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bank over the planning horizon, and an
explanation of the most significant
causes for the changes in regulatory
capital ratios.

(c) Information to be disclosed in the
summary. A covered bank must disclose
the following information regarding
the severely adverse scenario if it is
not a consolidated subsidiary of a par-
ent bank holding company or savings
and loan holding company that has
elected to make its disclosure under
section 203(d):

(1) A description of the types of risks
included in the stress test;

(2) A summary description of the
methodologies used in the stress test;

(3) Estimates of aggregate losses, pre-
provision net revenue, provision for
loan and lease losses, net income, and
pro forma capital ratios (including reg-
ulatory and any other capital ratios
specified by the FDIC); and

(4) An explanation of the most sig-
nificant causes for the changes in the
regulatory capital ratios.

(d) Content of results. (1) The disclo-
sure of aggregate losses, pre-provision
net revenue, provisions for loan and
lease losses, and net income under this
section must be on a cumulative basis
over the planning horizon.

(2) The disclosure of regulatory cap-
ital ratios and any other capital ratios
specified by the Corporation under this
section must include the beginning
value, ending value, and minimum
value of each ratio over the planning
horizon.

[77 FR 62424, Oct. 15, 2012, as amended at 79
FR 69369, Nov. 21, 2014]

APPENDIX A TO PART 326—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

12 CFR Ch. lll (1-1-17 Edition)

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).! 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, IT 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

1Period-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.
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banks, regardless of size, and to all cir-
cumstances in which the FDIC is required to
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
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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,

2Preferred 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.
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mortgage servicing assets, nonmortgage
servicing assets and purchased credit card
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 IL.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.4.2.(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
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exclude allocated transfer risk reserves,? 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.®

(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.

4Allocated 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.

5The 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.
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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
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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 I1.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;

(b) 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
subordinated 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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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.® These assets include:

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

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.

7In 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
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ducted from the core capital (Tier 1) ele-
ments.

(2) Investments in wunconsolidated 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.® Generally, these investments
include equity and debt capital securities

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.

8For 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.

9Consolidation 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.
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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-

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.
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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)(d)
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-
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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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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,1! 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

11The 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.
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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 I1.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 expo-
sure to another party (the ‘‘protection pro-
vider’’). The value of a credit derivative is
dependent, at least in part, on the credit per-
formance 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:

12Through year-end 1992, remaining rather

than original maturity may be used for de-
termining term to maturity for commit-
ments.
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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

12 CFR Ch. lll (1-1-17 Edition)

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 1li-
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
240.15¢3-1).

(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
I1.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
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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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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

12 CFR Ch. lll (1-1-17 Edition)

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 posi-
tions. 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

13A 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.
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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-
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propriate.14 If a traded position receives
more than one external rating, the lowest
rating will apply.

TABLE A
Long-term rating category Examples ::I{:\s};()ev:gle%q;
Highest or second highest investment grade .............cccccoiiiiiiiiiiiciee AAA, AA 20
Third highest investment grade ...... AL 50
Lowest investment grade BBB 100
One category below investment grade BB .. e 200
TABLE B
Short-term rating category Examples ﬁr'fl;gggn;
Highest investment grade 20
Second highest investment grade .. 50
Lowest investment grade 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-

14 Stripped mortgage-backed securities and
similar instruments, such as interest-only
strips that are not credit-enhancing and

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 IL.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

principal-only strips, must be assigned to the

100% risk category.
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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-

12 CFR Ch. lll (1-1-17 Edition)

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 l(:}lr?i;)g\rlgé%?)t
Investment grade ........ BBB or better .. . 100
One category below investment grade 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’
assets and other risk positions;

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

15The 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.

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

Pt. 325, App. A

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 I1.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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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. 18310) 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. 1831lo(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-

12 CFR Ch. lll (1-1-17 Edition)

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.1” 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)).

(iiil) 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.

1For 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

16An 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.

17The 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-

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

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.
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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 IL.B.(6)(iv)
will be assigned a 100 percent risk-weight
and included in the bank’s consolidated risk-
weighted assets. 19

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.

19Tf 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
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(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

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 “‘pbinding 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 IL.B.(6)(V).

447



Pt. 325, App. A

investment date.2! 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 IL.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

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).
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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

22Unrealized 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.
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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
five risk weight categories—0 percent, 20 per-
cent, 50 percent, 100 percent, and 200 percent.
In general, if a particular item can be placed
in more than one risk category, it is as-
signed to the category that has the lowest
risk weight. An explanation of the compo-
nents 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?2¢ (including securities,
loans, and leases) on, and the portions of
claims that are unconditionally guaranteed
by, OECD central governments2® and U.S.

23 A1l 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
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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 TUnited
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?? by,
U.S. depository institutions2® and foreign

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.

27Claims 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.

287.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

Continued
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banks;2? 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 claim3! on, or guaran-
teed by, qualifying securities firms incor-
porated in the United States or other mem-
ber of the OECD-based group of countries32

banking facilities of domestic depository in-
stitutions, and U.S.-chartered depository in-
stitutions owned by foreigners. However,
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.

30Long-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.

31Claims 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.

32With 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 240.15¢3-1. 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-

12 CFR Ch. lll (1-1-17 Edition)

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

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.

450



Federal Deposit Insurance Corporation

b. This category also includes claims on, or
portions of claims guaranteed by, U.S. Gov-
ernment-sponsored agencies;3¢ 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-

1821(e)(8)), or a netting contract between fi-
nancial institutions under sections 401-407 of
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).

3¢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.

35For 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.

36Claims 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.
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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
liens37 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

37If 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.

39This 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.
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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
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 con-
tract; 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:

40The 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-

12 CFR Ch. lll (1-1-17 Edition)

(1) The loan amount does not exceed 80 per-
cent of the value4! 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

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
appraisal or evaluation, whichever may be
appropriate.

42Tn 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.
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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
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

4 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.

4 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-
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(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.

(d) Subject to the requirements below, a
bank may assign an asset not included in the
categories above to the risk weight category
applicable under the capital guidelines for
bank holding companies (12 CFR part 225, ap-
pendix A), provided that all of the following
conditions apply:

(1) The bank is not authorized to hold the
asset under applicable law other than debt
previously contracted or similar authority;
and

(2) The risks associated with the asset are
substantially similar to the risks of assets
that are otherwise assigned to a risk weight
category less than 100 percent under this ap-
pendix.

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

(a) Externally rated recourse obligations,
direct credit substitutes, residual interests

anteed by U.S. depository institutions and
foreign banks.
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(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 I1I)

The face amount of an off-balance sheet
item is generally incorporated into the risk-
weighted assets in two steps. The face
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. 46

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,*” 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

46The 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.

47Forward forward deposits accepted are
treated as interest rate contracts.

12 CFR Ch. lll (1-1-17 Edition)

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,4® 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.

48Tn 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.
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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
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-
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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).
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(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.

(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-

12 CFR Ch. lll (1-1-17 Edition)

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, 49 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

Exchange Precious -
Remaining maturity Interest rate rate and Equity metals, ex- Omgéifig;"
gold cept gold
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

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

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

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

(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
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(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. 50

(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. 5!

(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 (A,e). The formula, which employs

50 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.

S1For 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.
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the ratio of net current exposure to gross
current exposure (NGR) is expressed as:

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

The effect of this formula is that A, 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.

1) Under the counterparty-by-
counterparty approach, the NGR is the ratio
of the net current exposure of the netting
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 IL.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
I1.E.5.(g)(1) of this appendix A). Net negative
mark-to-market values to individual
counterparties cannot be used to offset net

12 CFR Ch. lll (1-1-17 Edition)

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.

ITI. 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 |—DEFINITION OF QUALIFYING CAPITAL

Components

Minimum requirements

(1) CORE CAPITAL (Tier 1)
(a) Common stockholders’ equity
(b) Noncumulative perpetual preferred stock and any

related surplus.

(c) Minority interest in equity accounts of consolidated

(d) Less: All intangible assets other than certain mort-
gage servicing assets, nonmortgage servicing as-
sets and purchased credit card relationships.

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

(f) Less: Certain deferred tax assets

(2) SUPPLEMENTARY CAPITAL (Tier 2)
(a) Allowance for loan and lease losses
(b) Unrealized gains on certain equity securities. ©
(c) Cumulative perpetual and long-term preferred

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

(d) Auction rate and similar preferred stock (both cu-
mulative and non-cumulative).

(e) Hybrid capital instruments (including mandatory
convertible debt securities).

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

(3) DEDUCTIONS (from sum of tier 1 and tier 2)

(a) Investments in banking and finance subsidiaries
that are not consolidated for regulatory capital pur-
poses

(b) Intentional, reciprocal cross-holdings of capital se-
curities issued by banks

(c) Other deductions (such as investment in other
subsidiaries or joint ventures) as determined by su-
pervisory authority.

Must equal or exceed 4% of weighted-risk assets.
No limit. 1
No limit. 1

No limit. 1

(®).

(3.

().

Total of tier 2 is limited to 100% of tier 1.5

Limited to 1.25% of weighted-risk assets. 5

Limited to 45% of pretax net unrealized gains. ¢

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

No limit within Tier 2.
No limit within Tier 2.
Term subordinated debt and intermediate-term preferred stock

are limited to 50% of Tier 15 and amortized for capital pur-
poses as they approach maturity.

On a case-by-case basis or as a matter of policy after formal
consideration of relevant issues.
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TABLE |—DEFINITION OF QUALIFYING CAPITAL—Continued

Components

Minimum requirements

(4) TOTAL CAPITAL ......

Must equal or exceed 8% of weighted-risk assets.

1No 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.

2The 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.

3The 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 11.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.

¢ 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,! or

1For 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

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,! 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.

repayment of principal and interest by the
full faith and credit of the U.S. Government.
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(b) 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)
collateralized3 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
collateralized3 by cash on deposit in the
lending bank.

(8) General obligation claims on, and por-
tions of claims guaranteed by, the full faith
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 collateralized3 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

2For 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.

3Degree of collateralization is determined
by current market value.

12 CFR Ch. lll (1-1-17 Edition)

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

460



Federal Deposit Insurance Corporation

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 I1.B.5(g) of this appendix A.

(10) All other assets, including any intan-
gible assets that are not deducted from cap-
ital, and the credit equivalent amounts4 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
I1.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.

[564 FR 11509, Mar. 21, 1989]

EDITORIAL NOTES: 1. For FEDERAL REGISTER
citations affecting appendix A to part 325,
see the List of CFR Sections Affected, which
appears in the Finding Aids section of the
printed volume and at www.fdsys.gov.

2. At 76 FR 37629, June 28, 2011, appendix A
to part 326 was amended, however, the
amendment could not be incorporated due to

4In 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.
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the inaccurate amendatory instruction. The
new footnote 45 could not be added because
there was no text for a new 45 to incorporate.

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 IIT 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
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