFR part 225, 
appendix G) unless it is a consolidated sub-
sidiary of a bank holding company or deposi-
tory institution that is subject to these re-
quirements. 

PART IX. TRANSITION PROVISIONS 

Section 81. Optional Transition Provisions Re-
lated to the Implementation of Consolidation 
Requirements Under FAS 167 

(a) Scope, applicability, and purpose. This 
section 81 provides optional transition provi-
sions for a State nonmember bank that is re-
quired for financial and regulatory reporting 
purposes, as a result of its implementation of 
Statement of Financial Accounting Stand-
ards No. 167, Amendments to FASB Interpreta-
tion No. 46(R) (FAS 167), to consolidate cer-
tain variable interest entities (VIEs) as de-
fined under GAAP. These transition provi-
sions apply through the end of the fourth 
quarter following the date of a bank’s imple-
mentation of FAS 167 (implementation date). 

(b) Exclusion period. 
(1) Exclusion of risk-weighted assets for the 

first and second quarters. For the first two 
quarters after the implementation date (ex-
clusion period), including for the two cal-
endar quarter-end regulatory report dates 
within those quarters, a bank may exclude 
from risk-weighted assets: 

(i) Subject to the limitations in paragraph 
(d) of this section 81, assets held by a VIE, 
provided that the following conditions are 
met: 

(A) The VIE existed prior to the implemen-
tation date, 

(B) The bank did not consolidate the VIE 
on its balance sheet for calendar quarter-end 
regulatory report dates prior to the imple-
mentation date, 
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1 In its original form, subchapter II of chap-
ter 53 of title 31 U.S.C., was part of Pub. L. 
91–508 which requires recordkeeping for and 
reporting of currency transactions by banks 
and others and is commonly known as the 
Bank Secrecy Act. 

(C) The bank must consolidate the VIE on 
its balance sheet beginning as of the imple-
mentation date as a result of its implemen-
tation of FAS 167, and 

(D) The bank excludes all assets held by 
VIEs described in paragraphs (b)(1)(i)(A) 
through (C) of this section 81; and 

(ii) Subject to the limitations in paragraph 
(d) of this section 81, assets held by a VIE 
that is a consolidated ABCP program, pro-
vided that the following conditions are met: 

(A) The bank is the sponsor of the ABCP 
program, 

(B) Prior to the implementation date, the 
bank consolidated the VIE onto its balance 
sheet under GAAP and excluded the VIE’s 
assets from the bank’s risk-weighted assets, 
and 

(C) The bank chooses to exclude all assets 
held by ABCP program VIEs described in 
paragraphs (b)(1)(ii)(A) and (B) of this sec-
tion 81. 

(2) Risk-weighted assets during exclusion pe-
riod. During the exclusion period, including 
for the two calendar quarter-end regulatory 
report dates within the exclusion period, a 
bank adopting the optional provisions in 
paragraph (b) of this section must calculate 
risk-weighted assets for its contractual expo-
sures to the VIEs referenced in paragraph 
(b)(1) of this section 81 on the implementa-
tion date and include this calculated amount 
in risk-weighted assets. Such contractual ex-
posures may include direct-credit sub-
stitutes, recourse obligations, residual inter-
ests, liquidity facilities, and loans. 

(3) Inclusion of ALLL in Tier 2 capital for the 
first and second quarters. During the exclusion 
period, including for the two calendar quar-
ter-end regulatory report dates within the 
exclusion period, a bank that excludes VIE 
assets from risk-weighted assets pursuant to 
paragraph (b)(1) of this section 81 may in-
clude in Tier 2 capital the full amount of the 
ALLL calculated as of the implementation 
date that is attributable to the assets it ex-
cludes pursuant to paragraph (b)(1) of this 
section 81 (inclusion amount). The amount of 
ALLL includable in Tier 2 capital in accord-
ance with this paragraph shall not be subject 
to the limitations set forth in section 13(a)(2) 
and (b) of this Appendix. 

(c) Phase-in period. 
(1) Exclusion amount. For purposes of this 

paragraph (c), exclusion amount is defined as 
the amount of risk-weighted assets excluded 
in paragraph (b)(1) of this section as of the 
implementation date. 

(2) Risk-weighted assets for the third and 
fourth quarters. A bank that excludes assets 
of consolidated VIEs from risk-weighted as-
sets pursuant to paragraph (b)(1) of this sec-
tion may, for the third and fourth quarters 
after the implementation date (phase-in pe-
riod), including for the two calendar quarter- 
end regulatory report dates within those 
quarters, exclude from risk-weighted assets 

50 percent of the exclusion amount, provided 
that the bank may not include in risk- 
weighted assets pursuant to this paragraph 
an amount less than the aggregate risk- 
weighted assets calculated pursuant to para-
graph (b)(2) of this section 81. 

(3) Inclusion of ALLL in Tier 2 capital for the 
third and fourth quarters. A bank that ex-
cludes assets of consolidated VIEs from risk- 
weighted assets pursuant to paragraph (c)(2) 
of this section may, for the phase-in period, 
include in Tier 2 capital 50 percent of the in-
clusion amount it included in Tier 2 capital 
during the exclusion period, notwithstanding 
the limit on including ALLL in Tier 2 capital 
in section 13(a)(2) and (b) of this Appendix. 

(d) Implicit recourse limitation. Notwith-
standing any other provision in this section 
81, assets held by a VIE to which the bank 
has provided recourse through credit en-
hancement beyond any contractual obliga-
tion to support assets it has sold may not be 
excluded from risk-weighted assets. 

[72 FR 69396, 69437, Dec. 7, 2007; 73 FR 21690, 
Apr. 22, 2008; 75 FR 4651, Jan. 28, 2010] 

PART 326—MINIMUM SECURITY DE-
VICES AND PROCEDURES AND 
BANK SECRECY ACT 1 COMPLI-
ANCE 

Subpart A—Minimum Security Procedures 

Sec. 
326.0 Authority, purpose, and scope. 
326.1 Definitions. 
326.2 Designation of security officer. 
326.3 Security program. 
326.4 Reports. 

Subpart B—Procedures for Monitoring Bank 
Secrecy Act Complianace 

326.8 Bank Secrecy Act compliance. 

AUTHORITY: 12 U.S.C. 1813, 1815, 1817, 1818, 
1819 (Tenth), 1881–1883; 31 U.S.C. 5311–5314 and 
5316–5332.2 

Subpart A—Minimum Security 
Procedures 

SOURCE: 56 FR 13581, Apr. 3, 1991, unless 
otherwise noted. 
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