AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

§224.3

foregoing persons has a cumulative di-
rect or indirect beneficial interest in
excess of 50 per centum of the valve of
the trust.

(b) United States security means a se-
curity (other than an exempted secu-
rity) issued by a person incorporated
under the laws of any State, or whose
principal place of business is within a
State.

(c) Foreign person controlled by a
United States person includes any non-
corporate entity in which TUnited
States persons directly or indirectly
have more than a 50 per centum bene-
ficial interest, and any corporation in
which one or more United States per-
sons, directly or indirectly, own stock
possessing more than 50 per centum of
the total combined voting power of all
classes of stock entitled to vote, or
more than 50 per centum of the total
value of shares of all classes of stock.

[Reg. X, 48 FR 56572, Dec. 22, 1983, as amend-
ed by Reg. X, 63 FR 2839, Jan. 16, 1998]

§224.3 Margin regulations to be ap-
plied by nonexempted borrowers.

(a) Credit transactions outside the
United States. No borrower shall obtain
purpose credit from outside the United
States unless it conforms to the fol-
lowing margin regulations:

(1) Regulation T (12 CFR part 220) if
the credit is obtained from a foreign
branch of a broker-dealer;

(2) Regulation U (12 CFR part 221), as
it applies to banks, if the credit is ob-
tained from a foreign branch of a bank,
except for the requirement of a purpose
statement (12 CFR 221.3(c)(1)(i) and
(€)(2)(1)); and

(3) Regulation U (12 CFR part 221), as
it applies to nonbank lenders, if the
credit is obtained from any other lend-
er outside the United States, except for
the requirement of a purpose state-
ment (12 CFR 221.3(c)(1)(ii) and
(€)(2)(i1)).

(b) Credit transactions within the
United States. Any borrower who will-
fully causes credit to be extended in
contravention of Regulations T and U
(12 CFR parts 220 and 221), and who,
therefore, is not exempted by
§224.1(b)(1), must conform the credit to
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the margin regulation that applies to
the lender.

[Reg. X, 63 FR 2839, Jan. 16, 1998]
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management company

EDITORIAL NOTE: Nomenclature changes to
part 225 appear at 69 FR 77618, Dec. 28, 2004.
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REGULATIONS
Subpart A—General Provisions

SOURCE: Reg. Y, 62 FR 9319, Feb. 28, 1997,
unless otherwise noted.

§225.1 Authority, purpose, and scope.

(a) Authority. This part! (Regulation
Y) is issued by the Board of Governors
of the Federal Reserve System (Board)
under section 5(b) of the Bank Holding
Company Act of 1956, as amended (12
U.S.C. 1844(b)) (BHC Act); sections 8 and
13(a) of the International Banking Act
of 1978 (12 U.S.C. 3106 and 3108); section
7(j)(13) of the Federal Deposit Insur-
ance Act, as amended by the Change in
Bank Control Act of 1978 (12 U.S.C.
1817(j)(13)) (Bank Control Act); section
8(b) of the Federal Deposit Insurance
Act (12 U.S.C. 1818(b)); section 914 of
the Financial Institutions Reform, Re-
covery and Enforcement Act of 1989 (12
U.S.C. 1831i); section 106 of the Bank
Holding Company Act Amendments of
1970 (12 U.S.C. 1972); and the Inter-
national Lending Supervision Act of
1983 (Pub. L. 98-181, title IX). The BHC
Act is codified at 12 U.S.C. 1841, et seq.

(b) Purpose. The principal purposes of
this part are to:

(1) Regulate the acquisition of con-
trol of banks by companies and individ-
uals;

(2) Define and regulate the non-
banking activities in which bank hold-
ing companies and foreign banking or-
ganizations with United States oper-
ations may engage; and

(3) Set forth the procedures for secur-
ing approval for these transactions and
activities.

(c) Scope—(1) Subpart A contains gen-
eral provisions and definitions of terms
used in this regulation.

(2) Subpart B governs acquisitions of
bank or bank holding company securi-
ties and assets by bank holding compa-
nies or by any company that will be-
come a bank holding company as a re-
sult of the acquisition.

(3) Subpart C defines and regulates
the nonbanking activities in which
bank holding companies and foreign
banking organizations may engage di-

1Code of Federal Regulations,
chapter II, part 225.

title 12,

§225.1

rectly or through a subsidiary. The
Board’s Regulation K governs certain
nonbanking activities conducted by
foreign banking organizations and cer-
tain foreign activities conducted by
bank holding companies (12 CFR part
211, International Banking Operations).

(4) Subpart D specifies situations in
which a company is presumed to con-
trol voting securities or to have the
power to exercise a controlling influ-
ence over the management or policies
of a bank or other company; sets forth
the procedures for making a control de-
termination; and provides rules gov-
erning the effectiveness of divestitures
by bank holding companies.

(5) Subpart E governs changes in bank
control resulting from the acquisition
by individuals or companies (other
than bank holding companies) of vot-
ing securities of a bank holding com-
pany or state member bank of the Fed-
eral Reserve System.

(6) Subpart F specifies the limitations
that govern companies that control so-
called nonbank banks and the activi-
ties of nonbank banks.

(7 Subpart G prescribes minimum
standards that apply to the perform-
ance of real estate appraisals and iden-
tifies transactions that require state
certified appraisers.

(8) Subpart H identifies the cir-
cumstances when written notice must
be provided to the Board prior to the
appointment of a director or senior of-
ficer of a bank holding company and
establishes procedures for obtaining
the required Board approval.

(9) Subpart I establishes the proce-
dure by which a bank holding company
may elect to become a financial hold-
ing company, enumerates the con-
sequences if a financial holding com-
pany ceases to meet a requirement ap-
plicable to a financial holding com-
pany, lists the activities in which a fi-
nancial holding company may engage,
establishes the procedure by which a
person may request the Board to au-
thorize additional activities as finan-
cial in nature or incidental thereto,
and establishes the procedure by which
a financial holding company may seek
approval to engage in an activity that
is complementary to a financial activ-
ity.
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(10) Subpart J governs the conduct of
merchant banking investment activi-
ties by financial holding companies as
permitted under section 4(k)(4)(H) of
the Bank Holding Company Act (12
U.S.C. 1843(k)(4)(H)).

(11) Subpart K governs the period of
time that firms subject to section 13 of
the Bank Holding Company Act (12
U.S.C. 1851) have to bring their activi-
ties, investments and relationships
into compliance with the requirements
of such section.

(12)—(13) [Reserved]

(14) Appendixr D contains the Board’s
Capital Adequacy Guidelines for meas-
uring tier 1 leverage for bank holding
companies.

(15) [Reserved]

(16) Appendir F contains the Inter-
agency Guidelines Establishing Infor-
mation Security Standards.

[Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 66 FR 16472, Mar. 28, 2000; 66 FR 414, Jan.
3, 2001; 66 FR 8484, Jan. 31, 2001; 66 FR 8636,
Feb. 1, 2001; 76 FR 8275, Feb. 14, 2011; 79 FR
62290, Oct. 11, 2013]

§225.2 Definitions.

Except as modified in this regulation
or unless the context otherwise re-
quires, the terms used in this regula-
tion have the same meaning as set
forth in the relevant statutes.

(a) Affiliate means any company that
controls, is controlled by, or is under
common control with, another com-
pany.

(b)(1) Bank means:

(i) An insured bank as defined in sec-
tion 3(h) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1813(h)); or

(ii) An institution organized under
the laws of the United States which
both:

(A) Accepts demand deposits or de-
posits that the depositor may withdraw
by check or similar means for payment
to third parties or others; and

(B) Is engaged in the business of
making commercial loans.

(2) Bank does not include those insti-
tutions qualifying under the exceptions
listed in section 2(c)(2) of the BHC Act
(12 U.S.C. 1841(c)(2)).

(c)(1) Bank holding company means
any company (including a bank) that
has direct or indirect control of a bank,
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other than control that results from
the ownership or control of:

(i) Voting securities held in good
faith in a fiduciary capacity (other
than as provided in paragraphs (e)(2)(ii)
and (iii) of this section) without sole
discretionary voting authority, or as
otherwise exempted under section
2(a)(5)(A) of the BHC Act;

(ii) Voting securities acquired and
held only for a reasonable period of
time in connection with the under-
writing of securities, as provided in
section 2(a)(5)(B) of the BHC Act;

(iii) Voting rights to voting securi-
ties acquired for the sole purpose and
in the course of participating in a
proxy solicitation, as provided in sec-
tion 2(a)(5)(C) of the BHC Act;

(iv) Voting securities acquired in sat-
isfaction of debts previously con-
tracted in good faith, as provided in
section 2(a)(5)(D) of the BHC Act, if the
securities are divested within two
years of acquisition (or such later pe-
riod as the Board may permit by
order); or

(v) Voting securities of certain insti-
tutions owned by a thrift institution or
a trust company, as provided in sec-
tions 2(a)(5)(E) and (F) of the BHC Act.

(2) Except for the purposes of
§225.4(b) of this subpart and subpart E
of this part, or as otherwise provided in
this regulation, bank holding company
includes a foreign banking organiza-
tion. For the purposes of subpart B of
this part, bank holding company in-
cludes a foreign banking organization
only if it owns or controls a bank in
the United States.

(d)(1) Company includes any bank,
corporation, general or limited part-
nership, association or similar organi-
zation, business trust, or any other
trust unless by its terms it must termi-
nate either within 25 years, or within
21 years and 10 months after the death
of individuals living on the effective
date of the trust.

(2) Company does not include any or-
ganization, the majority of the voting
securities of which are owned by the
United States or any state.

(38) Testamentary trusts exempt. Unless
the Board finds that the trust is being
operated as a business trust or com-
pany, a trust is presumed not to be a
company if the trust:

148



Federal Reserve System

(i) Terminates within 21 years and 10
months after the death of grantors or
beneficiaries of the trust living on the
effective date of the trust or within 25
years;

(ii) Is a testamentary or inter vivos
trust established by an individual or
individuals for the benefit of natural
persons (or trusts for the benefit of
natural persons) who are related by
blood, marriage or adoption;

(iii) Contains only assets previously
owned by the individual or individuals
who established the trust;

(iv) Is not a Massachusetts business
trust; and

(v) Does not issue shares, certifi-
cates, or any other evidence of owner-
ship.

(4) Qualified limited partnerships ex-
empt. Company does not include a
qualified limited partnership, as de-
fined in section 2(0)(10) of the BHC Act.

(e)(1) Control of a company means
(except for the purposes of subpart E of
this part):

(i) Ownership, control, or power to
vote 25 percent or more of the out-
standing shares of any class of voting
securities of the company, directly or
indirectly or acting through one or
more other persons;

(ii) Control in any manner over the
election of a majority of the directors,
trustees, or general partners (or indi-
viduals exercising similar functions) of
the company;

(iii) The power to exercise, directly
or indirectly, a controlling influence
over the management or policies of the
company, as determined by the Board
after notice and opportunity for hear-
ing in accordance with §225.31 of sub-
part D of this part; or

(iv) Conditioning in any manner the
transfer of 25 percent or more of the
outstanding shares of any class of vot-
ing securities of a company upon the
transfer of 25 percent or more of the
outstanding shares of any class of vot-
ing securities of another company.

(2) A company is deemed to control
voting securities or assets owned, con-
trolled, or held, directly or indirectly:

(i) By the company, or by any sub-
sidiary of the company;

(ii) That the company has power to
vote or to dispose of;

§225.2

(iii) In a fiduciary capacity for the
benefit of the company or any of its
subsidiaries;

(iv) In a fiduciary capacity (including
by pension and profit-sharing trusts)
for the benefit of the shareholders,
members, or employees (or individuals
serving in similar capacities) of the
company or any of its subsidiaries; or

(v) According to the standards under
§225.9 of this part.

(f) Foreign banking organization and
qualifying foreign banking organization
have the same meanings as provided in
§§211.21(n) and 211.23 of the Board’s
Regulation K (12 CFR 211.21(n) and
211.23).

(g) Insured depository institution in-
cludes an insured bank as defined in
section 3(h) of the Federal Deposit In-
surance Act (12 U.S.C. 1813(h)) and a
savings association.

(h) Lead insured depository institution
means the largest insured depository
institution controlled by the bank
holding company as of the quarter end-
ing immediately prior to the proposed
filing, based on a comparison of the av-
erage total risk-weighted assets con-
trolled during the previous 12-month
period be each insured depository insti-
tution subsidiary of the holding com-
pany. For purposes of this paragraph
(h), for a qualifying community bank-
ing organization (as defined in §217.12
of this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter), average total risk-weighted assets
equal the qualifying community bank-
ing organization’s average total con-
solidated assets (as used in §217.12 of
this chapter).

(i) Management official means any of-
ficer, director (including honorary or
advisory directors), partner, or trustee
of a bank or other company, or any em-
ployee of the bank or other company
with policy-making functions.

(j) Nonbank bank means any institu-
tion that:

(1) Became a bank as a result of en-
actment of the Competitive Equality
Amendments of 1987 (Pub. L. 100-86), on
the date of enactment (August 10, 1987);
and

(2) Was not controlled by a bank
holding company on the day before the
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enactment of the Competitive Equality
Amendments of 1987 (August 9, 1987).

(k) Outstanding shares means any vot-
ing securities, but does not include se-
curities owned by the United States or
by a company wholly owned by the
United States.

(1) Person includes an individual,
bank, corporation, partnership, trust,
association, joint venture, pool, syn-
dicate, sole proprietorship, unincor-
porated organization, or any other
form of entity.

(m) Savings association means:

(1) Any federal savings association or
federal savings bank;

(2) Any building and loan association,
savings and loan association, home-
stead association, or cooperative bank
if such association or cooperative bank
is a member of the Savings Association
Insurance Fund; and

(3) Any savings bank or cooperative
that is deemed by the director of the
Office of Thrift Supervision to be a sav-
ings association under section 10(1) of
the Home Owners Loan Act.

(n) Shareholder—(1) Controlling share-
holder means a person that owns or
controls, directly or indirectly, 25 per-
cent or more of any class of voting se-
curities of a bank or other company.

(2) Principal shareholder means a per-
son that owns or controls, directly or
indirectly, 10 percent or more of any
class of voting securities of a bank or
other company, or any person that the
Board determines has the power, di-
rectly or indirectly, to exercise a con-
trolling influence over the manage-
ment or policies of a bank or other
company.

(o) Subsidiary means a bank or other
company that is controlled by another
company, and refers to a direct or indi-
rect subsidiary of a bank holding com-
pany. An indirect subsidiary is a bank
or other company that is controlled by
a subsidiary of the bank holding com-
pany.

(p) United States means the United
States and includes any state of the
United States, the District of Colum-
bia, any territory of the United States,
Puerto Rico, Guam, American Samoa,
and the Virgin Islands.

(0)(1) Voting securities means shares of
common or preferred stock, general or
limited partnership shares or interests,
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or similar interests if the shares or in-
terest, by statute, charter, or in any
manner, entitle the holder:

(i) To vote for or to select directors,
trustees, or partners (or persons exer-
cising similar functions of the issuing
company); or

(i) To vote on or to direct the con-
duct of the operations or other signifi-
cant policies of the issuing company.

(2) Nonvoting securities. Common
shares, preferred shares, limited part-
nership interests, limited liability
company interests, or similar interests
are not voting securities if:

(i) Any voting rights associated with
the securities are limited solely to the
type customarily provided by statute
with regard to matters that would sig-
nificantly and adversely affect the
rights or preference of the security,
such as the issuance of additional
amounts or classes of senior securities,
the modification of the terms of the se-
curity, the dissolution of the issuing
company, or the payment of dividends
by the issuing company when preferred
dividends are in arrears;

(ii) The securities represent an essen-
tially passive investment or financing
device and do not otherwise provide the
holder with control over the issuing
company; and

(iii) The securities do not entitle the
holder, by statute, charter, or in any
manner, to select or to vote for the se-
lection of directors, trustees, or part-
ners (or persons exercising similar
functions) of the issuing company; ex-
cept that limited partnership interests
or membership interests in limited li-
ability companies are not voting secu-
rities due to voting rights that are lim-
ited solely to voting for the removal of
a general partner or managing member
(or persons exercising similar functions
at the company) for cause, to replace a
general partner or managing member
(or persons exercising similar functions
at the company) due to incapacitation
or following the removal of such per-
son, or to continue or dissolve the com-
pany after removal of the general part-
ner or managing member (or persons
exercising similar functions at the
company).

(3) Class of wvoting shares. Shares of
stock issued by a single issuer are
deemed to be the same class of voting

150



Federal Reserve System

shares, regardless of differences in divi-
dend rights or liquidation preference, if
the shares are voted together as a sin-
gle class on all matters for which the
shares have voting rights other than
matters described in paragraph (0)(2)(i)
of this section that affect solely the
rights or preferences of the shares.

(r) Well-capitaliced—(1) Bank holding
company. In the case of a bank holding
company, ! well-capitaliced means that:

(i) On a consolidated basis, the bank
holding company maintains a total
risk-based capital ratio of 10.0 percent
or greater, as defined in 12 CFR 217.10;

(ii) On a consolidated basis, the bank
holding company maintains a tier 1
risk-based capital ratio of 6.0 percent
or greater, as defined in 12 CFR 217.10;
and

(iii) The bank holding company is not
subject to any written agreement,
order, capital directive, or prompt cor-
rective action directive issued by the
Board to meet and maintain a specific
capital level for any capital measure.

(2) Insured and uninsured depository
institution—(@1) Insured depository institu-
tion. In the case of an insured deposi-
tory institution, ‘‘well capitalized”
means that the institution has and
maintains at least the capital levels re-
quired to be well capitalized under the
capital adequacy regulations or guide-
lines applicable to the institution that
have been adopted by the appropriate
Federal banking agency for the institu-
tion under section 38 of the Federal De-
posit Insurance Act (12 U.S.C. 18310).

(ii) Uninsured depository institution. In
the case of a depository institution the
deposits of which are not insured by
the Federal Deposit Insurance Corpora-
tion, ‘‘well capitalized’” means that the
institution has and maintains at least
the capital levels required for an in-
sured depository institution to be well
capitalized.

(38) Foreign banks—({) Standards ap-
plied. For purposes of determining

1For purposes of this subpart and subparts
B and C of this part, a bank holding company
that is subject to the Small Bank Holding
Company and Savings and Loan Holding
Company Policy Statement in appendix C of
this part will be deemed to be ‘“well-capital-
ized”’ if the bank holding company meets the
requirements for expedited/waived proc-
essing in appendix C.

§225.2

whether a foreign banking organization
qualifies under paragraph (r)(1) of this
section:

(A) A foreign banking organization
whose home country supervisor, as de-
fined in §211.21 of the Board’s Regula-
tion K (12 CFR 211.21), has adopted cap-
ital standards consistent in all respects
with the Capital Accord of the Basle
Committee on Banking Supervision
(Basle Accord) may calculate its cap-
ital ratios under the home country
standard; and

(B) A foreign banking organization
whose home country supervisor has not
adopted capital standards consistent in
all respects with the Basle Accord shall
obtain a determination from the Board
that its capital is equivalent to the
capital that would be required of a U.S.
banking organization under paragraph
(r)(1) of this section.

(ii) Branches and agencies. For pur-
poses of determining, under paragraph
(r)(1) of this section, whether a branch
or agency of a foreign banking organi-
zation is well-capitalized, the branch or
agency shall be deemed to have the
same capital ratios as the foreign
banking organization.

(4) Notwithstanding paragraphs (r)(1)
through (3) of this section:

(i) A bank holding company that is a
qualifying community banking organi-
zation (as defined in §217.12 of this
chapter) that is subject to the commu-
nity bank leverage ratio framework (as
defined in §217.12 of this chapter) is
well capitalized if it satisfies the re-
quirements of paragraph (r)(1)(iii) of
this section.

(ii) A depository institution that is a
qualifying community banking organi-
zation (as defined in §217.12 of this
chapter) that is subject to the commu-
nity bank leverage ratio framework (as
defined in §217.12 of this chapter) is
well capitalized.

(s) Well managed—(1) In general. Ex-
cept as otherwise provided in this part,
a company or depository institution is
well managed if:

(i) At its most recent inspection or
examination or subsequent review by
the appropriate Federal banking agen-
cy for the company or institution (or
the appropriate state banking agency
in an examination described in section
10(d) of the Federal Deposit Insurance
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Act (12 U.S.C. 1820(d)), the company or
institution received:

(A) At least a satisfactory composite
rating; and

(B) At least a satisfactory rating for
management, if such rating is given.

(ii) In the case of a company or de-
pository institution that has not re-
ceived an inspection or examination
rating, the Board has determined, after
a review of the managerial and other
resources of the company or depository
institution and after consulting with
the appropriate Federal and state
banking agencies, as applicable, for the
company or institution, that the com-
pany or institution is well managed.

(2) Merged depository institutions—@i)
Merger involving well managed institu-
tions. A depository institution that re-
sults from the merger of two or more
depository institutions that are well
managed shall be considered to be well
managed unless the Board determines
otherwise after consulting with the ap-
propriate Federal and state banking
agencies, as applicable, for each deposi-
tory institution involved in the merg-
er.

(i1) Merger involving a poorly rated in-
stitution. A depository institution that
results from the merger of a depository
institution that is well managed with
one or more depository institutions
that are not well managed or have not
been examined shall be considered to
be well managed if the Board deter-
mines, after a review of the managerial
and other resources of the resulting de-
pository institution and after con-
sulting with the appropriate Federal
and state banking agencies for the in-
stitutions involved in the merger, as
applicable, that the resulting institu-
tion is well managed.

(38) Foreign banking organizations. Ex-
cept as otherwise provided in this part,
a foreign banking organization is con-
sidered well managed if the combined
operations of the foreign banking orga-
nization in the United States have re-
ceived at least a satisfactory com-
posite rating at the most recent annual
assessment.

(t) Depository institution. For purposes
of this part, the term ‘‘depository in-
stitution” has the same meaning as in
section 3(c) of the Federal Deposit In-
surance Act (12 U.S.C. 1813(c)).

12 CFR Ch. Il (1-1-21 Edition)

(u) Voting percentage. For purposes of
this part, the percentage of a class of a
company’s voting securities controlled
by a person is the greater of:

(1) The quotient, expressed as a per-
centage, of the number of shares of the
class of voting securities controlled by
the person, divided by the number of
shares of the class of voting securities
that are issued and outstanding, both
as adjusted by §225.9 of this part; and

(2) The quotient, expressed as a per-
centage, of the number of votes that
may be cast by the person on the vot-
ing securities controlled by the person,
divided by the total votes that are le-
gally entitled to be cast by the issued
and outstanding shares of the class of
voting securities, both as adjusted by
§225.9 of this part.

[Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 656 FR 3791, Jan. 25, 2000; 656 FR 15055, Mar.
21, 2000; 66 FR 414, Jan. 3, 2001; 71 FR 9901,
Feb. 28, 2006; 78 FR 62290, Oct. 11, 2013; 80 FR
20157, Apr. 15, 2015; 80 FR 70673, Nov. 16, 2015;
83 FR 44198, Aug. 30, 2018; 84 FR 61799, Nov.
13, 2019; 85 FR 12421, Mar. 2, 2020]

§225.3 Administration.

(a) Delegation of authority. Designated
Board members and officers and the
Federal Reserve Banks are authorized
by the Board to exercise various func-
tions prescribed in this regulation and
in the Board’s Rules Regarding Delega-
tion of Authority (12 CFR part 265) and
the Board’s Rules of Procedure (12 CFR
part 262).

(b) Appropriate Federal Reserve Bank.
In administering this regulation, un-
less a different Federal Reserve Bank is
designated by the Board, the appro-
priate Federal Reserve Bank is as fol-
lows:

(1) For a bank holding company (or a
company applying to become a bank
holding company): the Reserve Bank of
the Federal Reserve district in which
the company’s banking operations are
principally conducted, as measured by
total domestic deposits in its sub-
sidiary banks on the date it became (or
will become) a bank holding company;

(2) For a foreign banking organiza-
tion that has no subsidiary bank and is
not subject to paragraph (b)(1) of this
section: the Reserve Bank of the Fed-
eral Reserve district in which the total
assets of the organization’s United
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States branches, agencies, and com-
mercial lending companies are the
largest as of the later of January 1,
1980, or the date it becomes a foreign
banking organization;

(3) For an individual or company sub-
mitting a notice under subpart E of
this part: The Reserve Bank of the Fed-
eral Reserve district in which the
banking operations of the bank holding
company or state member bank to be
acquired are principally conducted, as
measured by total domestic deposits on
the date the notice is filed.

§225.4 Corporate practices.

(a) Bank holding company policy and
operations. (1) A bank holding company
shall serve as a source of financial and
managerial strength to its subsidiary
banks and shall not conduct its oper-
ations in an unsafe or unsound manner.

(2) Whenever the Board believes an
activity of a bank holding company or
control of a nonbank subsidiary (other
than a nonbank subsidiary of a bank)
constitutes a serious risk to the finan-
cial safety, soundness, or stability of a
subsidiary bank of the bank holding
company and is inconsistent with
sound banking principles or the pur-
poses of the BHC Act or the Financial
Institutions Supervisory Act of 1966, as
amended (12 U.S.C. 1818(b) et seq.), the
Board may require the bank holding
company to terminate the activity or
to terminate control of the subsidiary,
as provided in section 5(e) of the BHC
Act.

(b) Purchase or redemption by bank
holding company of its own securities—(1)
Filing mnotice. Except as provided in
paragraph (b)(6) of this section, a bank
holding company shall give the Board
prior written notice before purchasing
or redeeming its equity securities if
the gross consideration for the pur-
chase or redemption, when aggregated
with the net consideration paid by the
company for all such purchases or re-
demptions during the preceding 12
months, is equal to 10 percent or more
of the company’s consolidated net
worth. For the purposes of this section,
‘“‘net consideration” is the gross con-
sideration paid by the company for all
of its equity securities purchased or re-
deemed during the period minus the
gross consideration received for all of

§225.4

its equity securities sold during the pe-
riod.

(2) Contents of notice. Any notice
under this section shall be filed with
the appropriate Reserve Bank and shall
contain the following information:

(i) The purpose of the transaction, a
description of the securities to be pur-
chased or redeemed, the total number
of each class outstanding, the gross
consideration to be paid, and the terms
and sources of funding for the trans-
action;

(ii) A description of all equity securi-
ties redeemed within the preceding 12
months, the net consideration paid,
and the terms of any debt incurred in
connection with those transactions;
and

(iii)(A) If the bank holding company
has consolidated assets of $3 billion or
more, consolidated pro forma risk-based
capital and leverage ratio calculations
for the bank holding company as of the
most recent quarter, and, if the re-
demption is to be debt funded, a par-
ent-only pro forma balance sheet as of
the most recent quarter; or

(B) If the bank holding company has
consolidated assets of less than $3 bil-
lion, a pro forma parent-only balance
sheet as of the most recent quarter,
and, if the redemption is to be debt
funded, one-year income statement and
cash flow projections.

(38) Acting on notice. Within 15 cal-
endar days of receipt of a notice under
this section, the appropriate Reserve
Bank shall either approve the trans-
action proposed in the notice or refer
the notice to the Board for decision. If
the notice is referred to the Board for
decision, the Board shall act on the no-
tice within 30 calendar days after the
Reserve Bank receives the notice.

(4) Factors considered in acting on no-
tice. (i) The Board may disapprove a
proposed purchase or redemption if it
finds that the proposal would con-
stitute an unsafe or unsound practice,
or would violate any law, regulation,
Board order, directive, or any condi-
tion imposed by, or written agreement
with, the Board.

(ii) In determining whether a pro-
posal constitutes an unsafe or unsound
practice, the Board shall consider
whether the bank holding company’s
financial condition, after giving effect
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to the proposed purchase or redemp-
tion, meets the financial standards ap-
plied by the Board under section 3 of
the BHC Act, including 12 CFR part 217,
and the Board’s Policy Statement for
Small Bank Holding Companies (appen-
dix C of this part).

(6) Disapproval and hearing. (i) The
Board shall notify the bank holding
company in writing of the reasons for a
decision to disapprove any proposed
purchase or redemption. Within 10 cal-
endar days of receipt of a notice of dis-
approval by the Board, the bank hold-
ing company may submit a written re-
quest for a hearing.

(ii) The Board shall order a hearing
within 10 calendar days of receipt of
the request if it finds that material
facts are in dispute, or if it otherwise
appears appropriate. Any hearing con-
ducted under this paragraph shall be
held in accordance with the Board’s
Rules of Practice for Formal Hearings
(12 CFR part 263).

(iii) At the conclusion of the hearing,
the Board shall by order approve or dis-
approve the proposed purchase or re-
demption on the basis of the record of
the hearing.

(6) Exception for well-capitalized bank
holding companies. A bank holding com-
pany is not required to obtain prior
Board approval for the redemption or
purchase of its equity securities under
this section provided:

(i) Both before and immediately after
the redemption, the bank holding com-
pany is well-capitalized;

(ii) The bank holding company is
well-managed; and

(iii) The bank holding company is not
the subject of any unresolved super-
visory issues.

(T) Exception for certain bank holding
companies. This section 225.4(b) shall
not apply to any bank holding com-
pany that is subject to §225.8 of Regu-
lation Y (12 CFR 225.8).

(c) Deposit insurance. Every bank that
is a bank holding company or a sub-
sidiary of a bank holding company
shall obtain Federal Deposit Insurance
and shall remain an insured bank as de-
fined in section 3(h) of the Federal De-
posit Insurance Act (12 U.S.C. 1813(h)).

(d) Acting as transfer agent or clearing
agent. A bank holding company or any
nonbanking subsidiary that is a

12 CFR Ch. Il (1-1-21 Edition)

“bank,” as defined in section 3(a)(6) of
the Securities Exchange Act of 1934 (15
U.S.C. 78c(a)(6)), and that is a transfer
agent of securities, a clearing agency,
or a participant in a clearing agency
(as those terms are defined in section
3(a) of the Securities Exchange Act (15
U.S.C. 78c(a)), shall be subject to
§§208.31-208.33 of the Board’s Regula-
tion H (12 CFR 208.31-208.33) as if it
were a state member bank.

(e) Reporting requirement for credit se-
cured by certain bank holding company
stock. Each executive officer or director
of a bank holding company the shares
of which are not publicly traded shall
report annually to the board of direc-
tors of the bank holding company the
outstanding amount of any credit that
was extended to the executive officer
or director and that is secured by
shares of the bank holding company.
For purposes of this paragraph, the
terms ‘‘executive officer’” and ‘‘direc-
tor” shall have the meaning given in
§215.2 of Regulation O (12 CFR 215.2).

(f) Suspicious activity report. A bank
holding company or any nonbank sub-
sidiary thereof, or a foreign bank that
is subject to the BHC Act or any
nonbank subsidiary of such foreign
bank operating in the United States,
shall file a suspicious activity report in
accordance with the provisions of
§208.62 of the Board’s Regulation H (12
CFR 208.62).

(g8) Requirements for financial holding
companies engaged in Ssecurities under-
writing, dealing, or market-making activi-
ties. (1) Any intra-day extension of
credit by a bank or thrift, or U.S.
branch or agency of a foreign bank to
an affiliated company engaged in un-
derwriting, dealing in, or making a
market in securities pursuant to sec-
tion 4(k)(4)(E) of the Bank Holding
Company Act (12 U.S.C. 1843(k)(4)(E))
must be on market terms consistent
with section 23B of the Federal Reserve
Act. 12 U.S.C. 371c-1).

(2) A foreign bank that is or is treat-
ed as a financial holding company
under this part shall ensure that:

(i) Any extension of credit by any
U.S. branch or agency of such foreign
bank to an affiliated company engaged
in underwriting, dealing in, or making
a market in securities pursuant to sec-
tion 4(k)(4)(E) of the Bank Holding
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Company Act (12 U.S.C. 1843(k)(4)(E)),
conforms to sections 23A and 23B of the
Federal Reserve Act (12 U.S.C. 371c and
371c-1) as if the branch or agency were
a member bank;

(ii) Any purchase by any U.S. branch
or agency of such foreign bank, as prin-
cipal or fiduciary, of securities for
which a securities affiliate described in
paragraph (g)(2)(i) of this section is a
principal underwriter conforms to sec-
tions 23A and 23B of the Federal Re-
serve Act (12 U.S.C. 371c and 371c-1) as
if the branch or agency were a member
bank; and

(iii) Its U.S. branches and agencies
not advertise or suggest that they are
responsible for the obligations of a se-
curities affiliate described in para-
graph (g)(2)(i) of this section, con-
sistent with section 23B(c) of the Fed-
eral Reserve Act (12 U.S.C. 371c-1(c)) as
if the branches or agencies were mem-
ber banks.

(h) Protection of customer information
and consumer information. A bank hold-
ing company shall comply with the
Interagency Guidelines Establishing
Information Security Standards, as set
forth in appendix F of this part, pre-
scribed pursuant to sections 501 and 505
of the Gramm-Leach-Bliley Act (156
U.S.C. 6801 and 6805). A bank holding
company shall properly dispose of con-
sumer information in accordance with
the rules set forth at 16 CFR part 682.

[Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 63 FR 58621, Nov. 2, 1998; 656 FR 14442, Mar.
17, 2000; 66 FR 8636, Feb. 1, 2001; 69 FR 77618,
Dec. 28, 2004; 71 FR 9901, Feb. 28, 2006; 76 FR
74644, Dec. 1, 2011; 78 FR 62290, Oct. 11, 2013;
80 FR 20157, Apr. 15, 2015; 80 FR 70673, Nov. 16,
2015; 83 FR 44198, Aug. 30, 2018]

§225.5 Registration, reports, and in-
spections.

(a) Registration of bank holding compa-
nies. Bach company shall register with-
in 180 days after becoming a bank hold-
ing company by furnishing information
in the manner and form prescribed by
the Board. A company that receives
the Board’s prior approval under sub-
part B of this part to become a bank
holding company may complete this
registration requirement through sub-
mission of its first annual report to the
Board as required by paragraph (b) of
this section.

§225.6

(b) Reports of bank holding companies.
Each bank holding company shall fur-
nish, in the manner and form pre-
scribed by the Board, an annual report
of the company’s operations for the fis-
cal year in which it becomes a bank
holding company, and for each fiscal
year during which it remains a bank
holding company. Additional informa-
tion and reports shall be furnished as
the Board may require.

(c) Examinations and inspections. The
Board may examine or inspect any
bank holding company and each of its
subsidiaries and prepare a report of
their operations and activities. With
respect to a foreign banking organiza-
tion, the Board may also examine any
branch or agency of a foreign bank in
any state of the United States and may
examine or inspect each of the organi-
zation’s subsidiaries in the TUnited
States and prepare reports of their op-
erations and activities. The Board shall
rely, as far as possible, on the reports
of examination made by the primary
federal or state supervisor of the sub-
sidiary bank of the bank holding com-
pany or of the branch or agency of the
foreign bank.

§225.6 Penalties for violations.

(a) Criminal and civil penalties. (1) Sec-
tion 8 of the BHC Act provides criminal
penalties for willful violation, and civil
penalties for violation, by any com-
pany or individual, of the BHC Act or
any regulation or order issued under it,
or for making a false entry in any
book, report, or statement of a bank
holding company.

(2) Civil money penalty assessments
for violations of the BHC Act shall be
made in accordance with subpart C of
the Board’s Rules of Practice for Hear-
ings (12 CFR part 263, subpart C). For
any willful violation of the Bank Con-
trol Act or any regulation or order
issued under it, the Board may assess a
civil penalty as provided in 12 U.S.C.
1817(j)(15).

(b) Cease-and-desist proceedings. For
any violation of the BHC Act, the Bank
Control Act, this regulation, or any
order or notice issued thereunder, the
Board may institute a cease-and-desist
proceeding in accordance with the Fi-
nancial Institutions Supervisory Act of
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1966, as amended (12 U.S.C. 1818(b) et
seq.).

§225.7 Exceptions
tions.

to tying restric-

(a) Purpose. This section establishes
exceptions to the anti-tying restric-
tions of section 106 of the Bank Holding
Company Act Amendments of 1970 (12
U.S.C. 1971, 1972(1)). These exceptions
are in addition to those in section 106.
The section also restricts tying of elec-
tronic benefit transfer services by bank
holding companies and their nonbank
subsidiaries.

(b) Ezxceptions to statute. Subject to
the limitations of paragraph (c) of this
section, a bank may:

(1) Extension to affiliates of statutory
exceptions preserving traditional banking
relationships. Extend credit, lease or
sell property of any kind, or furnish
any service, or fix or vary the consider-
ation for any of the foregoing, on the
condition or requirement that a cus-
tomer:

(i) Obtain a loan, discount, deposit,
or trust service from an affiliate of the
bank; or

(ii) Provide to an affiliate of the
bank some additional credit, property,
or service that the bank could require
to be provided to itself pursuant to sec-
tion 106(b)(1)(C) of the Bank Holding
Company Act Amendments of 1970 (12
U.S.C. 1972(1)(C)).

(2) Safe harbor for combined-balance
discounts. Vary the consideration for
any product or package of products
based on a customer’s maintaining a
combined minimum balance in certain
products specified by the bank (eligible
products), if:

(i) The bank offers deposits, and all
such deposits are eligible products; and

(ii) Balances in deposits count at
least as much as nondeposit products
toward the minimum balance.

(3) Safe harbor for foreign transactions.
Engage in any transaction with a cus-
tomer if that customer is:

(i) A corporation, business, or other
person (other than an individual) that:

(A) Is incorporated, chartered, or
otherwise organized outside the United
States; and

(B) Has its principal place of business
outside the United States; or

12 CFR Ch. Il (1-1-21 Edition)

(ii) An individual who is a citizen of
a foreign country and is not resident in
the United States.

(c) Limitations on exceptions. Any ex-
ception granted pursuant to this sec-
tion shall terminate upon a finding by
the Board that the arrangement is re-
sulting in anti-competitive practices.
The eligibility of a bank to operate
under any exception granted pursuant
to this section shall terminate upon a
finding by the Board that its exercise
of this authority is resulting in anti-
competitive practices.

(d) Extension of statute to electronic
benefit transfer services. A bank holding
company or nonbank subsidiary of a
bank holding company that provides
electronic benefit transfer services
shall be subject to the anti-tying re-
strictions applicable to such services
set forth in section 7(i)(11) of the Food
Stamp Act of 1977 (7 U.S.C. 2016(i)(11)).

(e) For purposes of this section, bank
has the meaning given that term in
section 106(a) of the Bank Holding
Company Act Amendments of 1970 (12
U.S.C. 1971), but shall also include a
United States branch, agency, or com-
mercial lending company subsidiary of
a foreign bank that is subject to sec-
tion 106 pursuant to section 8(d) of the
International Banking Act of 1978 (12
U.S.C. 3106(d)), and any company made
subject to section 106 by section 4(f)(9)
or 4(h) of the BHC Act.

§225.8 Capital planning and stress

capital buffer requirement.

(a) Purpose. This section establishes
capital planning and prior notice and
approval requirements for capital dis-
tributions by certain bank holding
companies. This section also estab-
lishes the Board’s process for deter-
mining the stress capital buffer re-
quirement applicable to these bank
holding companies.

(b) Scope and reservation of authority—
(1) Applicability. Except as provided in
paragraph (c) of this section, this sec-
tion applies to:

(i) Any top-tier bank holding com-
pany domiciled in the United States
with average total consolidated assets
of $100 billion or more ($100 billion
asset threshold);

(ii) Any other bank holding company
domiciled in the United States that is

156



Federal Reserve System

made subject to this section, in whole
or in part, by order of the Board;

(iii) Any U.S. intermediate holding
company subject to this section pursu-
ant to 12 CFR 252.153; and

(iv) Any nonbank financial company
supervised by the Board that is made
subject to this section pursuant to a
rule or order of the Board.

(2) Average total consolidated assets.
For purposes of this section, average
total consolidated assets means the av-
erage of the total consolidated assets
as reported by a bank holding company
on its Consolidated Financial State-
ments for Holding Companies (FR Y-
9C) for the four most recent consecu-
tive quarters. If the bank holding com-
pany has not filed the FR Y-9C for each
of the four most recent consecutive
quarters, average total consolidated as-
sets means the average of the com-
pany’s total consolidated assets, as re-
ported on the company’s FR Y-9C, for
the most recent quarter or consecutive
quarters, as applicable. Average total
consolidated assets are measured on
the as-of date of the most recent FR Y-
9C used in the calculation of the aver-
age.

(3) Ongoing applicability. A bank hold-
ing company (including any successor
bank holding company) that is subject
to any requirement in this section
shall remain subject to such require-
ments unless and until its total con-
solidated assets fall below $100 billion
for each of four consecutive quarters,
as reported on the FR Y-9C and effec-
tive on the as-of date of the fourth con-
secutive FR Y-9C.

(4) Reservation of authority. Nothing
in this section shall limit the author-
ity of the Federal Reserve to issue or
enforce a capital directive or take any
other supervisory or enforcement ac-
tion, including an action to address un-
safe or unsound practices or conditions
or violations of law.

(5) Rule of construction. Unless the
context otherwise requires, any ref-
erence to bank holding company in this
section shall include a U.S. inter-
mediate holding company and shall in-
clude a nonbank financial company su-
pervised by the Board to the extent
this section is made applicable pursu-
ant to a rule or order of the Board.

§225.8

(6) Application of this section by order.
The Board may apply this section, in
whole or in part, to a bank holding
company by order based on the institu-
tion’s size, level of complexity, risk
profile, scope of operations, or finan-
cial condition.

(c) Transition periods for certain bank
holding companies. (1) A bank holding
company that meets the $100 billion
asset threshold (as measured under
paragraph (b) of this section) on or be-
fore September 30 of a calendar year
must comply with the requirements of
this section beginning on January 1 of
the next calendar year, unless that
time is extended by the Board in writ-
ing.

(2) A bank holding company that
meets the $100 billion asset threshold
after September 30 of a calendar year
must comply with the requirements of
this section beginning on January 1 of
the second calendar year after the
bank holding company meets the $100
billion asset threshold, unless that
time is extended by the Board in writ-
ing.

(3) The Board, or the appropriate Re-
serve Bank with the concurrence of the
Board, may require a bank holding
company described in paragraph (c)(1)
or (2) of this section to comply with
any or all of the requirements of this
section if the Board, or appropriate Re-
serve Bank with concurrence of the
Board, determines that the require-
ment is appropriate on a different date
based on the company’s risk profile,
scope of operation, or financial condi-
tion and provides prior notice to the
company of the determination.

(d) Definitions. For purposes of this
section, the following definitions
apply:

(1) Advanced approaches means the
risk-weighted assets calculation meth-
odologies at 12 CFR part 217, subpart B,
as applicable.

(2) Average total nonbank assets means
the average of the total nonbank as-
sets, calculated in accordance with the
instructions to the FR Y-9LP, for the
four most recent calendar quarters or,
if the bank holding company has not
filed the FR Y-9LP for each of the four
most recent calendar quarters, for the
most recent quarter or quarters, as ap-
plicable.
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(3) BHC baseline scenario means a sce-
nario that reflects the bank holding
company’s expectation of the economic
and financial outlook, including expec-
tations related to the bank holding
company’s capital adequacy and finan-
cial condition.

(4) BHC stress scenario means a sce-
nario designed by a bank holding com-
pany that stresses the specific
vulnerabilities of the bank holding
company’s risk profile and operations,
including those related to the bank
holding company’s capital adequacy
and financial condition.

(5) Capital action means any issuance
of a debt or equity capital instrument,
any capital distribution, and any simi-
lar action that the Federal Reserve de-
termines could impact a bank holding
company’s consolidated capital.

(6) Capital distribution means a re-
demption or repurchase of any debt or
equity capital instrument, a payment
of common or preferred stock divi-
dends, a payment that may be tempo-
rarily or permanently suspended by the
issuer on any instrument that is eligi-
ble for inclusion in the numerator of
any minimum regulatory capital ratio,
and any similar transaction that the
Federal Reserve determines to be in
substance a distribution of capital.

(7) Capital plan means a written pres-
entation of a bank holding company’s
capital planning strategies and capital
adequacy process that includes the
mandatory elements set forth in para-
graph (e)(2) of this section.

(8) Capital plan cycle means the period
beginning on January 1 of a calendar
year and ending on December 31 of that
year.

(9) Capital policy means a bank hold-
ing company’s written principles and
guidelines used for capital planning,
capital issuance, capital usage and dis-
tributions, including internal capital
goals; the quantitative or qualitative
guidelines for capital distributions; the
strategies for addressing potential cap-
ital shortfalls; and the internal govern-
ance procedures around capital policy
principles and guidelines.

(10) Common equity tier 1 capital has
the same meaning as under 12 CFR part
217.

(11) Effective capital distribution limita-
tions means any limitations on capital
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distributions established by the Board
by order or regulation, including pur-
suant to 12 CFR 217.11, 225.4, 252.63,
252.165, and 263.202, provided that, for
any limitations based on risk-weighted
assets, such limitations must be cal-
culated using the standardized ap-
proach, as set forth in 12 CFR part 217,
subpart D.

(12) Final planned capital distributions
means the planned capital distribu-
tions included in a capital plan that in-
clude the adjustments made pursuant
to paragraph (h) of this section, if any.

(13) Global systemically important BHC
means a bank holding company identi-
fied as a global systemically important
BHC under 12 CFR 217.402.

(14) GSIB surcharge has the same
meaning as under 12 CFR 217.403.

(15) Large and moncomplex bank hold-
ing company means any bank holding
company subject to this section that:

(i) Has, as of December 31 of the cal-
endar year prior to the capital plan
cycle:

(A) Average total consolidated assets
of less than $250 billion;

(B) Average total nonbank assets of
less than $75 billion; and

(ii) Is not a global systemically im-
portant BHC.

(16) Nonbank financial company super-
vised by the Board means a company
that the Financial Stability Oversight
Council has determined under section
113 of the Dodd-Frank Wall Street Re-
form and Consumer Protection Act (12
U.S.C. 5323) shall be supervised by the
Board and for which such determina-
tion is still in effect.

(17) Planning horizon means the pe-
riod of at least nine consecutive quar-
ters, beginning with the quarter pre-
ceding the quarter in which the bank
holding company submits its capital
plan, over which the relevant projec-
tions extend.

(18) Regulatory capital ratio means a
capital ratio for which the Board has
established minimum requirements for
the bank holding company by regula-
tion or order, including, as applicable,
the bank holding company’s regulatory
capital ratios calculated under 12 CFR
part 217 and the deductions required
under 12 CFR 248.12; except that the
bank holding company shall not use
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the advanced approaches to calculate
its regulatory capital ratios.

(19) Severely adverse scenario has the
same meaning as under 12 CFR part
252, subpart E.

(20) Stress capital buffer requirement
means the amount calculated under
paragraph (f) of this section.

(21) Supervisory stress test means a
stress test conducted using a severely
adverse scenario and the assumptions
contained in 12 CFR part 252, subpart
E.

(22) U.S. intermediate holding company
means the top-tier U.S. company that
is required to be established pursuant
to 12 CFR 252.153.

(e) Capital planning requirements and
procedures—(1) Annual capital planning.
(i) A bank holding company must de-
velop and maintain a capital plan.

(ii) A bank holding company must
submit its complete capital plan to the
Board and the appropriate Reserve
Bank by April 5 of each calendar year,
or such later date as directed by the
Board or by the appropriate Reserve
Bank with concurrence of the Board.

(iii) The bank holding company’s
board of directors or a designated com-
mittee thereof must at least annually
and prior to submission of the capital
plan under paragraph (e)(1)(ii) of this
section:

(A) Review the robustness of the
bank holding company’s process for as-
sessing capital adequacy;

(B) Ensure that any deficiencies in
the bank holding company’s process for
assessing capital adequacy are appro-
priately remedied; and

(C) Approve the bank holding com-
pany’s capital plan.

(2) Mandatory elements of capital plan.
A capital plan must contain at least
the following elements:

(i) An assessment of the expected
uses and sources of capital over the
planning horizon that reflects the bank
holding company’s size, complexity,
risk profile, and scope of operations,
assuming both expected and stressful
conditions, including:

(A) Estimates of projected revenues,
losses, reserves, and pro forma capital
levels, including regulatory capital ra-
tios, and any additional capital meas-
ures deemed relevant by the bank hold-
ing company, over the planning hori-
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zon under a range of scenarios, includ-
ing any scenarios provided by the Fed-
eral Reserve, the BHC baseline sce-
nario, and at least one BHC stress sce-
nario;

(B) A discussion of the results of any
stress test required by law or regula-
tion, and an explanation of how the
capital plan takes these results into
account; and

(C) A description of all planned cap-
ital actions over the planning horizon.
Planned capital actions must be con-
sistent with effective capital distribu-
tion limitations, except as may be ad-
justed pursuant to paragraph (h) of this
section. In determining whether a bank
holding company’s planned capital dis-
tributions are consistent with effective
capital distribution limitations, a bank
holding company must assume that:

(I) Any countercyclical capital buffer
amount currently applicable to the
bank holding company remains at the
same level, except that the bank hold-
ing company must reflect any in-
creases or decreases in the counter-
cyclical capital buffer amount that
have been announced by the Board at
the times indicated by the Board’s an-
nouncement for when such increases or
decreases will take effect; and

(2) Any GSIB surcharge currently ap-
plicable to the bank holding company
when the capital plan is submitted re-
mains at the same level, except that
the bank holding company must reflect
any increase in its GSIB surcharge pur-
suant to 12 CFR 217.403(d)(1), beginning
in the fifth quarter of the planning ho-
rizon.

(ii) A detailed description of the bank
holding company’s process for assess-
ing capital adequacy, including:

(A) A discussion of how the bank
holding company will, under expected
and stressful conditions, maintain cap-
ital commensurate with its risks,
maintain capital above the regulatory
capital ratios, and serve as a source of
strength to its subsidiary depository
institutions;

(B) A discussion of how the bank
holding company will, under expected
and stressful conditions, maintain suf-
ficient capital to continue its oper-
ations by maintaining ready access to
funding, meeting its obligations to
creditors and other counterparties, and
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continuing to serve as a credit inter-
mediary;

(iii) The bank holding company’s
capital policy; and

(iv) A discussion of any expected
changes to the bank holding company’s
business plan that are likely to have a
material impact on the bank holding
company’s capital adequacy or liquid-
ity.

(3) Data collection. Upon the request
of the Board or appropriate Reserve
Bank, the bank holding company shall
provide the Federal Reserve with infor-
mation regarding:

(i) The bank holding company’s fi-
nancial condition, including its cap-
ital;

(ii) The bank holding company’s
structure;

(iii) Amount and risk characteristics
of the bank holding company’s on- and
off-balance sheet exposures, including
exposures within the bank holding
company’s trading account, other trad-
ing-related exposures (such as
counterparty-credit risk exposures) or
other items sensitive to changes in
market factors, including, as appro-
priate, information about the sensi-
tivity of positions to changes in mar-
ket rates and prices;

(iv) The bank holding company’s rel-
evant policies and procedures, includ-
ing risk management policies and pro-
cedures;

(v) The bank holding company’s li-
quidity profile and management;

(vi) The loss, revenue, and expense
estimation models used by the bank
holding company for stress scenario
analysis, including supporting docu-
mentation regarding each model’s de-
velopment and validation; and

(vii) Any other relevant qualitative
or quantitative information requested
by the Board or by the appropriate Re-
serve Bank to facilitate review of the
bank holding company’s capital plan
under this section.

(4) Resubmission of a capital plan. (i) A
bank holding company must update
and resubmit its capital plan to the ap-
propriate Reserve Bank within 30 cal-
endar days of the occurrence of one of
the following events:

(A) The bank holding company deter-
mines there has been or will be a mate-
rial change in the bank holding com-
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pany’s risk profile, financial condition,
or corporate structure since the bank
holding company last submitted the
capital plan to the Board and the ap-
propriate Reserve Bank under this sec-
tion; or

(B) The Board, or the appropriate Re-
serve Bank with concurrence of the
Board, directs the bank holding com-
pany in writing to revise and resubmit
its capital plan for any of the following
reasons:

(I) The capital plan is incomplete or
the capital plan, or the bank holding
company’s internal capital adequacy
process, contains material weaknesses;

(2) There has been, or will likely be,
a material change in the bank holding
company’s risk profile (including a ma-
terial change in its business strategy
or any risk exposure), financial condi-
tion, or corporate structure;

(3) The BHC stress scenario(s) are not
appropriate for the bank holding com-
pany’s business model and portfolios,
or changes in financial markets or the
macro-economic outlook that could
have a material impact on a bank hold-
ing company’s risk profile and finan-
cial condition require the use of up-
dated scenarios; or

(4) For a bank holding company sub-
ject to paragraph (i) of this section, the
capital plan or the condition of the
bank holding company raise any of the
issues described in paragraph (i)(2) of
this section.

(ii) A bank holding company may re-
submit its capital plan to the Federal
Reserve if the Board or the appropriate
Reserve Bank objects to the capital
plan.

(iii) The Board, or the appropriate
Reserve Bank with concurrence of the
Board, may extend the 30-day period in
paragraph (e)(4)(i) of this section for up
to an additional 60 calendar days, or
such longer period as the Board or the
appropriate Reserve Bank, with con-
currence of the Board, determines ap-
propriate.

(iv) Any updated capital plan must
satisfy all the requirements of this sec-
tion; however, a bank holding company
may continue to rely on information
submitted as part of a previously sub-
mitted capital plan to the extent that
the information remains accurate and
appropriate.
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(5) Confidential treatment of informa-
tion submitted. The confidentiality of
information submitted to the Board
under this section and related mate-
rials shall be determined in accordance
with applicable exemptions under the
Freedom of Information Act (b U.S.C.
5562(b)) and the Board’s Rules Regarding
Availability of Information (12 CFR
part 261).

(f) Calculation of the stress capital buff-
er requirement—(1) General. The Board
will determine the stress capital buffer
requirement that applies under 12 CFR
217.11 pursuant to paragraph (f) of this
section.

(2) Stress capital buffer requirement cal-
culation. A bank holding company’s
stress capital buffer requirement is
equal to the greater of:

(i) The following calculation:

(A) The ratio of a bank holding com-
pany’s common equity tier 1 capital to
risk-weighted assets, as calculated
under 12 CFR part 217, subpart D, as of
the final quarter of the previous cap-
ital plan cycle, unless otherwise deter-
mined by the Board; minus

(B) The lowest projected ratio of the
bank holding company’s common eq-
uity tier 1 capital to risk-weighted as-
sets, as calculated under 12 CFR part
217, subpart D, in any quarter of the
planning horizon under a supervisory
stress test; plus

(C) The ratio of:

(I) The sum of the bank holding com-
pany’s planned common stock divi-
dends (expressed as a dollar amount)
for each of the fourth through seventh
quarters of the planning horizon; to

(2) The risk-weighted assets of the
bank holding company in the quarter
in which the bank holding company
had its lowest projected ratio of com-
mon equity tier 1 capital to risk-
weighted assets, as calculated under 12
CFR part 217, subpart D, in any quarter
of the planning horizon under a super-
visory stress test; and

(ii) 2.5 percent.

(3) Recalculation of stress capital buffer
requirement. If a bank holding company
resubmits its capital plan pursuant to
paragraph (e)(4) of this section, the
Board may recalculate the bank hold-
ing company’s stress capital buffer re-
quirement. The Board will provide no-
tice of whether the bank holding com-
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pany’s stress capital buffer require-
ment will be recalculated within 75 cal-
endar days after the date on which the
capital plan is resubmitted, unless the
Board provides notice to the company
that it is extending the time period.

(g) Review of capital plans by the Fed-
eral Reserve. The Board, or the appro-
priate Reserve Bank with concurrence
of the Board, will consider the fol-
lowing factors in reviewing a bank
holding company’s capital plan:

(1) The comprehensiveness of the cap-
ital plan, including the extent to which
the analysis underlying the capital
plan captures and addresses potential
risks stemming from activities across
the bank holding company and the
bank holding company’s capital policy;

(2) The reasonableness of the bank
holding company’s capital plan, the as-
sumptions and analysis underlying the
capital plan, and the robustness of its
capital adequacy process;

(3) Relevant supervisory information
about the bank holding company and
its subsidiaries;

(4) The bank holding company’s regu-
latory and financial reports, as well as
supporting data that would allow for
an analysis of the bank holding com-
pany’s loss, revenue, and reserve pro-
jections;

(6) The results of any stress tests
conducted by the bank holding com-
pany or the Federal Reserve; and

(6) Other information requested or re-
quired by the Board or the appropriate
Reserve Bank, as well as any other in-
formation relevant, or related, to the
bank holding company’s capital ade-
quacy.

(h) Federal Reserve notice of stress cap-
ital buffer requirement; final planned cap-
ital distributions—(1) Notice. The Board
will provide a bank holding company
with notice of its stress capital buffer
requirement and an explanation of the
results of the supervisory stress test.
Unless otherwise determined by the
Board, notice will be provided by June
30 of the calendar year in which the
capital plan was submitted pursuant to
paragraph (e)(1)(ii) of this section or
within 90 calendar days of receiving no-
tice that the Board will recalculate the
bank holding company’s stress capital
buffer requirement pursuant to para-
graph (f)(3) of this section.
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(2) Response to notice—(i) Request for
reconsideration of stress capital buffer re-
quirement. A bank holding company
may request reconsideration of a stress
capital buffer requirement provided
under paragraph (h)(1) of this section.
To request reconsideration of a stress
capital buffer requirement, a bank
holding company must submit to the
Board a request pursuant to paragraph
(j) of this section.

(i1) Adjustments to planned capital dis-
tributions. Within two business days of
receipt of notice of a stress capital
buffer requirement under paragraph
(h)(1) or (j)(5) of this section, as appli-
cable, a bank holding company must:

(A) Determine whether the planned
capital distributions for the fourth
through seventh quarters of the plan-
ning horizon under the BHC baseline
scenario would be consistent with ef-
fective capital distribution limitations
assuming the stress capital buffer re-
quirement provided by the Board under
paragraph (h)(1) or (j)(5) of this section,
as applicable, in place of any stress
capital buffer requirement in effect;
and

(I) If the planned capital distribu-
tions for the fourth through seventh
quarters of the planning horizon under
the BHC baseline scenario would not be
consistent with effective capital dis-
tribution limitations assuming the
stress capital buffer requirement pro-
vided by the Board under paragraph
(h)(1) or (j)(5) of this section, as appli-
cable, in place of any stress capital
buffer requirement in effect, the bank
holding company must adjust its
planned capital distributions such that
its planned capital distributions would
be consistent with effective capital dis-
tribution limitations assuming the
stress capital buffer requirement pro-
vided by the Board under paragraph
(h)(1) or (j)(5) of this section, as appli-
cable, in place of any stress capital
buffer requirement in effect; or

(2) If the planned capital distribu-
tions for the fourth through seventh
quarters of the planning horizon under
the BHC baseline scenario would be
consistent with effective capital dis-
tribution limitations assuming the
stress capital buffer requirement pro-
vided by the Board under paragraph
(h)(1) or (j)(5) of this section, as appli-
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cable, in place of any stress capital
buffer requirement in effect, the bank
holding company may adjust its
planned capital distributions. A bank
holding company may not adjust its
planned capital distributions to be in-
consistent with the effective capital
distribution limitations assuming the
stress capital buffer requirement pro-
vided by the Board under paragraph
(h)(1) or (j)(5) of this section, as appli-
cable; and

(B) Notify the Board of any adjust-
ments made to planned capital dis-
tributions for the fourth through sev-
enth quarters of the planning horizon
under the BHC baseline scenario.

(3) Final planned capital distributions.
The Board will consider the planned
capital distributions, including any ad-
justments made pursuant to paragraph
(h)(2)(ii) of this section, to be the bank
holding company’s final planned cap-
ital distributions on the later of:

(i) The expiration of the time for re-
questing reconsideration under para-
graph (j) of this section; and

(ii) The expiration of the time for ad-
justing planned capital distributions
pursuant to paragraph (h)(2)(ii) of this
section.

(4) Effective date of final stress capital
buffer requirement. (i) The Board will
provide a bank holding company with
its final stress capital buffer require-
ment and confirmation of the bank
holding company’s final planned cap-
ital distributions by August 31 of the
calendar year that a capital plan was
submitted pursuant to paragraph
(e)(1)(ii) of this section, unless other-
wise determined by the Board. A stress
capital buffer requirement will not be
considered final so as to be agency ac-
tion subject to judicial review under 5
U.S.C. 704 during the pendency of a re-
quest for reconsideration made pursu-
ant to paragraph (j) of this section or
before the time for requesting recon-
sideration has expired.

(ii) Unless otherwise determined by
the Board, a bank holding company’s
final planned capital distributions and
final stress capital buffer requirement
shall:

(A) Be effective on October 1 of the
calendar year in which a capital plan
was submitted pursuant to paragraph
(e)(1)(ii) of this section; and
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(B) Remain in effect until super-
seded.

(5) Publication. With respect to any
bank holding company subject to this
section, the Board may disclose pub-
licly any or all of the following:

(i) The stress capital buffer require-
ment provided to a bank holding com-
pany under paragraph (h)(1) or (j)(6) of
this section;

(ii) Adjustments made pursuant to
paragraph (h)(2)(ii);

(iii) A summary of the results of the
supervisory stress test; and

(iv) Other information.

(1) Federal Reserve action on a capital
plan—(1) Timing of action. Board or the
appropriate Reserve Bank with concur-
rence of the Board, will object, in
whole or in part, to the capital plan or
provide the bank holding company
with a notice of non-objection to the
capital plan:

(i) By June 30 of the calendar year in
which a capital plan was submitted
pursuant to paragraph (e)(1)(ii) of this
section; and

(ii) For a capital plan resubmitted
pursuant to paragraph (e)(4) of this sec-
tion, within 75 calendar days after the
date on which a capital plan is resub-
mitted, unless the Board provides no-
tice to the company that it is extend-
ing the time period.

(2) Basis for objection to a capital plan.
The Board, or the appropriate Reserve
Bank with concurrence of the Board,
may object to a capital plan submitted
by a bank holding company that is not
a large and noncomplex bank holding
company if it determines that:

(i) Until January 1, 2021, except as
provided in paragraph (i)(2)(ii) of this
section, for a bank holding company
that was subject to this section as of
January 1, 2019, but whose capital plan
has not been subject to review and a
potential qualitative objection under
the criteria listed in paragraph
(1)(2)(1)(A) through (C) of this section
for any period of four consecutive
years:

(A) The bank holding company has
material unresolved supervisory issues,
including but not limited to issues as-
sociated with its capital adequacy
process;

(B) The assumptions and analysis un-
derlying the bank holding company’s
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capital plan, or the bank holding com-
pany’s methodologies and practices
that support its capital planning proc-
ess, are not reasonable or appropriate;
or

(C) The bank holding company’s cap-
ital planning process or proposed cap-
ital distributions otherwise constitute
an unsafe or unsound practice, or
would violate any law, regulation,
Board order, directive, or condition im-
posed by, or written agreement with,
the Board or the appropriate Reserve
Bank. In determining whether a capital
plan or any proposed capital distribu-
tion would constitute an unsafe or un-
sound practice, the Board or the appro-
priate Reserve Bank would consider
whether the bank holding company is
and would remain in sound financial
condition after giving effect to the cap-
ital plan and all proposed capital dis-
tributions.

(ii) Notwithstanding paragraph
(1)(2)(Q) of this section, a bank holding
company that was subject to this sec-
tion as of January 1, 2019, and that re-
ceives a qualitative objection in the
fourth year of the four-year period de-
scribed in paragraph (i)(2)(i), pursuant
to the criteria in paragraph (i)(2)(i)(A)
through (C) of this section, will remain
subject to a qualitative objection under
this section until January 1 of the year
after the first year in which the bank
holding company does not receive a
qualitative objection.

(3) Notification of decision. The Board
or the appropriate Reserve Bank will
notify the bank holding company in
writing of the reasons for a decision to
object to a capital plan.

(4) Publication of summary results. The
Board may disclose publicly its deci-
sion to object or not object to a bank
holding company’s capital plan under
this section. Any disclosure under this
paragraph (i)(4) will occur by June 30 of
the calendar year in which a capital
plan was submitted pursuant to para-
graph (e)(1)(ii) of this section, unless
otherwise determined by the Board.

(j) Administrative remedies; request for
reconsideration. The following require-
ments and procedures apply to any re-
quest under this paragraph (j):

(1) General. To request reconsider-
ation of an objection to a capital plan,
provided under paragraph (i) of this
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section, or of a stress capital buffer re-
quirement, provided under paragraph
(h) of this section, a bank holding com-
pany must submit a written request for
reconsideration.

(2) Timing of request. (i) A request for
reconsideration of an objection to a
capital plan, provided under paragraph
(i) of this section, must be received
within 15 calendar days of receipt of a
notice of objection to a capital plan.

(ii) A request for reconsideration of a
stress capital buffer requirement, pro-
vided under paragraph (h) of this sec-
tion, must be received within 15 cal-
endar days of receipt of a notice of a
bank holding company’s stress capital
buffer requirement.

(3) Contents of request. (i) A request
for reconsideration must include a de-
tailed explanation of why reconsider-
ation should be granted (that is, why a
stress capital buffer requirement or ob-
jection to a capital plan should be re-
considered). With respect to any infor-
mation that was not previously pro-
vided to the Federal Reserve in the
bank holding company’s capital plan,
the request should include an expla-
nation of why the information should
be considered.

(ii) A request for reconsideration
may include a request for an informal
hearing on the bank holding company’s
request for reconsideration.

(4) Hearing. (i) The Board may, in its
sole discretion, order an informal hear-
ing if the Board finds that a hearing is
appropriate or necessary to resolve dis-
putes regarding material issues of fact.

(ii) An informal hearing shall be held
within 30 calendar days of a request, if
granted, provided that the Board may
extend this period upon notice to the
requesting party.

(6) Response to request. (i) Within 30
calendar days of receipt of the bank
holding company’s request for recon-
sideration of an objection to a capital
plan submitted under paragraph (j)(2)
of this section or within 30 days of the
conclusion of an informal hearing con-
ducted under paragraph (j)(4) of this
section, the Board will notify the com-
pany of its decision to affirm, modify,
or withdraw the objection to the bank
holding company’s capital plan, or a
specific capital distribution, provided
that the Board may extend this period
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upon notice to the bank holding com-
pany.

(ii) Within 30 calendar days of receipt
of the bank holding company’s request
for reconsideration of its stress capital
buffer requirement submitted under
paragraph (j)(2) of this section or with-
in 30 days of the conclusion of an infor-
mal hearing conducted under para-
graph (j)(4) of this section, the Board
will notify the company of its decision
to affirm or modify the bank holding
company’s stress capital buffer require-
ment, provided that the Board may ex-
tend this period upon notice to the
bank holding company.

(6) Distributions during the pendency of
a request for reconsideration. During the
pendency of the Board’s decision under
paragraph (j)(56) of this section, the
bank holding company may make cap-
ital distributions that are consistent
with effective distribution limitations,
unless prior approval is required under
paragraph (k)(1) of this section.

(k) Approval requirements for certain
capital actions—(1) Circumstances requir-
ing approval—({) Qualitative objection to
and resubmission of a capital plan. Un-
less it receives prior approval pursuant
to paragraph (k)(3) of this section, a
bank holding company may not make a
capital distribution (excluding any
capital distribution arising from the
issuance of a capital instrument eligi-
ble for inclusion in the numerator of a
regulatory capital ratio) under the fol-
lowing circumstances:

(A) The Board, or the appropriate Re-
serve Bank with the concurrence of the
Board, objects to a capital plan and
until such time as the Board, or the ap-
propriate Reserve Bank with concur-
rence of the Board, issues a non-objec-
tion to the bank holding company’s
capital plan;

(B) The capital distribution would
occur after the occurrence of an event
requiring resubmission under para-
graph (e)(4)(1)(A) or (B) of this section.

(ii) Transition for certain planned cap-
ital actions. For the period July 1, 2020,
to September 30, 2020, a bank holding
company is authorized to make capital
distributions that do not exceed an
amount equal to the average of capital
distributions over the four quarters to
which the Board or the appropriate Re-
serve Bank indicated its non-objection
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for the previous capital plan cycle. A
bank holding company may request
prior approval to make capital dis-
tributions in excess of the amount au-
thorized for the period July 1, 2020, to
September 30, 2020, pursuant to para-
graph (k)(2) of this section.

(2) Contents of request. A request for a
capital distribution under this section
must contain the following informa-
tion:

(i) The bank holding company’s cap-
ital plan or a discussion of changes to
the bank holding company’s capital
plan since it was last submitted to the
Federal Reserve;

(ii) The purpose of the transaction;

(iii) A description of the capital dis-
tribution, including for redemptions or
repurchases of securities, the gross
consideration to be paid and the terms
and sources of funding for the trans-
action, and for dividends, the amount
of the dividend(s); and

(iv) Any additional information re-
quested by the Board or the appro-
priate Reserve Bank (which may in-
clude, among other things, an assess-
ment of the bank holding company’s
capital adequacy under a severely ad-
verse scenario, a revised capital plan,
and supporting data).

(3) Approval of certain capital distribu-
tions. (i) The Board, or the appropriate
Reserve Bank with concurrence of the
Board, will act on a request for prior
approval of a capital distribution with-
in 30 calendar days after the receipt of
all the information required under
paragraph (k)(2) of this section.

(ii) In acting on a request for prior
approval of a capital distribution, the
Board, or appropriate Reserve Bank
with concurrence of the Board, will
apply the considerations and principles
in paragraphs (g) and (i) of this section,
as appropriate. In addition, the Board,
or the appropriate Reserve Bank with
concurrence of the Board, may dis-
approve the transaction if the bank
holding company does not provide all
of the information required to be sub-
mitted under paragraph (k)(2) of this
section.

(4) Disapproval and hearing. (i) The
Board, or the appropriate Reserve
Bank with concurrence of the Board,
will notify the bank holding company
in writing of the reasons for a decision
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to disapprove any proposed capital dis-
tribution. Within 15 calendar days after
receipt of a disapproval by the Board,
the bank holding company may submit
a written request for a hearing.

(ii) The Board may, in its sole discre-
tion, order an informal hearing if the
Board finds that a hearing is appro-
priate or necessary to resolve disputes
regarding material issues of fact. An
informal hearing shall be held within
30 calendar days of a request, if grant-
ed, provided that the Board may extend
this period upon notice to the request-
ing party.

(iii) Written notice of the final deci-
sion of the Board shall be given to the
bank holding company within 60 cal-
endar days of the conclusion of any in-
formal hearing ordered by the Board,
provided that the Board may extend
this period upon notice to the request-
ing party.

(iv) While the Board’s decision is
pending and until such time as the
Board, or the appropriate Reserve
Bank with concurrence of the Board,
approves the capital distribution at
issue, the bank holding company may
not make such capital distribution.

(1) Post notice requirement. A bank
holding company must notify the
Board and the appropriate Reserve
Bank within 15 days of making a cap-
ital distribution if:

(1) The capital distribution was ap-
proved pursuant to paragraph (k)(3) of
this section; or

(2) The dollar amount of the capital
distribution will exceed the dollar
amount of the bank holding company’s
final planned capital distributions, as
measured on an aggregate basis begin-
ning in the fourth quarter of the plan-
ning horizon through the quarter at
issue.

[856 FR 15599, Mar. 18, 2020]

§225.9 Control over securities.

(a) Contingent rights, convertible secu-
rities, options, and warrants. (1) A person
that controls a security, option, war-
rant, or other financial instrument
that is convertible into, exercisable
for, exchangeable for, or otherwise may
become a security controls each secu-
rity that could be acquired as a result
of such conversion, exercise, exchange,
or similar occurrence.
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(2) If a financial instrument of the
type described in paragraph (a)(1) of
this section is convertible into, exer-
cisable for, exchangeable for, or other-
wise may become a number of securi-
ties that varies according to a formula,
rate, or other variable metric, the
number of securities controlled under
paragraph (a)(1) of this section is the
maximum number of securities that
the financial instrument could be con-
verted into, be exercised for, be ex-
changed for, or otherwise become under
the formula, rate, or other variable
metric.

(3) Notwithstanding paragraph (a)(1)
of this section, a person does not con-
trol voting securities due to control-
ling a financial instrument if the fi-
nancial instrument:

(i) By its terms is not convertible
into, is not exercisable for, is not ex-
changeable for, and may not otherwise
become voting securities in the hands
of the person or an affiliate of the per-
son; and

(ii) By its terms is only convertible
into, exercisable for, exchangeable for,
or may otherwise become voting secu-
rities in the hands of a transferee after
a transfer:

(A) In a widespread public distribu-
tion;

(B) To the issuing company;

(C) In transfers in which no trans-
feree (or group of associated trans-
ferees) would receive 2 percent or more
of the outstanding securities of any
class of voting securities of the issuing
company; or

(D) To a transferee that would con-
trol more than 50 percent of every class
of voting securities of the issuing com-
pany without any transfer from the
person.

(4) Notwithstanding paragraph (a)(1)
of this section, a person that has
agreed to acquire securities or other fi-
nancial instruments pursuant to a se-
curities purchase agreement does not
control such securities or financial in-
struments until the person acquires
the securities or financial instruments.

(5) Notwithstanding paragraph (a)(1)
of this section, a right that provides a
person the ability to acquire securities
in future issuances or to convert non-
voting securities into voting securities
does not cause the person to control

12 CFR Ch. Il (1-1-21 Edition)

the securities that could be acquired
under the right, so long as the right
does not allow the person to acquire a
higher percentage of the class of secu-
rities than the person controlled imme-
diately prior to the future acquisition.

(6) Notwithstanding paragraph (a)(1)
of this section, a preferred security
that would be a nonvoting security but
for a right to vote on directors that ac-
tivates only after six or more quarters
of unpaid dividends is not considered to
be a voting security until the security
holder is entitled to exercise the voting
right.

(7) For purposes of determining the
percentage of a class of voting securi-
ties or the total equity percentage of a
company controlled by a person that
controls a financial instrument of the
type described in paragraph (a)(1) of
this section:

(i) The securities controlled by the
person under paragraphs (a)(1) through
(6) of this section are deemed to be
issued and outstanding; and

(ii) Any securities controlled by any-
one other than the person under para-
graph (a)(1) through (6) of this section
are not deemed to be issued and out-
standing, unless by the terms of the fi-
nancial instruments the securities con-
trolled by the other persons must be
issued and outstanding in order for the
securities of the person to be issued
and outstanding.

(b) Restriction on securities. A person
that enters into an agreement or un-
derstanding with a second person under
which the rights of the second person
are restricted in any manner with re-
spect to securities that are controlled
by the second person, controls the se-
curities of the second person, unless
the restriction is:

(1) A requirement that the second
person offer the securities for sale to
the first person for a reasonable period
of time prior to transferring the securi-
ties to a third party;

(2) A requirement that, if the second
person agrees to sell the securities, the
second person provide the first person
with the opportunity to participate in
the sale of the securities by the second
person;

166



Federal Reserve System

(3) A requirement under which the
second person agrees to sell its securi-
ties to a third party if a majority of se-
curity holders agrees to sell their secu-
rities to the third party;

(4) Incident to a bona fide loan trans-
action in which the securities serve as
collateral;

(5) A short-term and revocable proxy;

(6) A restriction on transferability
that continues only for a reasonable
amount of time necessary to complete
an acquisition by the first person of
the securities from the second person,
including the time necessary to obtain
required approval from an appropriate
government authority with respect to
the acquisition;

(7) A requirement that the second
person vote the securities in favor of a
specific acquisition of control of the
issuing company, or against competing
transactions, if the restriction con-
tinues only for a reasonable amount of
time necessary to complete the trans-
action, including the time necessary to
obtain required approval from an ap-
propriate government authority with
respect to an acquisition or merger; or

(8) An agreement among security
holders of the issuing company in-
tended to preserve the tax status or tax
benefits of the company, such as quali-
fication of the issuing company as a
Subchapter S corporation, as defined in
26 U.S.C. 1361(a)(1) or any successor
statute, or prevention of events that
could impair deferred tax assets, such
as net operating loss carryforwards, as
described in 26 U.S.C. 382 or any suc-
cessor statute.

(c) Securities held by senior manage-
ment officials or controlling equity holders
of a company. A company that controls
5 percent or more of any class of voting
securities of another company controls
all securities issued by the second com-
pany that are controlled by senior
management officials, directors, or
controlling shareholders of the first
company, or by immediate family
members of such persons, unless the
first company controls less than 15 per-
cent of each class of voting securities
of the second company and the senior
management officials, directors, and
controlling shareholders of the first
company, and immediate family mem-
bers of such persons, control 50 percent
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or more of each class of voting securi-
ties of the second company.

(d) Reservation of authority. Notwith-
standing paragraphs (a) through (c) of
this section, the Board may determine
that securities are or are not con-
trolled by a company based on the
facts and circumstances presented.

[856 FR 12421, Mar. 2, 2020]

§225.10 Temporary relief for 2020 and
2021.

(a) Except as provided in paragraph
(c) of this section and subject to the
provisions of paragraph (d) of this sec-
tion, from December 2, 2020, through
December 31, 2021, the consolidated as-
sets, consolidated risk-weighted assets,
total consolidated assets, and total as-
sets of a bank holding company for
purposes of §§225.4(b)(2)(iii)(A) and (B),
225.14(a)(1)(V)(A)(T) and 2),
225.14(a)(1)(vi), 225.23(a)(1)(iii)(A)(1) and
2), 225.24(a)(2)(iv) and (v), and
225.28(b)(11)(vi) shall be determined
based on the lesser of each such
amount as of December 31, 2019, and as
of the otherwise applicable asset meas-
urement date of the relevant para-
graph.

(b) Except as provided in paragraph
(c) of this section and subject to the
provisions of paragraph (d) of this sec-
tion, from December 2, 2020, through
December 31, 2021, for purposes of de-
termining the applicability of
§§224.14(c)(6)(ii), 225.17(a)(6), and
225.23(c)(5)(ii) of this part and appendix
C to this part, the pro forma consoli-
dated assets of a bank holding com-
pany and the consolidated risk-weight-
ed assets of a bank holding company
immediately following consummation
of a transaction each shall be cal-
culated as the lesser of:

(1) Such amount calculated as the
sum of the assets of each company in-
volved in the proposed business com-
bination, as well as any company with
which any such company has combined
since December 31, 2019, as of December
31, 2019; and

(2) Such amount calculated as the
sum of the assets of each company in-
volved in the proposed business com-
bination as of the end of the most re-
cent calendar quarter.

(¢c) The relief provided under para-
graphs (a) and (b) of this section does
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not apply to a bank holding company if
the Board determines that permitting
the bank holding company to deter-
mine its assets in accordance with that
paragraph would not be commensurate
with the risk profile of the bank hold-
ing company. When making this deter-
mination, the Board will consider all
relevant factors, including the extent
of asset growth of the bank holding
company since December 31, 2019; the
causes of such growth, including
whether growth occurred as a result of
mergers or acquisitions; whether such
growth is likely to be temporary or
permanent; whether the bank holding
company has become involved in any
additional activities since December
31, 2019; the asset size of any parent
companies; and the type of assets held
by the bank holding company. In mak-
ing a determination pursuant to this
section, the Board will apply notice
and response procedures in the same
manner and to the same extent as the
notice and response procedures in 12
CFR 263.202.

(d) Nothing in this section limits the
discretion of the Board or its delegatee
to disallow the use of any expedited ac-
tion process, require the submission of
additional information in connection
with a notice or application, or con-
sider the ability of a bank holding com-
pany filing a notice or application
under this part to comply with any
statutory or regulatory requirements
that may be applicable to the bank
holding company upon expiration of
the relief provided by this section.

[85 FR 77361, Dec. 2, 2020]

Subpart B—Acquisition of Bank
Securities or Assets

SOURCE: Reg. Y, 62 FR 9324, Feb. 28, 1997,
unless otherwise noted.

§225.11 Transactions requiring Board
approval.

The following transactions require
the Board’s prior approval under sec-
tion 3 of the Bank Holding Company
Act except as exempted under §225.12
or as otherwise covered by §225.17 of
this subpart:

(a) Formation of bank holding com-
pany. Any action that causes a bank or

12 CFR Ch. Il (1-1-21 Edition)

other company to become a bank hold-
ing company.

(b) Acquisition of subsidiary bank. Any
action that causes a bank to become a
subsidiary of a bank holding company.

(c) Acquisition of control of bank or
bank holding company securities. (1) The
acquisition by a bank holding company
of direct or indirect ownership or con-
trol of any voting securities of a bank
or bank holding company, if the acqui-
sition results in the company’s control
of more than 5 percent of the out-
standing shares of any class of voting
securities of the bank or bank holding
company.

(2) An acquisition includes the pur-
chase of additional securities through
the exercise of preemptive rights, but
does not include securities received in
a stock dividend or stock split that
does not alter the bank holding com-
pany’s proportional share of any class
of voting securities.

(d) Acquisition of bank assets. The ac-
quisition by a bank holding company
or by a subsidiary thereof (other than a
bank) of all or substantially all of the
assets of a bank.

(e) Merger of bank holding companies.
The merger or consolidation of bank
holding companies, including a merger
through the purchase of assets and as-
sumption of liabilities.

(f) Transactions by foreign banking or-
ganization. Any transaction described
in paragraphs (a) through (e) of this
section by a foreign banking organiza-
tion that involves the acquisition of an
interest in a U.S. bank or in a bank
holding company for which application
would be required if the foreign bank-
ing organization were a bank holding
company.

§225.12 Transactions
Board approval.

not requiring

The following transactions do not re-
quire the Board’s approval under
§225.11 of this subpart:

(a) Acquisition of securities in fiduciary
capacity. The acquisition by a bank or
other company (other than a trust that
is a company) of control of voting secu-
rities of a bank or bank holding com-
pany in good faith in a fiduciary capac-
ity, unless:

(1) The acquiring bank or other com-
pany has sole discretionary authority
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to vote the securities and retains this
authority for more than two years; or

(2) The acquisition is for the benefit
of the acquiring bank or other com-
pany, or its shareholders, employees,
or subsidiaries.

(b) Acquisition of securities in satisfac-
tion of debts previously contracted. The
acquisition by a bank or other com-
pany of control of voting securities of a
bank or bank holding company in the
regular course of securing or collecting
a debt previously contracted in good
faith, if the acquiring bank or other
company divests the securities within
two years of acquisition. The Board or
Reserve Bank may grant requests for
up to three one-year extensions.

(c) Acquisition of securities by bank
holding company with majority control.
The acquisition by a bank holding com-
pany of additional voting securities of
a bank or bank holding company if
more than 50 percent of the out-
standing voting securities of the bank
or bank holding company is lawfully
controlled by the acquiring bank hold-
ing company prior to the acquisition.

(d) Acquisitions involving bank mergers
and internal corporate reorganications—
(1) Transactions subject to Bank Merger
Act. The merger or consolidation of a
subsidiary bank of a bank holding com-
pany with another bank, or the pur-
chase of assets by the subsidiary bank,
or a similar transaction involving sub-
sidiary banks of a bank holding com-
pany, if the transaction requires the
prior approval of a federal supervisory
agency under the Bank Merger Act (12
U.S.C. 1828(c)) and does not involve the
acquisition of shares of a bank. This
exception does not include:

(i) The merger of a nonsubsidiary
bank and a nonoperating subsidiary
bank formed by a company for the pur-
pose of acquiring the nonsubsidiary
bank; or

(ii) Any transaction requiring the
Board’s prior approval under §225.11(e)
of this subpart.

The Board may require an applica-
tion under this subpart if it determines
that the merger or consolidation would
have a significant adverse impact on
the financial condition of the bank
holding company, or otherwise requires
approval under section 3 of the BHC
Act.

§225.12

(2) Certain acquisitions subject to Bank
Merger Act. The acquisition by a bank
holding company of shares of a bank or
company controlling a bank or the
merger of a company controlling a
bank with the bank holding company,
if the transaction is part of the merger
or consolidation of the bank with a
subsidiary bank (other than a nonop-
erating subsidiary bank) of the acquir-
ing bank holding company, or is part of
the purchase of substantially all of the
assets of the bank by a subsidiary bank
(other than a nonoperating subsidiary
bank) of the acquiring bank holding
company, and if:

(i) The bank merger, consolidation,
or asset purchase occurs simulta-
neously with the acquisition of the
shares of the bank or bank holding
company or the merger of holding com-
panies, and the bank is not operated by
the acquiring bank holding company as
a separate entity other than as the sur-
vivor of the merger, consolidation, or
asset purchase;

(ii) The transaction requires the
prior approval of a federal supervisory
agency under the Bank Merger Act (12
U.S.C. 1828(c));

(iii) The transaction does not involve
the acquisition of any nonbank com-
pany that would require prior approval
under section 4 of the BHC Act (12
U.S.C. 1843);

(iv) Both before and after the trans-
action, the acquiring bank holding
company meets the requirements of 12
CFR part 217;

(v) At least 10 days prior to the trans-
action, the acquiring bank holding
company has provided to the Reserve
Bank written notice of the transaction
that contains:

(A) A copy of the filing made to the
appropriate federal banking agency
under the Bank Merger Act; and

(B) A description of the holding com-
pany’s involvement in the transaction,
the purchase price, and the source of
funding for the purchase price; and

(vi) Prior to expiration of the period
provided in paragraph (d)(2)(v) of this
section, the Reserve Bank has not in-
formed the bank holding company that
an application under §225.11 is re-
quired.

(3) Internal corporate reorganizations.
(i) Subject to paragraph (d)(3)(ii) of
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this section, any of the following trans-
actions performed in the United States
by a bank holding company:

(A) The merger of holding companies
that are subsidiaries of the bank hold-
ing company;

(B) The formation of a subsidiary
holding company;?

(C) The transfer of control or owner-
ship of a subsidiary bank or a sub-
sidiary holding company between one
subsidiary holding company and an-
other subsidiary holding company or
the bank holding company.

(ii) A transaction described in para-
graph (d)(3)(i) of this section qualifies
for this exception if:

(A) The transaction represents solely
a corporate reorganization involving
companies and insured depository in-
stitutions that, both preceding and fol-
lowing the transaction, are lawfully
controlled and operated by the bank
holding company;

(B) The transaction does not involve
the acquisition of additional voting
shares of an insured depository institu-
tion that, prior to the transaction, was
less than majority owned by the bank
holding company;

(C) The bank holding company is not
organized in mutual form; and

(D) Both before and after the trans-
action, the bank holding company
meets the Board’s Capital Adequacy
Guidelines (appendices A, B, C, D, and
E of this part).

(e) Holding securities in escrow. The
holding of any voting securities of a
bank or bank holding company in an
escrow arrangement for the benefit of
an applicant pending the Board’s ac-
tion on an application for approval of
the proposed acquisition, if title to the
securities and the voting rights remain
with the seller and payment for the se-
curities has not been made to the sell-
er.

(f) Acquisition of foreign banking orga-
nization. The acquisition of a foreign
banking organization where the foreign
banking organization does not directly
or indirectly own or control a bank in
the United States, unless the acquisi-

1In the case of a transaction that results in
the formation or designation of a new bank
holding company, the new bank holding com-
pany must complete the registration require-
ments described in §225.5.

12 CFR Ch. Il (1-1-21 Edition)

tion is also by a foreign banking orga-
nization and otherwise subject to
§225.11(f) of this subpart.

[ Reg. Y, 62 FR 9324, Feb. 28, 1997, as amended
at 78 FR 62291, Oct. 11, 2013; 80 FR 70673, Nov.
16, 2015]

§225.13 Factors considered in acting
on bank acquisition proposals.

(a) Factors requiring denial. As speci-
fied in section 3(c) of the BHC Act, the
Board may not approve any application
under this subpart if:

(1) The transaction would result in a
monopoly or would further any com-
bination or conspiracy to monopolize,
or to attempt to monopolize, the busi-
ness of banking in any part of the
United States;

(2) The effect of the transaction may
be substantially to lessen competition
in any section of the country, tend to
create a monopoly, or in any other
manner be in restraint of trade, unless
the Board finds that the transaction’s
anti-competitive effects are clearly
outweighed by its probable effect in
meeting the convenience and needs of
the community;

(3) The applicant has failed to pro-
vide the Board with adequate assur-
ances that it will make available such
information on its operations or activi-
ties, and the operations or activities of
any affiliate of the applicant, that the
Board deems appropriate to determine
and enforce compliance with the BHC
Act and other applicable federal bank-
ing statutes, and any regulations
thereunder; or

(4) In the case of an application in-
volving a foreign banking organization,
the foreign banking organization is not
subject to comprehensive supervision
or regulation on a consolidated basis
by the appropriate authorities in its
home country, as provided in
§211.24(c)(1)(ii) of the Board’s Regula-
tion K (12 CFR 211.24(c)(1)(ii)).

(b) Other factors. In deciding applica-
tions under this subpart, the Board
also considers the following factors
with respect to the applicant, its sub-
sidiaries, any banks related to the ap-
plicant through common ownership or
management, and the bank or banks to
be acquired:
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(1) Financial condition. Their financial
condition and future prospects, includ-
ing whether current and projected cap-
ital positions and levels of indebted-
ness conform to standards and policies
established by the Board.

(2) Managerial resources. The com-
petence, experience, and integrity of
the officers, directors, and principal
shareholders of the applicant, its sub-
sidiaries, and the banks and bank hold-
ing companies concerned; their record
of compliance with laws and regula-
tions; and the record of the applicant
and its affiliates of fulfilling any com-
mitments to, and any conditions im-
posed by, the Board in connection with
prior applications.

(8) Convenience and needs of commu-
nity. The convenience and needs of the
communities to be served, including
the record of performance under the
Community Reinvestment Act of 1977
(12 U.S.C. 2901 et seq.) and regulations
issued thereunder, including the
Board’s Regulation BB (12 CFR part
228).

(c) Interstate transactions. The Board
may approve any application or notice
under this subpart by a bank holding
company to acquire control of all or
substantially all of the assets of a bank
located in a state other than the home
state of the bank holding company,
without regard to whether the trans-
action is prohibited under the law of
any state, if the transaction complies
with the requirements of section 3(d) of
the BHC Act (12 U.S.C. 1842(d)).

(d) Conditional approvals. The Board
may impose conditions on any ap-
proval, including conditions to address
competitive, financial, managerial,
safety and soundness, convenience and
needs, compliance or other concerns, to
ensure that approval is consistent with
the relevant statutory factors and
other provisions of the BHC Act.

§225.14 Expedited action for certain
bank acquisitions by well-run bank
holding companies.

(a) Filing of notice—(1) Information re-
quired and public notice. As an alter-
native to the procedure provided in
§225.15, a bank holding company that
meets the requirements of paragraph
(c) of this section may satisfy the prior
approval requirements of §225.11 in

§225.14

connection with the acquisition of
shares, assets or control of a bank, or a
merger or consolidation between bank
holding companies, by providing the
appropriate Reserve Bank with a writ-
ten notice containing the following:

(i) A certification that all of the cri-
teria in paragraph (c) of this section
are met;

(ii) A description of the transaction
that includes identification of the com-
panies and insured depository institu-
tions involved in the transaction?! and
identification of each banking market
affected by the transaction;

(iii) A description of the effect of the
transaction on the convenience and
needs of the communities to be served
and of the actions being taken by the
bank holding company to improve the
CRA performance of any insured depos-
itory institution subsidiary that does
not have at least a satisfactory CRA
performance rating at the time of the
transaction;

(iv) Evidence that notice of the pro-
posal has been published in accordance
with §225.16(b)(1);

(v)(A) If the bank holding company is
not a qualifying community banking
organization (as defined in §217.12 of
this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter), and:

(1) If the bank holding company has
consolidated assets of $3 billion or
more, an abbreviated consolidated pro
forma balance sheet as of the most re-
cent quarter showing credit and debit
adjustments that reflect the proposed
transaction, consolidated pro forma
risk-based capital ratios for the acquir-
ing bank holding company as of the
most recent quarter, and a description

1If, in connection with a transaction under
this subpart, any person or group of persons
proposes to acquire control of the acquiring
bank holding company for purposes of the
Bank Control Act or §225.41, the person or
group of persons may fulfill the notice re-
quirements of the Bank Control Act and
§225.43 by providing, as part of the submis-
sion by the acquiring bank holding company
under this subpart, identifying and bio-
graphical information required in paragraph
(6)(A) of the Bank Control Act (12 U.S.C.
1817(j)(6)(A)), as well as any financial or
other information requested by the Reserve
Bank under §225.43.
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of the purchase price and the terms and
sources of funding for the transaction;
or

(2) If the bank holding company has
consolidated assets of less than $3 bil-
lion, a pro forma parent-only balance
sheet as of the most recent quarter
showing credit and debit adjustments
that reflect the proposed transaction,
and a description of the purchase price,
the terms and sources of funding for
the transaction, and the sources and
schedule for retiring any debt incurred
in the transaction;

(B) If the bank holding company is a
qualifying community banking organi-
zation (as defined in §217.12 of this
chapter) that is subject to the commu-
nity bank leverage ratio framework (as
defined in §217.12 of this chapter), an
abbreviated consolidated pro forma bal-
ance sheet as of the most recent quar-
ter showing credit and debit adjust-
ments that reflect the proposed trans-
action, consolidated pro forma leverage
ratio (as calculated under §217.12 of
this chapter) for the acquiring bank
holding company as of the most recent
quarter, and a description of the pur-
chase price and the terms and sources
of funding for the transaction;

(vi) If the bank holding company has
consolidated assets of less than $300
million, a list of and biographical in-
formation regarding any directors or
senior executive officers of the result-
ing bank holding company that are not
directors or senior executive officers of
the acquiring bank holding company or
of a company or institution to be ac-
quired;

(vii)(A) For each insured depository
institution (that is not a qualifying
community banking organization (as
defined in §217.12 of this chapter) that
is subject to the community bank le-
verage ratio framework (as defined in
§217.12 of this chapter)) whose Tier 1
capital, total capital, total assets or
risk-weighted assets change as a result
of the transaction, the total risk-
weighted assets, total assets, Tier 1
capital and total capital of the institu-
tion on a pro forma basis; and

(B) For each insured depository insti-
tution that is a qualifying community
banking organization (as defined in
§217.12 of this chapter) that is subject
to the community bank leverage ratio

12 CFR Ch. Il (1-1-21 Edition)

framework (as defined in §217.12 of this
chapter), whose Tier 1 capital (as de-
fined in §217.2 of this chapter and cal-
culated in accordance with §217.12(b) of
this chapter) or total assets change as
a result of the transaction, the total
assets and Tier 1 capital of the institu-
tion on a pro forma basis; and

(viii) The market indexes for each
relevant banking market reflecting the
pro forma effect of the transaction.

(2) Waiver of unnecessary information.
The Reserve Bank may reduce the in-
formation requirements in paragraph
(a)(1)(v) through (viii) of this section as
appropriate.

(b)(1) Action on proposals under this
section. The Board or the appropriate
Reserve Bank shall act on a proposal
submitted under this section or notify
the bank holding company that the
transaction is subject to the procedure
in §225.15 within 5 business days after
the close of the public comment period.
The Board and the Reserve Bank shall
not approve any proposal under this
section prior to the third business day
following the close of the public com-
ment period, unless an emergency ex-
ists that requires expedited or imme-
diate action. The Board may extend
the period for action under this section
for up to 5 business days.

(2) Acceptance of notice in event expe-
dited procedure mnot available. In the
event that the Board or the Reserve
Bank determines after the filing of a
notice under this section that a bank
holding company may not use the pro-
cedure in this section and must file an
application under §225.15, the applica-
tion shall be deemed accepted for pur-
poses of §225.15 as of the date that the
notice was filed under this section.

(c) Criteria for use of expedited proce-
dure. The procedure in this section is
available only if:

(1) Well-capitalized organization—()
Bank holding company. Both at the
time of and immediately after the pro-
posed transaction, the acquiring bank
holding company is well-capitalized;

(ii) Insured depository institutions.
Both at the time of and immediately
after the proposed transaction:

(A) The lead insured depository insti-
tution of the acquiring bank holding
company is well-capitalized;
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(B) Well-capitalized insured deposi-
tory institutions control at least 80
percent of the total risk-weighted as-
sets of insured depository institutions
controlled by the acquiring bank hold-
ing company; and

(C) No insured depository institution
controlled by the acquiring bank hold-
ing company is undercapitalized;

(2) Well managed organization—@1) Sat-
isfactory examination ratings. At the
time of the transaction, the acquiring
bank holding company, its lead insured
depository institution, and insured de-
pository institutions that control at
least 80 percent of the total risk-
weighted assets of insured depository
institutions controlled by the holding
company are well managed and have
received at least a satisfactory rating
for compliance at their most recent ex-
amination if such rating was given;

(ii) No poorly managed institutions. No
insured depository institution con-
trolled by the acquiring bank holding
company has received 1 of the 2 lowest
composite ratings at the later of the
institution’s most recent examination
or subsequent review by the appro-
priate federal banking agency for the
institution;

(iii) Recently acquired institutions ex-
cluded. Any insured depository institu-
tion that has been acquired by the
bank holding company during the 12-
month period preceding the date on
which written notice is filed under
paragraph (a) of this section may be ex-
cluded for purposes of paragraph
(c)(2)(ii) of this section if :

(A) The bank holding company has
developed a plan acceptable to the ap-
propriate federal banking agency for
the institution to restore the capital
and management of the institution;
and

(B) All insured depository institu-
tions excluded under this paragraph
represent, in the aggregate, less than
10 percent of the aggregate total risk-
weighted assets of all insured deposi-
tory institutions controlled by the
bank holding company;

(3) Convenience and needs criteria—(i)
Effect on the community. The record in-
dicates that the proposed transaction
would meet the convenience and needs
of the community standard in the BHC
Act; and
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(ii) Established CRA performance
record. At the time of the transaction,
the lead insured depository institution
of the acquiring bank holding company
and insured depository institutions
that control at least 80 percent of the
total risk-weighted assets of insured
institutions controlled by the holding
company have received a satisfactory
or better composite rating at the most
recent examination under the Commu-
nity Reinvestment Act;

(4) Public comment. No comment that
is timely and substantive as provided
in §225.16 is received by the Board or
the appropriate Reserve Bank other
than a comment that supports ap-
proval of the proposal;

(5) Competitive criteria—(i) Competitive
screen. Without regard to any
divestitures proposed by the acquiring
bank holding company, the acquisition
does not cause:

(A) Insured depository institutions
controlled by the acquiring bank hold-
ing company to control in excess of 35
percent of market deposits in any rel-
evant banking market; or

(B) The Herfindahl-Hirschman index
to increase by more than 200 points in
any relevant banking market with a
post-acquisition index of at least 1800;
and

(ii) Department of Justice. The Depart-
ment of Justice has not indicated to
the Board that consummation of the
transaction is likely to have a signifi-
cantly adverse effect on competition in
any relevant banking market;

(6) Size of acquisition—(i) In general—
(A) Limited growth. Except as provided
in paragraphs (c)(6)(ii) and (iii) of this
section, the sum of the aggregate risk-
weighted assets to be acquired in the
proposal and the aggregate risk-
weighted assets acquired by the acquir-
ing bank holding company in all other
qualifying transactions does not exceed
35 percent of the consolidated risk-
weighted assets of the acquiring bank
holding company. For purposes para-
graph (¢)(6) of this section, other quali-
fying transactions means any trans-
action approved under this section or
§225.23 during the 12 months prior to
filing the notice under this section; and

(B) Individual size limitation. Except
as provided in paragraph (c)(6)(iii) of
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this section, the total risk-weighted as-
sets to be acquired do not exceed $7.5
billion;

(i1) Small bank holding companies.
Paragraph (c)(6)(i)(A) of this section
shall not apply if, immediately fol-
lowing consummation of the proposed
transaction, the consolidated risk-
weighted assets of the acquiring bank
holding company are less than $300 mil-
lion;

(ii1) Qualifying community banking or-
ganizations. Paragraphs (¢)(6)(i)(A) and
(B) of this section shall not apply if:

(A) The acquiring bank holding com-
pany is a qualifying community bank-
ing organization (as defined in §217.12
of this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter);

(B) The sum of the total assets to be
acquired in the proposal and the total
assets acquired by the acquiring bank
holding company in all other quali-
fying transactions does not exceed 35
percent of the average total consoli-
dated assets (as used in §217.12 of this
chapter) of the acquiring bank holding
company as last reported to the Board;
and

(C) The total assets to be acquired do
not exceed $7.5 billion;

() Supervisory actions. During the 12-
month period ending on the date on
which the bank holding company pro-
poses to consummate the proposed
transaction, no formal administrative
order, including a written agreement,
cease and desist order, capital direc-
tive, prompt corrective action direc-
tive, asset maintenance agreement, or
other formal enforcement action, is or
was outstanding against the bank hold-
ing company or any insured depository
institution subsidiary of the holding
company, and no formal administrative
enforcement proceeding involving any
such enforcement action, order, or di-
rective is or was pending;

(8) Interstate acquisitions. Board-ap-
proval of the transaction is not prohib-
ited under section 3(d) of the BHC Act;

(9) Other supervisory considerations.
Board approval of the transaction is
not prohibited under the informational
sufficiency or comprehensive home
country supervision standards set forth
in section 3(c)(3) of the BHC Act; and
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(10) Notification. The acquiring bank
holding company has not been notified
by the Board, in its discretion, prior to
the expiration of the period in para-
graph (b)(1) of this section that an ap-
plication under §225.15 is required in
order to permit closer review of any fi-
nancial, managerial, competitive, con-
venience and needs or other matter re-
lated to the factors that must be con-
sidered under this part.

(d) Comment by primary banking super-
visor—(1) Notice. Upon receipt of a no-
tice under this section, the appropriate
Reserve Bank shall promptly furnish
notice of the proposal and a copy of the
information filed pursuant to para-
graph (a) of this section to the primary
banking supervisor of the insured de-
pository institutions to be acquired.

(2) Comment period. The primary
banking supervisor shall have 30 cal-
endar days (or such shorter time as
agreed to by the primary banking su-
pervisor) from the date of the letter
giving notice in which to submit its
views and recommendations to the
Board.

(38) Action subject to supervisor’s com-
ment. Action by the Board or the Re-
serve Bank on a proposal under this
section is subject to the condition that
the primary banking supervisor not
recommend in writing to the Board dis-
approval of the proposal prior to the
expiration of the comment period de-
scribed in paragraph (d)(2) of this sec-
tion. In such event, any approval given
under this section shall be revoked
and, if required by section 3(b) of the
BHC Act, the Board shall order a hear-
ing on the proposal.

4) Emergencies. Notwithstanding
paragraphs (d)(2) and (d)(3) of this sec-
tion, the Board may provide the pri-
mary banking supervisor with 10 cal-
endar days’ notice of a proposal under
this section if the Board finds that an
emergency exists requiring expeditious
action, and may act during the notice
period or without providing notice to
the primary banking supervisor if the
Board finds that it must act imme-
diately to prevent probable failure.

(5) Primary banking supervisor. For
purposes of this section and §225.15(b),
the primary banking supervisor for an in-
stitution is:
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(i) The Office of the Comptroller of
the Currency, in the case of a national
banking association or District bank;

(ii) The appropriate supervisory au-
thority for the State in which the bank
is chartered, in the case of a State
bank;

(iii) The Director of the Office of
Thrift Supervision, in the case of a sav-
ings association.

(e) Branches and agencies of foreign
banking organications. For purposes of
this section, a U.S. branch or agency of
a foreign banking organization shall be
considered to be an insured depository
institution. A U.S. branch or agency of
a foreign banking organization shall be
subject to paragraph (c)(3)(ii) of this
section only to the extent it is insured
by the Federal Deposit Insurance Cor-
poration in accordance with section 6
of the International Banking Act of
1978 (12 U.S.C. 3104).

(f) Qualifying community banking orga-
nizations. For purposes of this section,
a qualifying community banking orga-
nization (as defined in §217.12 of this
chapter) that is subject to the commu-
nity bank leverage ratio framework (as
defined in §217.12 of this chapter) con-
trols total risk-weighted assets equal
to the qualifying community banking
organization’s average total consoli-
dated assets (as used in §217.12 of this
chapter) as last reported to its primary
banking supervisor.

[Reg. Y, 62 FR 9324, Feb. 28, 1997, as amended
at 66 FR 415, Jan. 3, 2001; 71 FR 9901, Feb. 28,
2006; 78 FR 62291, Oct. 11, 2013; 80 FR 20157,
Apr. 15, 2015; 83 FR 44199, Aug. 30, 2018; 84 FR
61799, Nov. 13, 2019; 84 FR 70887, Dec. 26, 2019]

§225.15 Procedures for other bank ac-
quisition proposals.

(a) Filing application. Except as pro-
vided in §225.14, an application for the
Board’s prior approval under this sub-
part shall be governed by the provi-
sions of this section and shall be filed
with the appropriate Reserve Bank on
the designated form.

(b) Notice to primary banking super-
visor. Upon receipt of an application
under this subpart, the Reserve Bank
shall promptly furnish notice and a
copy of the application to the primary
banking supervisor of each bank to be
acquired. The primary supervisor shall
have 30 calendar days from the date of
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the letter giving notice in which to
submit its views and recommendations
to the Board.

(c) Accepting application for processing.
Within 7 calendar days after the Re-
serve Bank receives an application
under this section, the Reserve Bank
shall accept it for processing as of the
date the application was filed or return
the application if it is substantially in-
complete. Upon accepting an applica-
tion, the Reserve Bank shall imme-
diately send copies to the Board. The
Reserve Bank or the Board may re-
quest additional information necessary
to complete the record of an applica-
tion at any time after accepting the
application for processing.

(d) Action on applications—(1) Action
under delegated authority. The Reserve
Bank shall approve an application
under this section within 30 calendar
days after the acceptance date for the
application, unless the Reserve Bank,
upon notice to the applicant, refers the
application to the Board for decision
because action under delegated author-
ity is not appropriate.

(2) Board action. The Board shall act
on an application under this subpart
that is referred to it for decision within
60 calendar days after the acceptance
date for the application, unless the
Board notifies the applicant that the
60-day period is being extended for a
specified period and states the reasons
for the extension. In no event may the
extension exceed the 91-day period pro-
vided in §225.16(f). The Board may, at
any time, request additional informa-
tion that it believes is necessary for its
decision.

§225.16 Public notice, comments, hear-
ings, and other provisions gov-
erning applications and notices.

(a) In general. The provisions of this
section apply to all notices and appli-
cations filed under §§225.14 and 225.15.

(b) Public notice—(1) Newspaper publi-
cation—(1) Location of publication. In the
case of each notice or application sub-
mitted under §225.14 or §225.15, the ap-
plicant shall publish a notice in a
newspaper of general circulation, in
the form and at the locations specified
in §262.3 of the Rules of Procedure (12
CFR 262.3);
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(ii) Contents of mnotice. A newspaper
notice under this paragraph shall pro-
vide an opportunity for interested per-
sons to comment on the proposal for a
period of at least 30 calendar days;

(iii) Timing of publication. Each news-
paper notice published in connection
with a proposal under this paragraph
shall be published no more than 15 cal-
endar days before and no later than 7
calendar days following the date that a
notice or application is filed with the
appropriate Reserve Bank.

(2) FEDERAL REGISTER notice—(i) Pub-
lication by Board. Upon receipt of a no-
tice or application under §225.14 or
§225.15, the Board shall promptly pub-
lish notice of the proposal in the FED-
ERAL REGISTER and shall provide an op-
portunity for interested persons to
comment on the proposal for a period
of no more than 30 days;

(ii) Request for advance publication. A
bank holding company may request
that, during the 15-day period prior to
filing a notice or application under
§225.14 or §225.15, the Board publish no-
tice of a proposal in the FEDERAL REG-
ISTER. A request for advance FEDERAL
REGISTER publication shall be made in
writing to the appropriate Reserve
Bank and shall contain the identifying
information prescribed by the Board
for FEDERAL REGISTER publication;

(3) Waiver or shortening of notice. The
Board may waive or shorten the re-
quired notice periods under this section
if the Board determines that an emer-
gency exists requiring expeditious ac-
tion on the proposal, or if the Board
finds that immediate action is nec-
essary to prevent the probable failure
of an insured depository institution.

(c) Public comment—(1) Timely com-
ments. Interested persons may submit
information and comments regarding a
proposal filed under this subpart. A
comment shall be considered timely for
purposes of this subpart if the com-
ment, together with all supplemental
information, is submitted in writing in
accordance with the Board’s Rules of
Procedure and received by the Board or
the appropriate Reserve Bank prior to
the expiration of the latest public com-
ment period provided in paragraph (b)
of this section.

(2) Extension of comment period—@1) In
general. The Board may, in its discre-
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tion, extend the public comment period
regarding any ©proposal submitted
under this subpart.

(i1) Requests in connection with obtain-
ing application or notice. In the event
that an interested person has requested
a copy of a notice or application sub-
mitted under this subpart, the Board
may, in its discretion and based on the
facts and circumstances, grant such
person an extension of the comment
period for up to 15 calendar days.

(iii) Joint requests by interested person
and acquiring company. The Board will
grant a joint request by an interested
person and the acquiring bank holding
company for an extension of the com-
ment period for a reasonable period for
a purpose related to the statutory fac-
tors the Board must consider under
this subpart.

(3) Substantive comment. A comment
will be considered substantive for pur-
poses of this subpart unless it involves
individual complaints, or raises frivo-
lous, previously-considered or wholly
unsubstantiated claims or irrelevant
issues.

(d) Notice to Attorney General. The
Board or Reserve Bank shall imme-
diately notify the United States Attor-
ney General of approval of any notice
or application under §225.14 or §225.15.

(e) Hearings. As provided in section
3(b) of the BHC Act, the Board shall
order a hearing on any application or
notice under §225.15 if the Board re-
ceives from the primary supervisor of
the bank to be acquired, within the 30-
day period specified in §225.15(b), a
written recommendation of disapproval
of an application. The Board may order
a formal or informal hearing or other
proceeding on the application or no-
tice, as provided in §262.3(i)(2) of the
Board’s Rules of Procedure. Any re-
quest for a hearing (other than from
the primary supervisor) shall comply
with §262.3(e) of the Rules of Procedure
(12 CFR 262.3(e)).

(f) Approval through failure to act—(1)
Ninety-one day rule. An application or
notice under §225.14 or §225.15 shall be
deemed approved if the Board fails to
act on the application or notice within
91 calendar days after the date of sub-
mission to the Board of the complete
record on the application. For this pur-
pose, the Board acts when it issues an
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order stating that the Board has ap-
proved or denied the application or no-
tice, reflecting the votes of the mem-
bers of the Board, and indicating that a
statement of the reasons for the deci-
sion will follow promptly.

(2) Complete record. For the purpose of
computing the commencement of the
91-day period, the record is complete on
the latest of:

(i) The date of receipt by the Board of
an application or notice that has been
accepted by the Reserve Bank;

(ii) The last day provided in any no-
tice for receipt of comments and hear-
ing requests on the application or no-
tice;

(iii) The date of receipt by the Board
of the last relevant material regarding
the application or notice that is needed
for the Board’s decision, if the material
is received from a source outside of the
Federal Reserve System; or

(iv) The date of completion of any
hearing or other proceeding.

(g) Exceptions to notice and hearing re-
quirements—(1) Probable bank failure. If
the Board finds it must act imme-
diately on an application or notice in
order to prevent the probable failure of
a bank or bank holding company, the
Board may modify or dispense with the
notice and hearing requirements of this
section.

(2) Emergency. If the Board finds that,
although immediate action on an ap-
plication or notice is not necessary, an
emergency exists requiring expeditious
action, the Board shall provide the pri-
mary supervisor 10 days to submit its
recommendation. The Board may act
on such an application or notice with-
out a hearing and may modify or dis-
pense with the other notice and hear-
ing requirements of this section.

(h) Waiting period. A transaction ap-
proved under §225.14 or §225.15 shall not
be consummated until 30 days after the
date of approval of the application, ex-
cept that a transaction may be con-
summated:

(1) Immediately upon approval, if the
Board has determined under paragraph
(g) of this section that the application
or notice involves a probable bank fail-
ure;

(2) On or after the 5th calendar day
following the date of approval, if the
Board has determined under paragraph
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(g) of this section that an emergency
exists requiring expeditious action; or

(3) On or after the 15th calendar day
following the date of approval, if the
Board has not received any adverse
comments from the United States At-
torney General relating to the com-
petitive factors and the Attorney Gen-
eral has consented to the shorter wait-
ing period.

§225.17 Notice procedure for one-bank
holding company formations.

(a) Transactions that qualify under this
section. An acquisition by a company of
control of a bank may be consummated
30 days after providing notice to the
appropriate Reserve Bank in accord-
ance with paragraph (b) of this section,
provided that all of the following con-
ditions are met:

(1) The shareholder or shareholders
who control at least 67 percent of the
shares of the bank will control, imme-
diately after the reorganization, at
least 67 percent of the shares of the
holding company in substantially the
same proportion, except for changes in
shareholders’ interests resulting from
the exercise of dissenting shareholders’
rights under state or federal law;*

(2) No shareholder, or group of share-
holders acting in concert, will, fol-
lowing the reorganization, own or con-
trol 10 percent or more of any class of
voting shares of the bank holding com-
pany, unless that shareholder or group
of shareholders was authorized, after
review under the Change in Bank Con-
trol Act of 1978 (12 U.S.C. 1817(j)) by the
appropriate federal banking agency for
the bank, to own or control 10 percent
or more of any class of voting shares of
the bank;?

4 A shareholder of a bank in reorganization

will be considered to have the same propor-
tional interest in the holding company if the
shareholder interest increases, on a pro rata
basis, as a result of either the redemption of
shares from dissenting shareholders by the
bank or bank holding company, or the acqui-
sition of shares of dissenting shareholders by

the remaining shareholders.
5This procedure is not available in cases in
which the exercise of dissenting share-
holders’ rights would cause a company that
is not a bank holding company (other than
the company in formation) to be required to
register as a bank holding company. This
Continued
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(3) The bank is adequately capital-
ized (as defined in section 38 of the Fed-
eral Deposit Insurance Act (12 U.S.C.
18310));

(4) The bank received at least a com-
posite ‘‘satisfactory’ rating at its most
recent examination, in the event that
the bank was examined;

(5) At the time of the reorganization,
neither the bank nor any of its officers,
directors, or principal shareholders is
involved in any unresolved supervisory
or enforcement matters with any ap-
propriate federal banking agency;

(6) The company demonstrates that
any debt that it incurs at the time of
the reorganization, and the proposed
means of retiring this debt, will not
place undue burden on the holding
company or its subsidiary on a pro
forma basis; 6

(7) The holding company will not, as
a result of the reorganization, acquire
control of any additional bank or en-
gage in any activities other than those
of managing and controlling banks;
and

(8) During this period, neither the ap-
propriate Reserve Bank nor the Board
objected to the proposal or required the
filing of an application under §225.15 of
this subpart.

(b) Contents of notice. A notice filed
under this paragraph shall include:

(1) Certification by the notificant’s
board of directors that the require-
ments of 12 U.S.C. 1842(a)(C) and this
section are met by the proposal;

(2) A list identifying all principal
shareholders of the bank prior to the
reorganization and of the holding com-
pany following the reorganization, and
specifying the percentage of shares
held by each principal shareholder in
the bank and proposed to be held in the
new holding company;

procedure also is not available for the forma-
tion of a bank holding company organized in
mutual form.

6For a banking organization with consoli-
dated assets, on a pro forma basis, of less
than $3 billion (other than a banking organi-
zation that will control a de novo bank), this
requirement is satisfied if the proposal com-
plies with the Board’s Small Bank Holding
Company and Savings and Loan Holding
Company Policy Statement (appendix C of
this part).
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(3) A description of the resulting
management of the proposed bank
holding company and its subsidiary
bank, including:

(i) Biographical information regard-
ing any senior officers and directors of
the resulting bank holding company
who were not senior officers or direc-
tors of the bank prior to the reorga-
nization; and

(ii) A detailed history of the involve-
ment of any officer, director, or prin-
cipal shareholder of the resulting bank
holding company in any administrative
or criminal proceeding; and

(4) Pro forma financial statements for
the holding company, and a description
of the amount, source, and terms of
debt, if any, that the bank holding
company proposes to incur, and infor-
mation regarding the sources and tim-
ing for debt service and retirement.

(¢c) Acknowledgment of notice. Within 7
calendar days following receipt of a no-
tice under this section, the Reserve
Bank shall provide the notificant with
a written acknowledgment of receipt of
the notice. This written acknowledg-
ment shall indicate that the trans-
action described in the notice may be
consummated on the 30th calendar day
after the date of receipt of the notice if
the Reserve Bank or the Board has not
objected to the proposal during that
time.

(d) Application required upon objection.
The Reserve Bank or the Board may
object to a proposal during the notice
period by providing the bank holding
company with a written explanation of
the reasons for the objection. In such
case, the bank holding company may
file an application for prior approval of
the proposal pursuant to §225.15 of this
subpart.

[Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 71 FR 9902, Feb. 28, 2006; 78 FR 62291, Oct.

11, 2013; 80 FR 20157, Apr. 15, 2015; 83 FR 44199,
Aug. 30, 2018]

Subpart C—Nonbanking Activities
and Acquisitions by Bank
Holding Companies

SOURCE: Reg. Y, 62 FR 9329, Feb. 28, 1997,
unless otherwise noted.
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§225.21 Prohibited nonbanking activi-
ties and acquisitions; exempt bank
holding companies.

(a) Prohibited mnonbanking activities
and acquisitions. Except as provided in
§225.22 of this subpart, a bank holding
company or a subsidiary may not en-
gage in, or acquire or control, directly
or indirectly, voting securities or as-
sets of a company engaged in, any ac-
tivity other than:

(1) Banking or managing or control-
ling banks and other subsidiaries au-
thorized under the BHC Act; and

(2) An activity that the Board deter-
mines to be so closely related to bank-
ing, or managing or controlling banks
as to be a proper incident thereto, in-
cluding any incidental activities that
are necessary to carry on such an ac-
tivity, if the bank holding company
has obtained the prior approval of the
Board for that activity in accordance
with the requirements of this regula-
tion.

(b) Exempt bank holding companies.
The following bank holding companies
are exempt from the provisions of this
subpart:

(1) Family-owned companies. Any com-
pany that is a ‘“‘company covered in
1970 (as defined in section 2(b) of the
BHC Act), more than 85 percent of the
voting securities of which was collec-
tively owned on June 30, 1968, and con-
tinuously thereafter, by members of
the same family (or their spouses) who
are lineal descendants of common an-
cestors.

(2) Labor, agricultural, and horti-
cultural organizations. Any company
that was on January 4, 1977, both a
bank holding company and a labor, ag-
ricultural, or horticultural organiza-
tion exempt from taxation under sec-
tion 501 of the Internal Revenue Code
(26 U.S.C. 501(c)).

(3) Companies granted hardship exemp-
tion. Any bank holding company that
has controlled only one bank since be-
fore July 1, 1968, and that has been
granted an exemption by the Board
under section 4(d) of the BHC Act, sub-
ject to any conditions imposed by the
Board.

(4) Companies granted exemption on
other grounds. Any company that ac-
quired control of a bank before Decem-
ber 10, 1982, without the Board’s prior
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approval under section 3 of the BHC
Act, on the basis of a narrow interpre-
tation of the term demand deposit or
commercial loan, if the Board has deter-
mined that:

(i) Coverage of the company as a
bank holding company under this sub-
part would be unfair or represent an
unreasonable hardship; and

(ii) Exclusion of the company from
coverage under this part is consistent
with the purposes of the BHC Act and
section 106 of the Bank Holding Com-
pany Act Amendments of 1970 (12
U.S.C. 1971, 1972(1)). The provisions of
§225.4 of subpart A of this part do not
apply to a company exempt under this
paragraph.

§225.22 Exempt nonbanking activities
and acquisitions.

(a) Certain de novo activities. A bank
holding company may, either directly
or indirectly, engage de novo in any
nonbanking activity listed in §225.28(b)
(other than operation of an insured de-
pository institution) without obtaining
the Board’s prior approval if the bank
holding company:

(1) Meets the requirements of para-
graphs (¢) (1), (2), and (6) of §225.23;

(2) Conducts the activity in compli-
ance with all Board orders and regula-
tions governing the activity; and

(3) Within 10 business days after com-
mencing the activity, provides written
notice to the appropriate Reserve Bank
describing the activity, identifying the
company or companies engaged in the
activity, and certifying that the activ-
ity will be conducted in accordance
with the Board’s orders and regulations
and that the bank holding company
meets the requirements of paragraphs
(c) (1), (2), and (6) of §225.23.

(b) Servicing activities. A bank holding
company may, without the Board’s
prior approval under this subpart, fur-
nish services to or perform services for,
or establish or acquire a company that
engages solely in servicing activities
for:

(1) The bank holding company or its
subsidiaries in connection with their
activities as authorized by law, includ-
ing services that are necessary to ful-
fill commitments entered into by the
subsidiaries with third parties, if the
bank holding company or servicing

179



§225.22

company complies with the Board’s
published interpretations and does not
act as principal in dealing with third
parties; and

(2) The internal operations of the
bank holding company or its subsidi-
aries. Services for the internal oper-
ations of the bank holding company or
its subsidiaries include, but are not
limited to:

(i) Accounting, auditing, and apprais-
1ng;

(ii) Advertising and public relations;

(iii) Data processing and data trans-
mission services, data bases, or facili-
ties;

(iv) Personnel services;

(v) Courier services;

(vi) Holding or operating property
used wholly or substantially by a sub-
sidiary in its operations or for its fu-
ture use;

(vii) Liquidating property acquired
from a subsidiary;

(viii) Liquidating property acquired
from any sources either prior to May 9,
1956, or the date on which the company
became a bank holding company,
whichever is later; and

(ix) Selling, purchasing, or under-
writing insurance, such as blanket
bond insurance, group insurance for
employees, and property and casualty
insurance.

(c) Safe deposit business. A bank hold-
ing company or nonbank subsidiary
may, without the Board’s prior ap-
proval, conduct a safe deposit business,
or acquire voting securities of a com-
pany that conducts such a business.

(d) Nonbanking acquisitions not requir-
ing prior Board approval. The Board’s
prior approval is not required under
this subpart for the following acquisi-
tions:

(1) DPC acquisitions. (i) Voting securi-
ties or assets, acquired by foreclosure
or otherwise, in the ordinary course of
collecting a debt previously contracted
(DPC property) in good faith, if the
DPC property is divested within two
years of acquisition.

(ii) The Board may, upon request, ex-
tend this two-year period for up to
three additional years. The Board may
permit additional extensions for up to 5
years (for a total of 10 years), for
shares, real estate or other assets
where the holding company dem-
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onstrates that each extension would
not be detrimental to the public inter-
est and either the bank holding com-
pany has made good faith attempts to
dispose of such shares, real estate or
other assets or disposal of the shares,
real estate or other assets during the
initial period would have been detri-
mental to the company.

(iii) Transfers of DPC property with-
in the bank holding company system
do not extend any period for divesti-
ture of the property.

(2) Securities or assets required to be di-
vested by subsidiary. Voting securities
or assets required to be divested by a
subsidiary at the request of an exam-
ining federal or state authority (except
by the Board under the BHC Act or this
regulation), if the bank holding com-
pany divests the securities or assets
within two years from the date ac-
quired from the subsidiary.

(3) Fiduciary investments. Voting secu-
rities or assets acquired by a bank or
other company (other than a trust that
is a company) in good faith in a fidu-
ciary capacity, if the voting securities
or assets are:

(i) Held in the ordinary course of
business; and

(ii) Not acquired for the benefit of
the company or its shareholders, em-
ployees, or subsidiaries.

(4) Securities eligible for investment by
national bank. Voting securities of the
kinds and amounts explicitly eligible
by federal statute (other than section 4
of the Bank Service Corporation Act,
12 U.S.C. 1864) for investment by a na-
tional bank, and voting securities ac-
quired prior to June 30, 1971, in reliance
on section 4(c)(5) of the BHC Act and
interpretations of the Comptroller of
the Currency under section 5136 of the
Revised Statutes (12 U.S.C. 24(7)).

(5) Securities or property representing 5
percent or less of a company. Voting se-
curities of a company or property that,
in the aggregate, represent 5 percent or
less of the outstanding shares of any
class of voting securities of a company,
or that represent a 5 percent interest
or less in the property, subject to the
provisions of 12 CFR 225.137.

(6) Securities of investment company.
Voting securities of an investment
company that is solely engaged in in-
vesting in securities and that does not

180



Federal Reserve System

own or control more than 5 percent of
the outstanding shares of any class of
voting securities of any company.

(7) Assets acquired in ordinary course of
business. Assets of a company acquired
in the ordinary course of business, sub-
ject to the provisions of 12 CFR 225.132,
if the assets relate to activities in
which the acquiring company has pre-
viously received Board approval under
this regulation to engage.

(8) Asset acquisitions by lending com-
pany or industrial bank. Assets of an of-
fice(s) of a company, all or substan-
tially all of which relate to making,
acquiring, or servicing loans if:

(i) The acquiring company has pre-
viously received Board approval under
this regulation or is not required to ob-
tain prior Board approval under this
regulation to engage in lending activi-
ties or industrial banking activities;

(ii) The assets acquired during any
12-month period do not represent more
than 50 percent of the risk-weighted as-
sets (on a consolidated basis) of the ac-
quiring lending company or industrial
bank, or more than $100 million, which-
ever amount is less;

(iii) The assets acquired do not rep-
resent more than 50 percent of the sell-
ing company’s consolidated assets that
are devoted to lending activities or in-
dustrial banking business;

(iv) The acquiring company notifies
the Reserve Bank of the acquisition
within 30 days after the acquisition;
and

(v) The acquiring company, after giv-
ing effect to the transaction, meets the
requirements of 12 CFR part 217, and
the Board has not previously notified
the acquiring company that it may not
acquire assets under the exemption in
this paragraph (d).

(vi) Qualifying community banking or-
ganizations. For purposes of paragraph
(d)(8)(ii) of this section, a lending com-
pany or industrial bank that is a quali-
fying community banking organization
(as defined in §217.12 of this chapter)
that is subject to the community bank
leverage ratio framework (as defined in
§217.12 of this chapter), or is a sub-
sidiary of such a qualifying community
banking organization, has risk-weight-
ed assets equal to:

(A) Its average total consolidated as-
sets (as used in §217.12 of this chapter)
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as most recently reported to its pri-
mary banking supervisor (as defined in
§225.14(d)(b)); or

(B) Its total assets, if the company or
industrial bank does not report such
average total consolidated assets.

(e) Acquisition of securities by sub-
sidiary banks—(1) National bank. A na-
tional bank or its subsidiary may,
without the Board’s approval under
this subpart, acquire or retain securi-
ties on the basis of section 4(c)(5) of the
BHC Act in accordance with the regu-
lations of the Comptroller of the Cur-
rency.

(2) State bank. A state-chartered bank
or its subsidiary may, insofar as fed-
eral law is concerned, and without the
Board’s prior approval under this sub-
part:

(i) Acquire or retain securities, on
the basis of section 4(c)(6) of the BHC
Act, of the kinds and amounts explic-
itly eligible by federal statute for in-
vestment by a national bank; or

(ii) Acquire or retain all (but, except
for directors’ qualifying shares, not
less than all) of the securities of a com-
pany that engages solely in activities
in which the parent bank may engage,
at locations at which the bank may en-
gage in the activity, and subject to the
same limitations as if the bank were
engaging in the activity directly.

(f) Activities and securities of new bank
holding companies. A company that be-
comes a bank holding company may,
for a period of two years, engage in
nonbanking activities and control vot-
ing securities or assets of a nonbank
subsidiary, if the bank holding com-
pany engaged in such activities or con-
trolled such voting securities or assets
on the date it became a bank holding
company. The Board may grant re-
quests for up to three one-year exten-
sions of the two-year period.

(g8) Grandfathered activities and securi-
ties. Unless the Board orders divesti-
ture or termination under section
4(a)(2) of the BHC Act, a ‘‘company
covered in 1970,” as defined in section
2(b) of the BHC Act, may:

(1) Retain voting securities or assets
and engage in activities that it has
lawfully held or engaged in continu-
ously since June 30, 1968; and
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(2) Acquire voting securities of any
newly formed company to engage in
such activities.

(h) Securities or activities exempt under
Regulation K. A bank holding company
may acquire voting securities or assets
and engage in activities as authorized
in Regulation K (12 CFR part 211).

[ Reg. Y, 62 FR 9329, Feb. 28, 1997, as amended
at 78 FR 62291, Oct. 11, 2013; 80 FR 70673, Nov.
16, 2015; 84 FR 61800, Nov. 13, 2019]

§225.23 Expedited action for certain
nonbanking proposals by well-run
bank holding companies.

(a) Filing of notice—(1) Information re-
quired. A bank holding company that
meets the requirements of paragraph
(c) of this section may satisfy the no-
tice requirement of this subpart in con-
nection with the acquisition of voting
securities or assets of a company en-
gaged in nonbanking activities that
the Board has permitted by order or
regulation (other than an insured de-
pository institution),! or a proposal to
engage de novo, either directly or indi-
rectly, in a nonbanking activity that
the Board has permitted by order or by
regulation, by providing the appro-
priate Reserve Bank with a written no-
tice containing the following:

(i) A certification that all of the cri-
teria in paragraph (c) of this section
are met;

(ii) A description of the transaction
that includes identification of the com-
panies involved in the transaction, the
activities to be conducted, and a com-
mitment to conduct the proposed ac-
tivities in conformity with the Board’s
regulations and orders governing the
conduct of the proposed activity;

(iii) If the proposal involves an acqui-
sition of a going concern:

(A) If the acquiring bank holding
company is not a qualifying commu-
nity banking organization (as defined
in §217.12 of this chapter) that is sub-
ject to the community bank leverage

1A bank holding company may acquire
voting securities or assets of a savings asso-
ciation or other insured depository institu-
tion that is not a bank by using the proce-
dures in §225.14 of subpart B if the bank hold-
ing company and the proposal qualify under
that section as if the savings association or
other institution were a bank for purposes of
that section.
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ratio framework (as defined in §217.12
of this chapter):

(1) If the bank holding company has
consolidated assets of $3 billion or
more, an abbreviated consolidated pro
forma balance sheet for the acquiring
bank holding company as of the most
recent quarter showing credit and debit
adjustments that reflect the proposed
transaction, consolidated pro forma
risk-based capital ratios for the acquir-
ing bank holding company as of the
most recent quarter, a description of
the purchase price and the terms and
sources of funding for the transaction,
and the total revenue and net income
of the company to be acquired; or

(2) If the bank holding company has
consolidated assets of less than $3 bil-
lion, a pro forma parent-only balance
sheet as of the most recent quarter
showing credit and debit adjustments
that reflect the proposed transaction, a
description of the purchase price and
the terms and sources of funding for
the transaction and the sources and
schedule for retiring any debt incurred
in the transaction, and the total as-
sets, off-balance sheet items, revenue
and net income of the company to be
acquired;

(B) If the acquiring bank holding
company is a qualifying community
banking organization (as defined in
§217.12 of this chapter) that is subject
to the community bank leverage ratio
framework (as defined in §217.12 of this
chapter), an abbreviated consolidated
pro forma balance sheet for the acquir-
ing bank holding company as of the
most recent quarter showing credit and
debit adjustments that reflect the pro-
posed transaction, consolidated pro
forma leverage ratio for the acquiring
bank holding company as of the most
recent quarter, a description of the
purchase price and the terms and
sources of funding for the transaction,
and the total revenue and net income
of the company to be acquired;

(C) For each insured depository insti-
tution (that is not a qualifying commu-
nity banking organization (as defined
in §217.12 of this chapter) that is sub-
ject to the community bank leverage
ratio framework (as defined in §217.12
of this chapter)) whose Tier 1 capital,
total capital, total assets or risk-
weighted assets change as a result of
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the transaction, the total risk-weight-
ed assets, total assets, Tier 1 capital
and total capital of the institution on
a pro forma basis; and

(D) For each insured depository insti-
tution that is a qualifying community
banking organization (as defined in
§217.12 of this chapter) that is subject
to the community bank leverage ratio
framework (as defined in §217.12 of this
chapter) whose Tier 1 capital (as de-
fined in §217.2 of this chapter and cal-
culated in accordance with §217.12(b) of
this chapter) or total assets change as
a result of the transaction, the total
assets and Tier 1 capital of the institu-
tion on a pro forma basis;

(iv) Identification of the geographic
markets in which competition would be
affected by the proposal, a description
of the effect of the proposal on com-
petition in the relevant markets, a list
of the major competitors in that mar-
ket in the proposed activity if the af-
fected market is local in nature, and, if
requested, the market indexes for the
relevant market; and

(v) A description of the public bene-
fits that can reasonably be expected to
result from the transaction.

(2) Waiver of unnecessary information.
The Reserve Bank may reduce the in-
formation requirements in paragraphs
(a)(1) (iii) and (iv) of this section as ap-
propriate.

(b)(1) Action on proposals under this
section. The Board or the appropriate
Reserve Bank shall act on a proposal
submitted under this section, or notify
the bank holding company that the
transaction is subject to the procedure
in §225.24, within 12 business days fol-
lowing the filing of all of the informa-
tion required in paragraph (a) of this
section.

(2) Acceptance of mnotice if expedited
procedure not available. If the Board or
the Reserve Bank determines, after the
filing of a notice under this section,
that a bank holding company may not
use the procedure in this section and
must file a notice under §225.24, the no-
tice shall be deemed accepted for pur-
poses of §225.24 as of the date that the
notice was filed under this section.

(c) Criteria for use of expedited proce-
dure. The procedure in this section is
available only if:

§225.23

(1) Well-capitalized organization—(i)
Bank holding company. Both at the
time of and immediately after the pro-
posed transaction, the acquiring bank
holding company is well-capitalized;

(i1) Insured depository institutions.
Both at the time of and immediately
after the transaction:

(A) The lead insured depository insti-
tution of the acquiring bank holding
company is well-capitalized;

(B) Well-capitalized insured deposi-
tory institutions control at least 80
percent of the total risk-weighted as-
sets of insured depository institutions
controlled by the acquiring bank hold-
ing company; and

(C) No insured depository institution
controlled by the acquiring bank hold-
ing company is undercapitalized;

(2) Well managed organization—(i) Sat-
isfactory examination ratings. At the
time of the transaction, the acquiring
bank holding company, its lead insured
depository institution, and insured de-
pository institutions that control at
least 80 percent of the total risk-
weighted assets of insured depository
institutions controlled by the holding
company are well managed and have
received at least a satisfactory rating
for compliance at their most recent ex-
amination if such rating was given;

(i1) No poorly managed institutions. No
insured depository institution con-
trolled by the acquiring bank holding
company has received 1 of the 2 lowest
composite ratings at the later of the
institution’s most recent examination
or subsequent review by the appro-
priate federal banking agency for the
institution.

(iii) Recently acquired institutions ex-
cluded. Any insured depository institu-
tion that has been acquired by the
bank holding company during the 12-
month period preceding the date on
which written notice is filed under
paragraph (a) of this section may be ex-
cluded for purposes of paragraph
(c)(2)(ii) of this section if:

(A) The bank holding company has
developed a plan acceptable to the ap-
propriate federal banking agency for
the institution to restore the capital
and management of the institution;
and

(B) All insured depository institu-
tions excluded under this paragraph
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represent, in the aggregate, less than
10 percent of the aggregate total risk-
weighted assets of all insured deposi-
tory institutions controlled by the
bank holding company;

(3) Permissible activity. (i) The Board
has determined by regulation or order
that each activity proposed to be con-
ducted is so closely related to banking,
or managing or controlling banks, as
to be a proper incident thereto; and

(ii) The Board has not indicated that
proposals to engage in the activity are
subject to the notice procedure pro-
vided in §225.24;

(4) Competitive criteria—(i) Competitive
screen. In the case of the acquisition of
a going concern, the acquisition, with-
out regard to any divestitures proposed
by the acquiring bank holding com-
pany, does not cause:

(A) The acquiring bank holding com-
pany to control in excess of 35 percent
of the market share in any relevant
market; or

(B) The Herfindahl-Hirschman index
to increase by more than 200 points in
any relevant market with a post-acqui-
sition index of at least 1800; and

(i1) Other competitive factors. The
Board has not indicated that the trans-
action is subject to close scrutiny on
competitive grounds;

(b) Size of acquisition—1) In general—
(A) Limited growth. Except as provided
in paragraphs (c)(5)(ii) and (iii) of this
section, the sum of aggregate risk-
weighted assets to be acquired in the
proposal and the aggregate risk-
weighted assets acquired by the acquir-
ing bank holding company in all other
qualifying transactions does not exceed
35 percent of the consolidated risk-
weighted assets of the acquiring bank
holding company. For purposes of para-
graph (c)(5) of this section, ‘‘other
qualifying transactions” means any
transaction approved under this sec-
tion or §225.14 during the 12 months
prior to filing the notice under this
section;

(B) Consideration paid. Except as pro-
vided in paragraph (c)(5)(iii) of this sec-
tion, the gross consideration to be paid
by the acquiring bank holding com-
pany in the proposal does not exceed 15
percent of the consolidated Tier 1 cap-
ital of the acquiring bank holding com-
pany; and
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(C) Individual size limitation. Except
as provided in paragraph (c)(b)(iii) of
this section, the total risk-weighted as-
sets to be acquired do not exceed $7.5
billion;

(i) Small bank holding companies.
Paragraph (c)(5)(i)(A) of this section
shall not apply if, immediately fol-
lowing consummation of the proposed
transaction, the consolidated risk-
weighted assets of the acquiring bank
holding company are less than $300 mil-
lion;

(iil) Qualifying community banking or-
ganizations. Paragraphs (©)(5)()(A)
through (C) of this section shall not
apply if:

(A) The acquiring bank holding com-
pany is a qualifying community bank-
ing organization (as defined in §217.12
of this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter); and

(B) The sum of the total assets to be
acquired in the proposal and the total
assets acquired by the acquiring bank
holding company in all other quali-
fying transactions does not exceed 35
percent of the average total consoli-
dated assets (as used in §217.12 of this
chapter) of the acquiring bank holding
company as last reported to the Board;

(C) The gross consideration to be paid
by the acquiring bank holding com-
pany in the proposal does not exceed 15
percent of the Tier 1 capital (as defined
in §217.2 of this chapter and calculated
in accordance with §217.12(b) of this
chapter) of the acquiring bank holding
company; and

(D) The total assets to be acquired do
not exceed $7.5 billion;

(6) Supervisory actions. During the 12-
month period ending on the date on
which the bank holding company pro-
poses to consummate the proposed
transaction, no formal administrative
order, including a written agreement,
cease and desist order, capital direc-
tive, prompt corrective action direc-
tive, asset maintenance agreement, or
other formal enforcement order is or
was outstanding against the bank hold-
ing company or any insured depository
institution subsidiary of the holding
company, and no formal administrative
enforcement proceeding involving any
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such enforcement action, order, or di-
rective is or was pending; and

(7) Notification. The bank holding
company has not been notified by the
Board, in its discretion, prior to the ex-
piration of the period in paragraph (b)
of this section that a notice under
§225.24 is required in order to permit
closer review of any potential adverse
effect or other matter related to the
factors that must be considered under
this part.

(d) Branches and agencies of foreign
banking organizations. For purposes of
this section, a U.S. branch or agency of
a foreign banking organization shall be
considered to be an insured depository
institution.

(e) Qualifying community banking or-
ganizations. For purposes of this sec-
tion, a qualifying community banking
organization (as defined in §217.12 of
this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter) controls total risk-weighted assets
equal to the qualifying community
banking organization’s average total
consolidated assets (as used in §217.12
of this chapter) as last reported to its
primary banking supervisor.

[Reg. Y, 62 FR 9329, Feb. 28, 1997, as amended
at 66 FR 415, Jan. 3, 2001; 71 FR 9902, Feb. 28,
2006; 78 FR 62291, Oct. 11, 2013; 80 FR 20157,
Apr. 15, 2015; 83 FR 44199, Aug. 30, 2018; 84 FR
61800, Nov. 13, 2019]

§225.24 Procedures
banking proposals.

for other non-

(a) Notice required for nonbanking ac-
tivities. Except as provided in §§225.22
and 225.23, a notice for the Board’s
prior approval under §225.21(a) to en-
gage in or acquire a company engaged
in a nonbanking activity shall be filed
by a bank holding company (including
a company seeking to become a bank
holding company) with the appropriate
Reserve Bank in accordance with this
section and the Board’s Rules of Proce-
dure (12 CFR 262.3).

(1) Engaging de novo in listed activities.
A bank holding company seeking to
commence or to engage de novo, either
directly or through a subsidiary, in a
nonbanking activity listed in §225.28
shall file a notice containing a descrip-
tion of the activities to be conducted

§225.24

and the identity of the company that
will conduct the activity.

(2) Acquiring company engaged in listed
activities. A bank holding company
seeking to acquire or control voting se-
curities or assets of a company engaged
in a nonbanking activity listed in
§225.28 shall file a notice containing
the following:

(i) A description of the proposal, in-
cluding a description of each proposed
activity, and the effect of the proposal
on competition among entities engag-
ing in each proposed activity in each
relevant market with relevant market
indexes;

(ii) The identity of any entity in-
volved in the proposal, and, if the
notificant proposes to conduct the ac-
tivity through an existing subsidiary, a
description of the existing activities of
the subsidiary;

(iii) A statement of the public bene-
fits that can reasonably be expected to
result from the proposal;

(iv) If the bank holding company has
consolidated assets of $150 million or
more:

(A) Parent company and consolidated
pro forma balance sheets for the acquir-
ing bank holding company as of the
most recent quarter showing credit and
debit adjustments that reflect the pro-
posed transaction;

(B) Consolidated pro forma risk-based
capital and leverage ratio calculations
for the acquiring bank holding com-
pany as of the most recent quarter (or,
in the case of a qualifying community
banking organization (as defined in
§217.12 of this chapter) that is subject
to the community bank leverage ratio
framework (as defined in §217.12 of this
chapter), consolidated pro forma lever-
age ratio calculations under §217.12 of
this chapter for the acquiring bank
holding company as of the most recent
quarter); and

(C) A description of the purchase
price and the terms and sources of
funding for the transaction;

(v) If the bank holding company has
consolidated assets of less than $150
million:

(A) A pro forma parent-only balance
sheet as of the most recent quarter
showing credit and debit adjustments
that reflect the proposed transaction;
and
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(B) A description of the purchase
price and the terms and sources of
funding for the transaction and, if the
transaction is debt funded, one-year in-
come statement and cash flow projec-
tions for the parent company, and the
sources and schedule for retiring any
debt incurred in the transaction;

(vi)(A) For each insured depository
institution (that is not a qualifying
community banking organization (as
defined in §217.12 of this chapter) that
is subject to the community bank le-
verage ratio framework (as defined in
§217.12 of this chapter)) whose Tier 1
capital, total capital, total assets or
risk-weighted assets change as a result
of the transaction, the total risk-
weighted assets, total assets, Tier 1
capital and total capital of the institu-
tion on a pro forma basis; and

(B) For each insured depository insti-
tution that is a qualifying community
banking organization (as defined in
§217.12 of this chapter) that is subject
to the community bank leverage ratio
framework (as defined in §217.12 of this
chapter) whose Tier 1 capital (as de-
fined in §217.2 of this chapter and cal-
culated in accordance with §217.12(b) of
this chapter) or total assets change as
a result of the transaction, the total
assets and Tier 1 capital of the institu-
tion on a pro forma basis;

(vii) A description of the manage-
ment expertise, internal controls and
risk management systems that will be
utilized in the conduct of the proposed
activities; and

(viii) A copy of the purchase agree-
ments, and balance sheet and income
statements for the most recent quarter
and year-end for any company to be ac-
quired.

(b) Notice provided to Board. The Re-
serve Bank shall immediately send to
the Board a copy of any notice received
under paragraphs (a)(2) or (a)(3) of this
section.

(c) Notice to public—(1) Listed activities
and activities approved by order. (i) In a
case involving an activity listed in
§225.28 or previously approved by the
Board by order, the Reserve Bank shall
notify the Board for publication in the
FEDERAL REGISTER immediately upon
receipt by the Reserve Bank of:

(A) A notice under this section; or
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(B) A written request that notice of a
proposal under this section or §225.23
be published in the FEDERAL REGISTER.
Such a request may request that FED-
ERAL REGISTER publication occur up to
15 calendar days prior to submission of
a notice under this subpart.

(ii) The FEDERAL REGISTER notice
published under this paragraph shall
invite public comment on the proposal,
generally for a period of 15 days.

(2) New activities—(1) In general. In the
case of a notice under this subpart in-
volving an activity that is not listed in
§225.28 and that has not been pre-
viously approved by the Board by
order, the Board shall send notice of
the proposal to the FEDERAL REGISTER
for publication, unless the Board deter-
mines that the notificant has not dem-
onstrated that the activity is so close-
ly related to banking or to managing
or controlling banks as to be a proper
incident thereto. The FEDERAL REG-
ISTER notice shall invite public com-
ment on the proposal for a reasonable
period of time, generally for 30 days.

(i1) Time for publication. The Board
shall send the notice required under
this paragraph to the FEDERAL REG-
ISTER within 10 business days of accept-
ance by the Reserve Bank. The Board
may extend the 10-day period for an ad-
ditional 30 calendar days upon notice
to the notificant. In the event notice of
a proposal is not published for com-
ment, the Board shall inform the
notificant of the reasons for the deci-
sion.

(d) Action on notices—(1) Reserve Bank
action—(@i) In general. Within 30 cal-
endar days after receipt by the Reserve
Bank of a notice filed pursuant to para-
graphs (a)(1) or (a)(2) of this section,
the Reserve Banks shall:

(A) Approve the notice; or

(B) Refer the notice to the Board for
decision because action under dele-
gated authority is not appropriate.

(i1) Return of incomplete notice. Within
7 calendar days of receipt, the Reserve
Bank may return any notice as
informationally incomplete that does
not contain all of the information re-
quired by this subpart. The return of
such a notice shall be deemed action on
the notice.

(iii) Notice of action. The Reserve
Bank shall promptly notify the bank
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holding company of any action or re-
ferral under this paragraph.

(iv) Close of public comment period.
The Reserve Bank shall not approve
any notice under this paragraph (d)(1)
of this section prior to the third busi-
ness day after the close of the public
comment period, unless an emergency
exists that requires expedited or imme-
diate action.

(2) Board action, internal schedule. The
Board seeks to act on every notice re-
ferred to it for decision within 60 days
of the date that the notice is filed with
the Reserve Bank. If the Board is un-
able to act within this period, the
Board shall notify the notificant and
explain the reasons and the date by
which the Board expects to act.

(3)(1) Required time limit for System ac-
tion. The Board or the Reserve Bank
shall act on any notice under this sec-
tion within 60 days after the submis-
sion of a complete notice.

(ii) Extension of required period for ac-
tion—(A) In general. The Board may ex-
tend the 60-day period required for
Board action under paragraph (d)3)(i)
of this section for an additional 30 days
upon notice to the notificant.

(B) Unlisted activities. If a notice in-
volves a proposal to engage in an activ-
ity that is not listed in §225.28, the
Board may extend the period required
for Board action under paragraph
(d)(3)(1) of this section for an additional
90 days. This 90-day extension is in ad-
dition to the 30-day extension period
provided in paragraph (d)3)(ii)(A) of
this section. The Board shall notify the
notificant that the notice period has
been extended and explain the reasons
for the extension.

(4) Requests for additional information.
The Board or the Reserve Bank may
modify the information requirements
under this section or at any time re-
quest any additional information that
either believes is needed for a decision
on any notice under this section.

(5) Tolling of period. The Board or the
Reserve Bank may at any time extend
or toll the time period for action on a
notice for any period with the consent
of the notificant.

[Reg. Y, 62 FR 9332, Feb. 28, 1997, as amended
at 62 FR 60640, Nov. 12, 1997; 656 FR 14438, Mar.
17, 2000; 84 FR 61801, Nov. 13, 2019]
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§225.25 Hearings, alteration of activi-
ties, and other matters.

(a) Hearings—(1) Procedure to request
hearing. Any request for a hearing on a
notice under this subpart shall comply
with the provisions of 12 CFR 262.3(e).

(2) Determination to hold hearing. The
Board may order a formal or informal
hearing or other proceeding on a notice
as provided in 12 CFR 262.3(1)(2). The
Board shall order a hearing only if
there are disputed issues of material
fact that cannot be resolved in some
other manner.

(3) Extension of period for hearing. The
Board may extend the time for action
on any notice for such time as is rea-
sonably necessary to conduct a hearing
and evaluate the hearing record. Such
extension shall not exceed 91 calendar
days after the date of submission to
the Board of the complete record on
the notice. The procedures for com-
putation of the 91-day rule as set forth
in §225.16(f) apply to notices under this
subpart that involve hearings.

(b) Approval through failure to act. (1)
Except as provided in paragraph (a) of
this section or §225.24(d)(b), a notice
under this subpart shall be deemed to
be approved at the conclusion of the
period that begins on the date the com-
plete notice is received by the Reserve
Bank or the Board and that ends 60 cal-
endar days plus any applicable exten-
sion and tolling period thereafter.

(2) Complete notice. For purposes of
paragraph (b)(1) of this section, a no-
tice shall be deemed complete at such
time as it contains all information re-
quired by this subpart and all other in-
formation requested by the Board or
the Reserve Bank.

(c) Notice to expand or alter non-
banking activities—(1) De mnovo expan-
sion. A notice under this subpart is re-
quired to open a new office or to form
a subsidiary to engage in, or to relo-
cate an existing office engaged in, a
nonbanking activity that the Board
has previously approved for the bank
holding company under this regulation,
only if:

(i) The Board’s prior approval was
limited geographically;

(ii) The activity is to be conducted in
a country outside of the United States
and the bank holding company has not
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previously received prior Board ap-
proval under this regulation to engage
in the activity in that country; or

(iii) The Board or appropriate Re-
serve Bank has notified the company
that a notice under this subpart is re-
quired.

(2) Activities outside United States.
With respect to activities to be en-
gaged in outside the United States that
require approval under this subpart,
the procedures of this section apply
only to activities to be engaged in di-
rectly by a bank holding company that
is not a qualifying foreign banking or-
ganization, or by a nonbank subsidiary
of a bank holding company approved
under this subpart. Regulation K (12
CFR part 211) governs other inter-
national operations of bank holding
companies.

(38) Alteration of monbanking activity.
Unless otherwise permitted by the
Board, a notice under this subpart is
required to alter a nonbanking activity
in any material respect from that con-
sidered by the Board in acting on the
application or notice to engage in the
activity.

(d) Emergency savings association ac-
quisitions. In the case of a notice to ac-
quire a savings association, the Board
may modify or dispense with the public
notice and hearing requirements of this
subpart if the Board finds that an
emergency exists that requires the
Board to act immediately and the pri-
mary federal regulator of the institu-
tion concurs.

[Reg. Y, 62 FR 9333, Feb. 28, 1997, as amended
by Reg. Y, 62 FR 60640, Nov. 12, 1997]

§225.26 Factors considered in acting
on nonbanking proposals.

(a) In general. In evaluating a notice
under §225.23 or §225.24, the Board shall
consider whether the notificant’s per-
formance of the activities can reason-
ably be expected to produce benefits to
the public (such as greater conven-
ience, increased competition, and gains
in efficiency) that outweigh possible
adverse effects (such as undue con-
centration of resources, decreased or
unfair competition, conflicts of inter-
est, and unsound banking practices).

(b) Financial and managerial resources.
Consideration of the factors in para-
graph (a) of this section includes an

12 CFR Ch. Il (1-1-21 Edition)

evaluation of the financial and mana-
gerial resources of the notificant, in-
cluding its subsidiaries and any com-
pany to be acquired, the effect of the
proposed transaction on those re-
sources, and the management exper-
tise, internal control and risk-manage-
ment systems, and capital of the entity
conducting the activity.

(c) Competitive effect of de movo pro-
posals. Unless the record demonstrates
otherwise, the commencement or ex-
pansion of a nonbanking activity de
novo is presumed to result in benefits
to the public through increased com-
petition.

(d) Denial for lack of information. The
Board may deny any notice submitted
under this subpart if the notificant ne-
glects, fails, or refuses to furnish all in-
formation required by the Board.

(e) Conditional approvals. The Board
may impose conditions on any ap-
proval, including conditions to address

permissibility, financial, managerial,
safety and soundness, competitive,
compliance, conflicts of interest, or

other concerns to ensure that approval
is consistent with the relevant statu-
tory factors and other provisions of the
BHC Act.

§225.27 Procedures for determining
scope of nonbanking activities.

(a) Advisory opinions regarding scope of
previously approved mnonbanking activi-
ties—(1) Request for advisory opinion.
Any person may submit a request to
the Board for an advisory opinion re-
garding the scope of any permissible
nonbanking activity. The request shall
be submitted in writing to the Board
and shall identify the proposed param-
eters of the activity, or describe the
service or product that will be pro-
vided, and contain an explanation sup-
porting an interpretation regarding the
scope of the permissible nonbanking
activity.

(2) Response to request. The Board
shall provide an advisory opinion with-
in 45 days of receiving a written re-
quest under this paragraph.

(b) Procedure for conmsideration of new
activities—(1) Initiation of proceeding.
The Board may, at any time, on its
own initiative or in response to a writ-
ten request from any person, initiate a
proceeding to determine whether any
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activity is so closely related to bank-
ing or managing or controlling banks
as to be a proper incident thereto.

(2) Requests for determination. Any re-
quest for a Board determination that
an activity is so closely related to
banking or managing or controlling
banks as to be a proper incident there-
to, shall be submitted to the Board in
writing, and shall contain evidence
that the proposed activity is so closely
related to banking or managing or con-
trolling banks as to be a proper inci-
dent thereto.

(3) Publication. The Board shall pub-
lish in the FEDERAL REGISTER notice
that it is considering the permissibility
of a new activity and invite public
comment for a period of at least 30 cal-
endar days. In the case of a request
submitted under paragraph (b) of this
section, the Board may determine not
to publish notice of the request if the
Board determines that the requester
has provided no reasonable basis for a
determination that the activity is so
closely related to banking, or man-
aging or controlling banks as to be a
proper incident thereto, and notifies
the requester of the determination.

(4) Comments and hearing requests.
Any comment and any request for a
hearing regarding a proposal under this
section shall comply with the provi-
sions of §262.3(e) of the Board’s Rules of
Procedure (12 CFR 262.3(e)).

§225.28 List of permissible
banking activities.

(a) Closely related monbanking activi-
ties. The activities listed in paragraph
(b) of this section are so closely related
to banking or managing or controlling
banks as to be a proper incident there-
to, and may be engaged in by a bank
holding company or its subsidiary in
accordance with the requirements of
this regulation.

(b) Activities determined by regulation
to be permissible—(1) Extending credit
and servicing loans. Making, acquiring,
brokering, or servicing loans or other
extensions of credit (including fac-
toring, issuing letters of credit and ac-
cepting drafts) for the company’s ac-
count or for the account of others.

(2) Activities related to extending credit.
Any activity usual in connection with
making, acquiring, brokering or serv-

non-

§225.28

icing loans or other extensions of cred-
it, as determined by the Board. The
Board has determined that the fol-
lowing activities are usual in connec-
tion with making, acquiring, brokering
or servicing loans or other extensions
of credit:

(i) Real estate and personal property
appraising. Performing appraisals of
real estate and tangible and intangible
personal property, including securities.

(ii) Arranging commercial real estate eq-
uity financing. Acting as intermediary
for the financing of commercial or in-
dustrial income-producing real estate
by arranging for the transfer of the
title, control, and risk of such a real
estate project to one or more investors,
if the bank holding company and its af-
filiates do not have an interest in, or
participate in managing or developing,
a real estate project for which it ar-
ranges equity financing, and do not
promote or sponsor the development of
the property.

(iii) Check-guaranty services. Author-
izing a subscribing merchant to accept
personal checks tendered by the mer-
chant’s customers in payment for
goods and services, and purchasing
from the merchant validly authorized
checks that are subsequently dishon-
ored.

(iv) Collection agency services. Col-
lecting overdue accounts receivable, ei-
ther retail or commercial.

(v) Credit bureau services. Maintaining
information related to the credit his-
tory of consumers and providing the in-
formation to a credit grantor who is
considering a borrower’s application
for credit or who has extended credit to
the borrower.

(vi) Asset management, servicing, and
collection activities. Engaging under con-
tract with a third party in asset man-
agement, servicing, and collection3 of
assets of a type that an insured deposi-
tory institution may originate and
own, if the company does not engage in

3 Asset management services include act-

ing as agent in the liquidation or sale of
loans and collateral for loans, including real
estate and other assets acquired through
foreclosure or in satisfaction of debts pre-
viously contracted.
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real property management or real es-
tate brokerage services as part of these
services.

(vii) Acquiring debt in default. Acquir-
ing debt that is in default at the time
of acquisition, if the company:

(A) Divests shares or assets securing
debt in default that are not permissible
investments for bank holding compa-
nies, within the time period required
for divestiture of property acquired in
satisfaction of a debt previously con-
tracted under §225.12(b); ¢

(B) Stands only in the position of a
creditor and does not purchase equity
of obligors of debt in default (other
than equity that may be collateral for
such debt); and

(C) Does not acquire debt in default
secured by shares of a bank or bank
holding company.

(viil) Real estate settlement servicing.
Providing real estate settlement serv-
ices.5

(3) Leasing personal or real property.
Leasing personal or real property or
acting as agent, broker, or adviser in
leasing such property if:

(i) The lease is on a nonoperating
basis; ¢

4For this purpose, the divestiture period
for property begins on the date that the debt
is acquired, regardless of when legal title to
the property is acquired.

5For purposes of this section, real estate
settlement services do not include providing
title insurance as principal, agent, or broker.

6The requirement that the lease be on a
nonoperating basis means that the bank
holding company may not, directly or indi-
rectly, engage in operating, servicing, main-
taining, or repairing leased property during
the lease term. For purposes of the leasing of
automobiles, the requirement that the lease
be on a nonoperating basis means that the
bank holding company may not, directly or
indirectly: (1) Provide servicing, repair, or
maintenance of the leased vehicle during the
lease term; (2) purchase parts and accessories
in bulk or for an individual vehicle after the
lessee has taken delivery of the vehicle; (3)
provide the loan of an automobile during
servicing of the leased vehicle; (4) purchase
insurance for the lessee; or (5) provide for the
renewal of the vehicle’s license merely as a
service to the lessee where the lessee could
renew the license without authorization
from the lessor. The bank holding company
may arrange for a third party to provide
these services or products.

12 CFR Ch. Il (1-1-21 Edition)

(ii) The initial term of the lease is at
least 90 days;

(iii) In the case of leases involving
real property:

(A) At the inception of the initial
lease, the effect of the transaction will
yield a return that will compensate the
lessor for not less than the lessor’s full
investment in the property plus the es-
timated total cost of financing the
property over the term of the lease
from rental payments, estimated tax
benefits, and the estimated residual
value of the property at the expiration
of the initial lease; and

(B) The estimated residual value of
property for purposes of paragraph
(b)(3)(iii)(A) of this section shall not
exceed 25 percent of the acquisition
cost of the property to the lessor.

(4) Operating nonbank depository insti-
tutions—(@1) Industrial banking. Owning,
controlling, or operating an industrial
bank, Morris Plan bank, or industrial
loan company, so long as the institu-
tion is not a bank.

(ii) Operating savings association. Own-
ing, controlling, or operating a savings
association, if the savings association
engages only in deposit-taking activi-
ties, lending, and other activities that
are permissible for bank holding com-
panies under this subpart C.

(5) Trust company functions. Per-
forming functions or activities that
may be performed by a trust company
(including activities of a fiduciary,
agency, or custodial nature), in the
manner authorized by federal or state
law, so long as the company is not a
bank for purposes of section 2(c) of the
Bank Holding Company Act.

(6) Financial and investment advisory
activities. Acting as investment or fi-
nancial advisor to any person, includ-
ing (without, in any way, limiting the
foregoing):

(i) Serving as investment adviser (as
defined in section 2(a)(20) of the Invest-
ment Company Act of 1940, 15 U.S.C.
80a—2(a)(20)), to an investment company
registered under that act, including
sponsoring, organizing, and managing a
closed-end investment company;

(ii) Furnishing general economic in-
formation and advice, general eco-
nomic statistical forecasting services,
and industry studies;
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(iii) Providing advice in connection
with mergers, acquisitions,
divestitures, investments, joint ven-
tures, leveraged buyouts, recapitaliza-
tions, capital structurings, financing
transactions and similar transactions,
and conducting financial feasibility
studies;”

(iv) Providing information, statis-
tical forecasting, and advice with re-
spect to any transaction in foreign ex-
change, swaps, and similar trans-
actions, commodities, and any forward
contract, option, future, option on a fu-
ture, and similar instruments;

(v) Providing educational courses,
and instructional materials to con-
sumers on individual financial manage-
ment matters; and

(vi) Providing tax-planning and tax-
preparation services to any person.

(T) Agency transactional services for
customer investments—((i) Securities bro-
kerage. Providing securities brokerage
services (including securities clearing
and/or securities execution services on
an exchange), whether alone or in com-
bination with investment advisory
services, and incidental activities (in-
cluding related securities credit activi-
ties and custodial services), if the secu-
rities brokerage services are restricted
to buying and selling securities solely
as agent for the account of customers
and do not include securities under-
writing or dealing.

(ii) Riskless principal transactions.
Buying and selling in the secondary
market all types of securities on the
order of customers as a ‘‘riskless prin-
cipal” to the extent of engaging in a
transaction in which the company,
after receiving an order to buy (or sell)
a security from a customer, purchases
(or sells) the security for its own ac-
count to offset a contemporaneous sale
to (or purchase from) the customer.
This does not include:

(A) Selling bank-ineligible securi-
ties8 at the order of a customer that is
the issuer of the securities, or selling

7Feasibility studies do not include assist-
ing management with the planning or mar-
keting for a given project or providing gen-
eral operational or management advice.

8 A bank-ineligible security is any security
that a State member bank is not permitted
to underwrite or deal in under 12 U.S.C. 24
and 335.

§225.28

bank-ineligible securities in any trans-
action where the company has a con-
tractual agreement to place the securi-
ties as agent of the issuer; or

(B) Acting as a riskless principal in
any transaction involving a bank-ineli-
gible security for which the company
or any of its affiliates acts as under-
writer (during the period of the under-
writing or for 30 days thereafter) or
dealer.?®

(iii) Private placement services. Acting
as agent for the private placement of
securities in accordance with the re-
quirements of the Securities Act of 1933
(1933 Act) and the rules of the Securi-
ties and Exchange Commission, if the
company engaged in the activity does
not purchase or repurchase for its own
account the securities being placed, or
hold in inventory unsold portions of
issues of these securities.

(iv) Futures commission merchant. Act-
ing as a futures commission merchant
(FCM) for unaffiliated persons in the
execution, clearance, or execution and
clearance of any futures contract and
option on a futures contract traded on
an exchange in the United States or
abroad if:

(A) The activity is conducted
through a separately incorporated sub-
sidiary of the bank holding company,
which may engage in activities other
than FCM activities (including, but not
limited to, permissible advisory and
trading activities); and

(B) The parent bank holding com-
pany does not provide a guarantee or
otherwise become liable to the ex-
change or clearing association other
than for those trades conducted by the
subsidiary for its own account or for
the account of any affiliate.

9A company or its affiliates may not enter

quotes for specific bank-ineligible securities
in any dealer quotation system in connec-
tion with the company’s riskless principal
transactions; except that the company or its
affiliates may enter ‘bid” or ‘‘ask”
quotations, or publish ‘‘offering wanted” or
“bid wanted” notices on trading systems
other than NASDAQ or an exchange, if the
company or its affiliate does not enter price
quotations on different sides of the market
for a particular security during any two-day
period.
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(v) Other transactional services. Pro-
viding to customers as agent trans-
actional services with respect to swaps
and similar transactions, any trans-
action described in paragraph (b)(8) of
this section, any transaction that is
permissible for a state member bank,
and any other transaction involving a
forward contract, option, futures, op-
tion on a futures or similar contract
(whether traded on an exchange or not)
relating to a commodity that is traded
on an exchange.

(8) Investment transactions as prin-
cipal—(1) Underwriting and dealing in
government obligations and money market
instruments. Underwriting and dealing
in obligations of the United States,
general obligations of states and their
political subdivisions, and other obli-
gations that state member banks of the
Federal Reserve System may be au-
thorized to underwrite and deal in
under 12 U.S.C. 24 and 335, including
banker’s acceptances and certificates
of deposit, under the same limitations
as would be applicable if the activity
were performed by the bank holding
company’s subsidiary member banks or
its subsidiary nonmember banks as if
they were member banks.

(ii) Investing and trading activities. En-
gaging as principal in:

(A) Foreign exchange;

(B) Forward contracts, options, fu-
tures, options on futures, swaps, and
similar contracts, whether traded on
exchanges or not, based on any rate,
price, financial asset (including gold,
silver, platinum, palladium, copper, or
any other metal approved by the
Board), nonfinancial asset, or group of
assets, other than a bank-ineligible se-
curity, 10 if:

(I) A state member bank is author-
ized to invest in the asset underlying
the contract;

(2) The contract requires cash settle-
ment;

(3) The contract allows for assign-
ment, termination, or offset prior to
delivery or expiration, and the com-
pany—

10 A bank-ineligible security is any security
that a state member bank is not permitted
to underwrite or deal in under 12 U.S.C. 24
and 335.

12 CFR Ch. Il (1-1-21 Edition)

(1) Makes every reasonable effort to
avoid taking or making delivery of the
asset underlying the contract; or

(ii) Receives and instantaneously
transfers title to the underlying asset,
by operation of contract and without
taking or making physical delivery of
the asset; or

(4) The contract does not allow for
assignment, termination, or offset
prior to delivery or expiration and is
based on an asset for which futures
contracts or options on futures con-
tracts have been approved for trading
on a U.S. contract market by the Com-
modity Futures Trading Commission,
and the company—

(1) Makes every reasonable effort to
avoid taking or making delivery of the
asset underlying the contract; or

(ii) Receives and instantaneously
transfers title to the underlying asset,
by operation of contract and without
taking or making physical delivery of
the asset.

(C) Forward contracts, options, 1! fu-
tures, options on futures, swaps, and
similar contracts, whether traded on
exchanges or not, based on an index of
a rate, a price, or the value of any fi-
nancial asset, nonfinancial asset, or
group of assets, if the contract requires
cash settlement.

(iii) Buying and selling bullion, and re-
lated activities. Buying, selling and stor-
ing bars, rounds, bullion, and coins of
gold, silver, platinum, palladium, cop-
per, and any other metal approved by
the Board, for the company’s own ac-
count and the account of others, and
providing incidental services such as
arranging for storage, safe custody, as-
saying, and shipment.

11 This reference does not include acting as

a dealer in options based on indices of bank-
ineligible securities when the options are
traded on securities exchanges. These op-
tions are securities for purposes of the fed-
eral securities laws and bank-ineligible secu-
rities for purposes of section 20 of the Glass-
Steagall Act, 12 U.S.C. 337. Similarly, this
reference does not include acting as a dealer
in any other instrument that is a bank-ineli-
gible security for purposes of section 20. A
bank holding company may deal in these in-
struments in accordance with the Board’s or-
ders on dealing in bank-ineligible securities.
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(9) Management consulting and coun-
seling activities—(i) Management con-
sulting. (A) Providing management con-
sulting advice: 12

(I) On any matter to unaffiliated de-
pository institutions, including com-
mercial banks, savings and loan asso-
ciations, savings banks, credit unions,
industrial banks, Morris Plan banks,
cooperative banks, industrial loan
companies, trust companies, and
branches or agencies of foreign banks;

(2) On any financial, economic, ac-
counting, or audit matter to any other
company.

(B) A company conducting manage-
ment consulting activities under this
subparagraph and any affiliate of such
company may not:

(I) Own or control, directly or indi-
rectly, more than 5 percent of the vot-
ing securities of the client institution;
and

(2) Allow a management official, as
defined in 12 CFR 212.2(h), of the com-
pany or any of its affiliates to serve as
a management official of the client in-
stitution, except where such inter-
locking relationship is permitted pur-
suant to an exemption granted under 12
CFR 212.4(b) or otherwise permitted by
the Board.

(C) A company conducting manage-
ment consulting activities may provide
management consulting services to
customers not described in paragraph
(0)(9E)(A)(T) of this section or regard-
ing matters not described in paragraph
M)(DE)(A)2) of this section, if the
total annual revenue derived from
those management consulting services
does not exceed 30 percent of the com-
pany’s total annual revenue derived
from management consulting activi-
ties.

(ii) Employee benefits consulting serv-
ices. Providing consulting services to
employee benefit, compensation and
insurance plans, including designing
plans, assisting in the implementation

12Tn performing this activity, bank holding
companies are not authorized to perform
tasks or operations or provide services to cli-
ent institutions either on a daily or con-
tinuing basis, except as necessary to instruct
the client institution on how to perform
such services for itself. See also the Board’s
interpretation of bank management con-
sulting advice (12 CFR 225.131).
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of plans, providing administrative serv-
ices to plans, and developing employee
communication programs for plans.

(iii) Career counseling services. Pro-
viding career counseling services to:

(A) A financial organization!3 and in-
dividuals currently employed by, or re-
cently displaced from, a financial orga-
nization;

(B) Individuals who are seeking em-
ployment at a financial organization;
and

(C) Individuals who are currently em-
ployed in or who seek positions in the
finance, accounting, and audit depart-
ments of any company.

(10) Support services—(i) Courier serv-
ices. Providing courier services for:

(A) Checks, commercial papers, docu-
ments, and written instruments (ex-
cluding currency or bearer-type nego-
tiable instruments) that are exchanged
among banks and financial institu-
tions; and

(B) Audit and accounting media of a
banking or financial nature and other
business records and documents used in
processing such media. 14

(i1) Printing and selling MICR-encoded
items. Printing and selling checks and
related documents, including corporate
image checks, cash tickets, voucher
checks, deposit slips, savings with-
drawal packages, and other forms that
require Magnetic Ink Character Rec-
ognition (MICR) encoding.

(11) Insurance agency and under-
writing—(@{) Credit insurance. Acting as
principal, agent, or broker for insur-
ance (including home mortgage re-
demption insurance) that is:

(A) Directly related to an extension
of credit by the bank holding company
or any of its subsidiaries; and

(B) Limited to ensuring the repay-
ment of the outstanding balance due on

13 Financial organization refers to insured

depository institution holding companies
and their subsidiaries, other than mnon-
banking affiliates of diversified savings and
loan holding companies that engage in ac-
tivities not permissible under section 4(c)(8)
of the Bank Holding Company Act (12 U.S.C.
1842(c)(8)).

14See also the Board’s interpretation on
courier activities (12 CFR 225.129), which sets
forth conditions for bank holding company
entry into the activity.
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the extension of credit15 in the event of
the death, disability, or involuntary
unemployment of the debtor.

(i1) Finance company subsidiary. Act-
ing as agent or broker for insurance di-
rectly related to an extension of credit
by a finance company 6 that is a sub-
sidiary of a bank holding company, if:

(A) The insurance is limited to ensur-
ing repayment of the outstanding bal-
ance on such extension of credit in the
event of loss or damage to any prop-
erty used as collateral for the exten-
sion of credit; and

(B) The extension of credit is not
more than $10,000, or $25,000 if it is to
finance the purchase of a residential
manufactured homel” and the credit is
secured by the home; and

(C) The applicant commits to notify
borrowers in writing that:

(I) They are not required to purchase
such insurance from the applicant;

(2) Such insurance does not insure
any interest of the borrower in the col-
lateral; and

(3) The applicant will accept more
comprehensive property insurance in
place of such single-interest insurance.

(iii) Insurance in small towns. Engag-
ing in any insurance agency activity in
a place where the bank holding com-
pany or a subsidiary of the bank hold-
ing company has a lending office and
that:

(A) Has a population not exceeding
5,000 (as shown in the preceding decen-
nial census); or

(B) Has inadequate insurance agency
facilities, as determined by the Board,

15 Extension of credit includes direct loans to
borrowers, loans purchased from other lend-
ers, and leases of real or personal property so
long as the leases are nonoperating and full-
payout leases that meet the requirements of
paragraph (b)(3) of this section.

16 Finance company includes all non-deposit-
taking financial institutions that engage in
a significant degree of consumer lending (ex-
cluding lending secured by first mortgages)
and all financial institutions specifically de-
fined by individual states as finance compa-
nies and that engage in a significant degree
of consumer lending.

17These limitations increase at the end of
each calendar year, beginning with 1982, by
the percentage increase in the Consumer
Price Index for Urban Wage Earners and
Clerical Workers published by the Bureau of
Labor Statistics.

12 CFR Ch. Il (1-1-21 Edition)

after notice and opportunity for hear-
ing.

(iv) Insurance-agency activities con-
ducted on May 1, 1982. Engaging in any
specific insurance-agency activity18 if
the bank holding company, or sub-
sidiary conducting the specific activ-
ity, conducted such activity on May 1,
1982, or received Board approval to con-
duct such activity on or before May 1,
1982.19 A bank holding company or sub-
sidiary engaging in a specific insurance
agency activity under this clause may:

(A) Engage in such specific insurance
agency activity only at locations:

(I) In the state in which the bank
holding company has its principal
place of business (as defined in 12
U.S.C. 1842(d)):

(2) In any state or states imme-
diately adjacent to such state; and

(3) In any state in which the specific
insurance-agency activity was con-
ducted (or was approved to be con-
ducted) by such bank holding company
or subsidiary thereof or by any other
subsidiary of such bank holding com-
pany on May 1, 1982; and

(B) Provide other insurance cov-
erages that may become available after
May 1, 1982, so long as those coverages
insure against the types of risks as (or
are otherwise functionally equivalent
to) coverages sold or approved to be
sold on May 1, 1982, by the bank hold-
ing company or subsidiary.

(v) Supervision of retail insurance
agents. Supervising on behalf of insur-
ance underwriters the activities of re-
tail insurance agents who sell:

18 Nothing contained in this provision shall

preclude a bank holding company subsidiary
that is authorized to engage in a specific in-
surance-agency activity under this clause
from continuing to engage in the particular
activity after merger with an affiliate, if the
merger is for legitimate business purposes
and prior notice has been provided to the
Board.

19 For the purposes of this paragraph, ac-
tivities engaged in on May 1, 1982, include ac-
tivities carried on subsequently as the result
of an application to engage in such activities
pending before the Board on May 1, 1982, and
approved subsequently by the Board or as
the result of the acquisition by such com-
pany pursuant to a binding written contract
entered into on or before May 1, 1982, of an-
other company engaged in such activities at
the time of the acquisition.
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(A) Fidelity insurance and property
and casualty insurance on the real and
personal property used in the oper-
ations of the bank holding company or
its subsidiaries; and

(B) Group insurance that protects the
employees of the bank holding com-
pany or its subsidiaries.

(vi) Small bank holding companies. En-
gaging in any insurance-agency activ-
ity if the bank holding company has
total consolidated assets of $50 million
or less. A bank holding company per-
forming insurance-agency activities
under this paragraph may not engage
in the sale of life insurance or annu-
ities except as provided in paragraphs
(b)(11) (i) and (iii) of this section, and it
may not continue to engage in insur-
ance-agency activities pursuant to this
provision more than 90 days after the
end of the quarterly reporting period in
which total assets of the holding com-
pany and its subsidiaries exceed $50
million.

(vil) Insurance-agency activities con-
ducted before 1971. Engaging in any in-
surance-agency activity performed at
any location in the United States di-
rectly or indirectly by a bank holding
company that was engaged in insur-
ance-agency activities prior to January
1, 1971, as a consequence of approval by
the Board prior to January 1, 1971.

(12) Community development activities—
(i) Financing and investment activities.
Making equity and debt investments in
corporations or projects designed pri-
marily to promote community welfare,
such as the economic rehabilitation
and development of low-income areas
by providing housing, services, or jobs
for residents.

(i1) Adwvisory activities. Providing advi-
sory and related services for programs
designed primarily to promote commu-
nity welfare.

(13) Money orders, savings bonds, and
traveler’s checks. The issuance and sale
at retail of money orders and similar
consumer-type payment instruments;
the sale of U.S. savings bonds; and the
issuance and sale of traveler’s checks.

(14) Data processing. (i) Providing
data processing, data storage and data
transmission services, facilities (in-
cluding data processing, data storage
and data transmission hardware, soft-
ware, documentation, or operating per-
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sonnel), databases, advice, and access
to such services, facilities, or data-
bases by any technological means, if:

(A) The data to be processed, stored
or furnished are financial, banking or
economic; and

(B) The hardware provided in connec-
tion therewith is offered only in con-
junction with software designed and
marketed for the processing, storage
and transmission of financial, banking,
or economic data, and where the gen-
eral purpose hardware does not con-
stitute more than 30 percent of the cost
of any packaged offering.

(ii) A company conducting data proc-
essing, data storage, and data trans-
mission activities may conduct data
processing, data storage, and data
transmission activities not described in
paragraph (b)(14)(i) of this section if
the total annual revenue derived from
those activities does not exceed 49 per-
cent of the company’s total annual rev-
enues derived from data processing,
data storage and data transmission ac-
tivities.

[Reg. Y, 62 FR 9329, Feb. 28, 1997, as amended
at 68 FR 39810, July 3, 2003; 68 FR 41901, July
16, 2003; 68 FR 68499, Dec. 9, 2003]

Subpart D—Control and
Divestiture Proceedings

SOURCE: 85 FR 12422, Mar. 2, 2020, unless
otherwise noted.

§225.31 Control proceedings.

(a) Preliminary determination of con-
trol. (1) The Board in its sole discretion
may issue a preliminary determination
of control under the procedures set
forth in this section in any case in
which the Board determines, based on
consideration of the facts and cir-
cumstances presented, that a first com-
pany has the power to exercise a con-
trolling influence over the manage-
ment or policies of a second company.

(2) If the Board makes a preliminary
determination of control under this
section, the Board shall send notice to
the first company containing a state-
ment of the facts upon which the pre-
liminary determination is based.

(b) Response to preliminary determina-
tion of control. (1) Within 30 calendar
days after issuance by the Board of a
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preliminary determination of control
or such longer period permitted by the
Board in its discretion, the first com-
pany against whom the preliminary de-
termination has been made shall:

(i) Consent to the preliminary deter-
mination of control and either:

(A) Submit for the Board’s approval a
specific plan for the prompt termi-
nation of the control relationship; or

(B) File an application or notice
under this part, as applicable; or

(ii) Contest the preliminary deter-
mination by filing a response, setting
forth the facts and circumstances in
support of its position that no control
exists, and, if desired, requesting a
hearing or other proceeding.

(2) If the first company fails to re-
spond to the preliminary determina-
tion of control within 30 days or such
longer period permitted by the Board
in its discretion, the first company will
be deemed to have waived its right to
present additional information to the
Board or to request a hearing or other
proceeding regarding the preliminary
determination of control.

(c) Hearing and final determination. (1)
The Board shall order a hearing or
other appropriate proceeding upon the
petition of a first company that con-
tests a preliminary determination of
control if the Board finds that material
facts are in dispute. The Board may, in
its discretion, order a hearing or other
appropriate proceeding without a peti-
tion for such a proceeding by the first
company.

(2) At a hearing or other proceeding,
any applicable presumptions estab-
lished under this subpart shall be con-
sidered in accordance with the Federal
Rules of Evidence and the Board’s
Rules of Practice for Formal Hearings
(12 CFR part 263).

(3) After considering the submissions
of the first company and other evi-
dence, including the record of any
hearing or other proceeding, the Board
will issue a final order determining
whether the first company has the
power to exercise a controlling influ-
ence over the management or policies
of the second company. If a controlling
influence is found, the Board may di-
rect the first company to terminate
the control relationship or to file an
application or notice for the Board’s
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approval to retain the control relation-
ship.

(d) Submission of evidence. (1) In con-
nection with contesting a preliminary
determination of control under para-
graph (b)(1)(ii) of this section, a first
company may submit to the Board evi-
dence or any other relevant informa-
tion related to its control of a second
company.

(2) Evidence or other relevant infor-
mation submitted to the Board pursu-
ant to paragraph (d)(1) of this section
must be in writing and may include a
description of all current and proposed
relationships between the first com-
pany and the second company, includ-
ing relationships of the type that are
identified under any of the rebuttable
presumptions in §§225.32 and 225.33 of
this part, copies of any formal agree-
ments related to such relationships,
and a discussion regarding why the
Board should not determine the first
company to control the second com-
pany.

(e) Definitions. For purposes of this
subpart:

(1) Board of directors means the board
of directors of a company or a set of in-
dividuals exercising similar functions
at a company.

(2) Director representative means any
individual that represents the interests
of a first company through service on
the board of directors of a second com-
pany. For purposes of this paragraph
(e)(2), examples of persons who are di-
rectors of a second company and gen-
erally would be considered director
representatives of a first company in-
clude:

(i) A current officer, employee, or di-
rector of the first company;

(ii) An individual who was an officer,
employee, or director of the first com-
pany within the prior two years; and

(iii) An individual who was nomi-
nated or proposed to be a director of
the second company by the first com-
pany.

(iv) A director representative does
not include a nonvoting observer.

(3) First company means the company
whose potential control of a second
company is the subject of determina-
tion by the Board under this subpart.

(4) Investment adviser means a com-
pany that:
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(i) Is registered as an investment ad-
viser with the Securities and Exchange
Commission under the Investment Ad-
visers Act of 1940 (15 U.S.C. 80b-1 et
seq.);

(ii) Is registered as a commodity
trading advisor with the Commodity
Futures Trading Commission under the
Commodity Exchange Act (7 U.S.C. 1 et
seq.);

(iii) Is a foreign equivalent of an in-
vestment adviser or commodity trad-
ing advisor, as described in paragraph
(e)(4)(i) or (ii) of this section; or

(iv) Engages in any of the activities
set forth in §225.28(b)(6)(1) through (iv)
of this part.

(5) Limiting contractual right means a
contractual right of the first company
that would allow the first company to
restrict significantly, directly or indi-
rectly, the discretion of the second
company, including its senior manage-
ment officials and directors, over oper-
ational and policy decisions of the sec-
ond company.

(i) Examples of limiting contractual
rights may include, but are not limited
to, a right that allows the first com-
pany to restrict or to exert significant
influence over decisions related to:

(A) Activities in which the second
company may engage, including a pro-
hibition on entering into new lines of
business, making substantial changes
to or discontinuing existing lines of
business, or entering into a contractual
arrangement with a third party that
imposes significant financial obliga-
tions on the second company;

(B) How the second company directs
the proceeds of the first company’s in-
vestment;

(C) Hiring, firing, or compensating
one or more senior management offi-
cials of the second company, or modi-
fying the second company’s policies or
budget concerning the salary, com-
pensation, employment, or benefits
plan for its employees;

(D) The second company’s ability to
merge or consolidate, or its ability to
acquire, sell, lease, transfer, spin-off,
recapitalize, liquidate, dissolve, or dis-
pose of subsidiaries or assets;

(E) The second company’s ability to
make investments or expenditures;

(F) The second company achieving or
maintaining a financial target or limit,
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including, for example, a debt-to-eq-
uity ratio, a fixed charges ratio, a net
worth requirement, a liquidity target,
a working capital target, or a classified
assets or nonperforming loans limit;

(G) The second company’s payment
of dividends on any class of securities,
redemption of senior instruments, or
voluntary prepayment of indebtedness;

(H) The second company’s ability to
authorize or issue additional junior eq-
uity or debt securities, or amend the
terms of any equity or debt securities
issued by the second company;

(I) The second company’s ability to
engage in a public offering or to list or
de-list securities on an exchange, other
than a right that allows the securities
of the first company to have the same
status as other securities of the same
class;

(J) The second company’s ability to
amend its articles of incorporation or
by-laws, other than in a way that is
solely defensive for the first company;

(K) The removal or selection of any
independent accountant, auditor, in-
vestment adviser, or investment bank-
er employed by the second company; or

(L) The second company’s ability to
significantly alter accounting methods
and policies, or its regulatory, tax, or
liability status (e.g., converting from a
stock corporation to a limited liability
company); and

(ii) A limiting contractual right does
not include a contractual right that
would not allow the first company to
significantly restrict, directly or indi-
rectly, the discretion of the second
company over operational and policy
decisions of the second company. Ex-
amples of contractual rights that are
not limiting contractual rights may in-
clude:

(A) A right that allows the first com-
pany to restrict or to exert significant
influence over decisions relating to the
second company’s ability to issue secu-
rities senior to securities owned by the
first company;

(B) A requirement that the first com-
pany receive financial reports or other
information of the type ordinarily
available to common stockholders;

(C) A requirement that the second
company maintain its corporate exist-
ence;
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(D) A requirement that the second
company consult with the first com-
pany on a reasonable periodic basis;

(E) A requirement that the second
company provide notices of the occur-
rence of material events affecting the
second company;

(F) A requirement that the second
company comply with applicable statu-
tory and regulatory requirements;

(G) A market standard requirement
that the first company receive similar
contractual rights as those held by
other investors in the second company;

(H) A requirement that the first com-
pany be able to purchase additional se-
curities issued by the second company
in order to maintain the first com-
pany’s percentage ownership in the sec-
ond company;

(I) A requirement that the second
company ensure that any security
holder who intends to sell its securities
of the second company provide other
security holders of the second company
or the second company itself the oppor-
tunity to purchase the securities before
the securities can be sold to a third
party; or

(J) A requirement that the second
company take reasonable steps to en-
sure the preservation of tax status or
tax benefits, such as status of the sec-
ond company as a Subchapter S cor-
poration or the protection of the value
of net operating loss carry-forwards.

(6) Second company means the com-
pany whose potential control by a first
company is the subject of determina-
tion by the Board under this subpart.

(7T) Senior management official means
any person who participates or has the
authority to participate (other than in
the capacity as a director) in major
policymaking functions of a company.

(f) Reservation of authority. Nothing in
this subpart shall limit the authority
of the Board to take any supervisory or
enforcement action otherwise per-
mitted by law, including an action to
address unsafe or unsound practices or
conditions, or violations of law.

§225.32 Rebuttable presumptions of
control of a company.

(a) General. (1) In any proceeding
under §225.31(b) or (c) of this part, a
first company is presumed to control a
second company in the situations de-
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scribed in paragraphs (b) through (i) of
this section. The Board also may find
that a first company controls a second
company based on other facts and cir-
cumstances.

(2) For purposes of the presumptions
in this section, any company that is a
subsidiary of the first company and
also a subsidiary of the second com-
pany is considered to be a subsidiary of
the first company and not a subsidiary
of the second company.

(b) Management contract or similar
agreement. The first company enters
into any agreement, understanding, or
management contract (other than to
serve as investment adviser) with the
second company, under which the first
company directs or exercises signifi-
cant influence or discretion over the
general management, overall oper-
ations, or core business or policy deci-
sions of the second company. Examples
of such agreements include where the
first company is a managing member,
trustee, or general partner of the sec-
ond company, or exercises similar pow-
ers and functions.

(¢c) Total equity. The first company
controls one third or more of the total
equity of the second company.

(d) Ownership or control of 5 percent or
more of voting securities. The first com-
pany controls b percent or more of the
outstanding securities of any class of
voting securities of the second com-
pany, and:

(1)(i) Director representatives of the
first company or any of its subsidiaries
comprise 25 percent or more of the
board of directors of the second com-
pany or any of its subsidiaries; or

(ii) Director representatives of the
first company or any of its subsidiaries
are able to make or block the making
of major operational or policy deci-
sions of the second company or any of
its subsidiaries;

(2) Two or more employees or direc-
tors of the first company or any of its
subsidiaries serve as senior manage-
ment officials of the second company
or any of its subsidiaries;

(3) An employee or director of the
first company or any of its subsidiaries
serves as the chief executive officer, or
serves in a similar capacity, of the sec-
ond company or any of its subsidiaries;
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(4) The first company or any of its
subsidiaries enters into transactions or
has business relationships with the sec-
ond company or any of its subsidiaries
that generate in the aggregate 10 per-
cent or more of the total annual reve-
nues or expenses of the second com-
pany, each on a consolidated basis; or

(5) The first company or any of its
subsidiaries has any limiting contrac-
tual right with respect to the second
company or any of its subsidiaries, un-
less such limiting contractual right is
part of an agreement to merge with or
make a controlling investment in the
second company that is reasonably ex-
pected to close within one year and
such limiting contractual right is de-
signed to ensure that the second com-
pany continues to operate in the ordi-
nary course until the merger or invest-
ment is consummated or such limiting
contractual right requires the second
company to take an action necessary
for the merger or investment to be con-
summated.

(e) Owmnership or control of 10 percent
or more of voting securities. The first
company controls 10 percent or more of
the outstanding securities of any class
of voting securities of the second com-
pany, and:

(1) The first company or any of its
subsidiaries propose a number of direc-
tor representatives to the board of di-
rectors of the second company or any
of its subsidiaries in opposition to
nominees proposed by the management
or board of directors of the second com-
pany or any of its subsidiaries that, to-
gether with any director representa-
tives of the first company or any of its
subsidiaries on the board of directors of
the second company or any of its sub-
sidiaries, would comprise 25 percent or
more of the board of directors of the
second company or any of its subsidi-
aries;

(2) Director representatives of the
first company and its subsidiaries com-
prise more than 25 percent of any com-
mittee of the board of directors of the
second company or any of its subsidi-
aries that can take action that binds
the second company or any of its sub-
sidiaries; or

(3) The first company or any of its
subsidiaries enters into transactions or
has business relationships with the sec-
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ond company or any of its subsidiaries
that:

(i) Are not on market terms; or

(ii) Generate in the aggregate 5 per-
cent or more of the total annual reve-
nues or expenses of the second com-
pany, each on a consolidated basis.

(f) Ownership or control of 15 percent or
more of voting securities. The first com-
pany controls 15 percent or more of the
outstanding securities of any class of
voting securities of the second com-
pany, and:

(1) A director representative of the
first company or of any of its subsidi-
aries serves as the chair of the board of
directors of the second company or any
of its subsidiaries;

(2) One or more employees or direc-
tors of the first company or any of its
subsidiaries serves as a senior manage-
ment official of the second company or
any of its subsidiaries; or

(3) The first company or any of its
subsidiaries enters into transactions or
has business relationships with the sec-
ond company or any of its subsidiaries
that generate in the aggregate 2 per-
cent or more of the total annual reve-
nues or expenses of the second com-
pany, each on a consolidated basis.

(g) Accounting consolidation. The first
company consolidates the second com-
pany on its financial statements pre-
pared under U.S. generally accepted ac-
counting principles.

(h) Control of an investment fund. (1)
The first company serves as an invest-
ment adviser to the second company,
the second company is an investment
fund, and the first company, directly or
indirectly, or acting through one or
more other persons:

(i) Controls 5 percent or more of the
outstanding securities of any class of
voting securities of the second com-
pany; or

(ii) Controls 25 percent or more of the
total equity of the second company.

(2) The presumption of control in
paragraph (h)(1) of this section does
not apply if the first company orga-
nized and sponsored the second com-
pany within the preceding 12 months.

(i) Divestiture of control. (1) The first
company controlled the second com-
pany under §225.2(e)(1)(i) or (ii) of this
part at any time during the prior two
years and the first company controls 15
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percent or more of the outstanding se-
curities of any class of voting securi-
ties of the second company.

(2) Notwithstanding paragraph (i)(1)
of this section, a first company will not
be presumed to control a second com-
pany under this paragraph if 50 percent
or more of the outstanding securities
of each class of voting securities of the
second company is controlled by a per-
son that is not a senior management
official or director of the first com-
pany, or by a company that is not an
affiliate of the first company.

(j) Securities held in a fiduciary capac-
ity. For purposes of the presumptions
of control in this section, the first
company does not control securities of
the second company that the first com-
pany holds in a fiduciary capacity, ex-
cept that if the second company is a
depository institution or a depository
institution holding company, this para-
graph (j) only applies to securities held
in a fiduciary capacity without sole
discretionary authority to exercise the
voting rights of the securities.

§225.33 Rebuttable presumption of
noncontrol of a company.

(a) In any proceeding under §225.31(b)
or (c¢) of this part, a first company is
presumed not to control a second com-
pany if:

(1) The first company controls less
than 10 percent of the outstanding se-
curities of each class of voting securi-
ties of the second company; and

(2) The first company is not pre-
sumed to control the second company
under §225.32 of this part.

(b) In any proceeding under this sub-
part, or judicial proceeding under the
Bank Holding Company Act, other
than a proceeding in which the Board
has made a preliminary determination
that a first company has the power to
exercise a controlling influence over
the management or policies of a second
company, a first company may not be
held to have had control over a second
company at any given time, unless the
first company, at the time in question,
controlled 5 percent or more of the out-
standing securities of any class of vot-
ing securities of the second company,
or had already been found to have con-
trol on the basis of the existence of a
controlling influence relationship.
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§225.34 Total equity.

(a) General. For purposes of this sub-
part, the total equity controlled by a
first company in a second company
that is organized as a stock corpora-
tion and prepares financial statements
pursuant to U.S. generally accepted ac-
counting principles will be calculated
as described in paragraph (b) of this
section. With respect to a second com-
pany that is not organized as a stock
corporation or that does not prepare fi-
nancial statements pursuant to U.S.
generally accepted accounting prin-
ciples, the first company’s total equity
in the second company will be cal-
culated so as to be reasonably con-
sistent with the methodology described
in paragraph (b) of this section, while
taking into account the legal form of
the second company and the account-
ing system used by the second com-
pany to prepare financial statements.

(b) Calculation of total equity—()
Total equity. The first company’s total
equity in the second company, ex-
pressed as a percentage, is equal to:

(i) The sum of Investor Common Eq-
uity and, for each class of preferred
stock issued by the second company,
Investor Preferred Equity, divided by

(ii) Issuer Shareholders’ Equity.

(2) Investor Common Equity equals the
greater of:

(i) Zero, and

(ii) The quotient of the number of
shares of common stock of the second
company that are controlled by the
first company divided by the total
number of shares of common stock of
the second company that are issued
and outstanding, multiplied by the
amount of shareholders’ equity of the
second company not allocated to pre-
ferred stock under U.S. generally ac-
cepted accounting principles.!

(3) Investor Preferred Equity equals,
for each class of preferred stock issued
by the second company, the greater of:

(i) Zero, and

1If the second company has multiple class-

es of common stock outstanding and dif-
ferent classes of common stock have dif-
ferent economic interests in the second com-
pany on a per share basis, the number of
shares of common stock must be adjusted for
purposes of this calculation so that each
share of common stock has the same eco-
nomic interest in the second company.
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(ii) The quotient of the number of
shares of the class of preferred stock of
the second company that are con-
trolled by the first company divided by
the total number of shares of the class
of preferred stock that are issued and
outstanding, multiplied by the amount
of shareholders’ equity of the second
company allocated to the class of pre-
ferred stock under U.S. generally ac-
cepted accounting principles.?

(c) Comnsideration of debt instruments
and other interests in total equity. (1) For
purposes of the total equity calculation
in paragraph (b) of this section, a debt
instrument or other interest issued by
the second company that is controlled
by the first company may be treated as
an equity instrument if that debt in-
strument or other interest is function-
ally equivalent to equity.

(2) For purposes of paragraph (b)(1) of
this section, the principal amount of
all debt instruments and the market
value of all other interests that are
functionally equivalent to equity that
are controlled by the first company are
added to the sum under paragraph
(b)(1)(i) of this section, and the prin-
cipal amount of all debt instruments
and the market value of all other inter-
ests that are functionally equivalent to
equity that are outstanding are added
to Issuer Shareholders’ Equity.

(3) For purposes of paragraph (c)(1) of
this section, a debt instrument issued
by the second company may be consid-
ered functionally equivalent to equity
if it has equity-like characteristics,
such as:

(i) Extremely long-dated maturity;

(ii) Subordination to other debt in-
struments issued by the second com-
pany;

(ii) Qualification as regulatory cap-
ital under any regulatory capital rules
applicable to the second company;

2If there are different classes of preferred
stock with equal seniority (i.e., pari passu
classes of preferred stock), the pari passu
shares are treated as a single class. If pari
passu classes of preferred stock have dif-
ferent economic interests in the second com-
pany on a per share basis, the number of
shares of preferred stock must be adjusted
for purposes of this calculation so that each
pari passu share of preferred stock has the
same economic interest in the second com-
pany.
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(iii) Qualification as equity under ap-
plicable tax law;

(iv) Qualification as equity under
U.S. generally accepted accounting
principles or other applicable account-
ing standards;

(v) Inadequacy of the equity capital
underlying the debt at the time of the
issuance of the debt; or

(vi) Issuance not on market terms.

(4) For purposes of paragraph (c)(1) of
this section, an interest that is not a
debt instrument issued by the second
company may be considered function-
ally equivalent to equity if it has eq-
uity-like characteristics, such as enti-
tling its owner to a share of the profits
of the second company.

(d) Exclusion of certain equity instru-
ments from total equity. (1) For purposes
of the total equity calculation in para-
graph (b) of this section, an equity in-
strument issued by the second com-
pany that is controlled by the first
company may be treated as not an eq-
uity instrument if the equity instru-

ment is functionally equivalent to
debt.
(2) For purposes of paragraph (d)(1) of

this section, an equity instrument
issued by the second company may be
considered functionally equivalent to
debt if it has debt-like characteristics,
such as protections generally provided
to creditors, a limited term, a fixed
rate of return or a variable rate of re-
turn linked to a reference interest rate,
classification as debt for tax purposes,
or classification as debt for accounting
purposes.

(e) Frequency of total equity calcula-
tion. The total equity of a first com-
pany in a second company is calculated
each time the first company acquires
control over equity instruments of the
second company, including any debt in-
struments or other interests that are
functionally equivalent to equity in ac-
cordance with paragraph (c) of this sec-
tion.

EDITORIAL NOTE: At 85 FR 12426, Mar. 2,
2020, subpart D was revised, including §225.34
which contains 2 paragraphs designated
(©)(3)(1).

201



§225.41

Subpart E—Change in Bank
Control

SOURCE: Reg. Y, 62 FR 9338, Feb. 28, 1997,
unless otherwise noted.

§225.41 Transactions requiring prior
notice.

(a) Prior notice requirement. Any per-
son acting directly or indirectly, or
through or in concert with one or more
persons, shall give the Board 60 days’
written notice, as specified in §225.43 of
this subpart, before acquiring control
of a state member bank or bank hold-
ing company, unless the acquisition is
exempt under §225.42.

(b) Definitions. For purposes of this
subpart:

(1) Acquisition includes a purchase,
assignment, transfer, or pledge of vot-
ing securities, or an increase in per-
centage ownership of a state member
bank or a bank holding company re-
sulting from a redemption of voting se-
curities.

(2) Acting in concert includes knowing
participation in a joint activity or par-
allel action towards a common goal of
acquiring control of a state member
bank or bank holding company wheth-
er or not pursuant to an express agree-
ment.

(3) Immediate family includes a per-
son’s father, mother, stepfather, step-

mother, brother, sister, stepbrother,
stepsister, son, daughter, stepson, step-
daughter, grandparent, grandson,

granddaughter, father-in-law, mother-
in-law, brother-in-law, sister-in-law,
son-in-law, daughter-in-law, the spouse
of any of the foregoing, and the per-
son’s spouse.

(c) Acquisitions requiring prior notice—
(1) Acquisition of control. The acquisi-
tion of voting securities of a state
member bank or bank holding company
constitutes the acquisition of control
under the Bank Control Act, requiring
prior notice to the Board, if, imme-
diately after the transaction, the ac-
quiring person (or persons acting in
concert) will own, control, or hold with
power to vote 25 percent or more of any
class of voting securities of the institu-
tion.

(2) Rebuttable presumption of control.
The Board presumes that an acquisi-
tion of voting securities of a state
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member bank or bank holding company
constitutes the acquisition of control
under the Bank Control Act, requiring
prior notice to the Board, if, imme-
diately after the transaction, the ac-
quiring person (or persons acting in
concert) will own, control, or hold with
power to vote 10 percent or more of any
class of voting securities of the institu-
tion, and if:

(i) The institution has registered se-
curities under section 12 of the Securi-
ties Exchange Act of 1934 (15 U.S.C.
781); or

(ii) No other person will own, control,
or hold the power to vote a greater per-
centage of that class of voting securi-
ties immediately after the trans-
action.!

(d) Rebuttable presumption of concerted
action. The following persons shall be
presumed to be acting in concert for
purposes of this subpart:

(1) A company and any controlling
shareholder, partner, trustee, or man-
agement official of the company, if
both the company and the person own
voting securities of the state member
bank or bank holding company;

(2) An individual and the individual’s
immediate family;

(3) Companies under common control;

(4) Persons that are parties to any
agreement, contract, understanding,
relationship, or other arrangement,
whether written or otherwise, regard-
ing the acquisition, voting, or transfer
of control of voting securities of a
state member bank or bank holding
company, other than through a rev-
ocable proxy as described in
§225.42(a)(5) of this subpart;

(5) Persons that have made, or pro-
pose to make, a joint filing under sec-
tions 13 or 14 of the Securities Ex-
change Act of 1934 (15 U.S.C. 78m or
78n), and the rules promulgated there-
under by the Securities and Exchange
Commission; and

(6) A person and any trust for which
the person serves as trustee.

(e) Acquisitions of loans in default. The
Board presumes an acquisition of a

1If two or more persons, not acting in con-

cert, each propose to acquire simultaneously
equal percentages of 10 percent or more of a
class of voting securities of the state mem-
ber bank or bank holding company, each per-
son must file prior notice to the Board.
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loan in default that is secured by vot-
ing securities of a state member bank
or bank holding company to be an ac-
quisition of the underlying securities
for purposes of this section.

(f) Other transactions. Transactions
other than those set forth in paragraph
(c) of this section resulting in a per-
son’s control of less than 25 percent of
a class of voting securities of a state
member bank or bank holding company
are not deemed by the Board to con-
stitute control for purposes of the
Bank Control Act.

(g) Rebuttal of presumptions. Prior no-
tice to the Board is not required for
any acquisition of voting securities
under the presumption of control set
forth in this section, if the Board finds
that the acquisition will not result in
control. The Board shall afford any
person seeking to rebut a presumption
in this section an opportunity to
present views in writing or, if appro-
priate, orally before its designated rep-
resentatives at an informal conference.

§225.42 Transactions
prior notice.

not requiring

(a) Exempt transactions. The following
transactions do not require notice to
the Board under this subpart:

(1) Existing control relationships. The
acquisition of additional voting securi-
ties of a state member bank or bank
holding company by a person who:

(i) Continuously since March 9, 1979
(or since the institution commenced
business, if later), held power to vote 25
percent or more of any class of voting
securities of the institution; or

(ii) Is presumed, under §225.41(c)(2) of
this subpart, to have controlled the in-
stitution continuously since March 9,
1979, if the aggregate amount of voting
securities held does not exceed 25 per-
cent or more of any class of voting se-
curities of the institution or, in other
cases, where the Board determines that
the person has controlled the bank con-
tinuously since March 9, 1979;

(2) Increase of previously authorized ac-
quisitions. Unless the Board or the Re-
serve Bank otherwise provides in writ-
ing, the acquisition of additional
shares of a class of voting securities of
a state member bank or bank holding
company by any person (or persons act-
ing in concert) who has lawfully ac-
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quired and maintained control of the
institution (for purposes of §225.41(c) of
this subpart), after complying with the
procedures and receiving approval to
acquire voting securities of the institu-
tion under this subpart, or in connec-
tion with an application approved
under section 3 of the BHC Act (12
U.S.C. 1842; §225.11 of subpart B of this
part) or section 18(c) of the Federal De-
posit Insurance Act (Bank Merger Act,
12 U.S.C. 1828(c));

(3) Acquisitions subject to approval
under BHC Act or Bank Merger Act. Any
acquisition of voting securities subject
to approval under section 3 of the BHC
Act (12 U.S.C. 1842; §225.11 of subpart B
of this part), or section 18(c) of the
Federal Deposit Insurance Act (Bank
Merger Act, 12 U.S.C. 1828(c));

(4) Transactions exempt under BHC
Act. Any transaction described in sec-
tions 2(a)(5), 3(a)(A), or 3(a)(B) of the
BHC Act (12 U.S.C. 1841(a)(b), 1842(a)(A),
and 1842(a)(B)), by a person described in
those provisions;

(5) Prozxy solicitation. The acquisition
of the power to vote securities of a
state member bank or bank holding
company through receipt of a revocable
proxy in connection with a proxy solic-
itation for the purposes of conducting
business at a regular or special meet-
ing of the institution, if the proxy ter-
minates within a reasonable period
after the meeting;

(6) Stock dividends. The receipt of vot-
ing securities of a state member bank
or bank holding company through a
stock dividend or stock split if the pro-
portional interest of the recipient in
the institution remains substantially
the same; and

() Acquisition of foreign banking orga-
nization. The acquisition of voting se-
curities of a qualifying foreign banking
organization. (This exemption does not
extend to the reports and information
required under paragraphs 9, 10, and 12
of the Bank Control Act (12 U.S.C.
1817(j) (9), (10), and (12)) and §225.44 of
this subpart.)

(b) Prior notice exemption. (1) The fol-
lowing acquisitions of voting securities
of a state member bank or bank hold-
ing company, which would otherwise
require prior notice under this subpart,
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are not subject to the prior notice re-
quirements if the acquiring person no-
tifies the appropriate Reserve Bank
within 90 calendar days after the acqui-
sition and provides any relevant infor-
mation requested by the Reserve Bank:

(i) Acquisition of voting securities
through inheritance;

(ii) Acquisition of voting securities
as a bona fide gift; and

(iii) Acquisition of voting securities
in satisfaction of a debt previously con-
tracted (DPC) in good faith.

(2) The following acquisitions of vot-
ing securities of a state member bank
or bank holding company, which would
otherwise require prior notice under
this subpart, are not subject to the
prior notice requirements if the acquir-
ing person does not reasonably have
advance knowledge of the transaction,
and provides the written notice re-
quired under section 225.43 to the ap-
propriate Reserve Bank within 90 cal-
endar days after the transaction oc-
curs:

(i) Acquisition of voting securities
resulting from a redemption of voting
securities by the issuing bank or bank
holding company; and

(ii) Acquisition of voting securities
as a result of actions (including the
sale of securities) by any third party
that is not within the control of the
acquiror.

(3) Nothing in paragraphs (b)(1) or
(b)(2) of this section limits the author-
ity of the Board to disapprove a notice
pursuant to §225.43(h) of this subpart.

§225.43 Procedures for filing, proc-
essing, publishing, and acting on
notices.

(a) Filing notice. (1) A notice required
under this subpart shall be filed with
the appropriate Reserve Bank and shall
contain all the information required by
paragraph 6 of the Bank Control Act
(12 U.S.C. 1817(j)(6)), or prescribed in
the designated Board form.

(2) The Board may waive any of the
informational requirements of the no-
tice if the Board determines that it is
in the public interest.

(3) A notificant shall notify the ap-
propriate Reserve Bank or the Board
immediately of any material changes
in a notice submitted to the Reserve

12 CFR Ch. Il (1-1-21 Edition)

Bank, including changes in financial or
other conditions.

(4) When the acquiring person is an
individual, or group of individuals act-
ing in concert, the requirement to pro-
vide personal financial data may be
satisfied by a current statement of as-
sets and liabilities and an income sum-
mary, as required in the designated
Board form, together with a statement
of any material changes since the date
of the statement or summary. The Re-
serve Bank or the Board, nevertheless,
may request additional information, if
appropriate.

(b) Acceptance of motice. The 60-day
notice period specified in §225.41 of this
subpart begins on the date of receipt of
a complete notice. The Reserve Bank
shall notify the person or persons sub-
mitting a notice under this subpart in
writing of the date the notice is or was
complete and thereby accepted for
processing. The Reserve Bank or the
Board may request additional relevant
information at any time after the date
of acceptance.

(c) Publication—(1) Newspaper An-
nouncement. Any person(s) filing a no-
tice under this subpart shall publish, in
a form prescribed by the Board, an an-
nouncement soliciting public comment
on the proposed acquisition. The an-
nouncement shall be published in a
newspaper of general circulation in the
community in which the head office of
the state member bank to be acquired
is located or, in the case of a proposed
acquisition of a bank holding company,
in the community in which its head of-
fice is located and in the community in
which the head office of each of its sub-
sidiary banks is located. The announce-
ment shall be published no earlier than
15 calendar days before the filing of the
notice with the appropriate Reserve
Bank and no later than 10 calendar
days after the filing date; and the pub-
lisher’s affidavit of a publication shall
be provided to the appropriate Reserve
Bank.

(2) Contents of mewspaper announce-
ment. The newspaper announcement
shall state:

(i) The name of each person identi-
fied in the notice as a proposed
acquiror of the bank or bank holding
company;

204



Federal Reserve System

(ii) The name of the bank or bank
holding company to be acquired, in-
cluding the name of each of the bank
holding company’s subsidiary banks;
and

(iii) A statement that interested per-
sons may submit comments on the no-
tice to the Board or the appropriate
Reserve Bank for a period of 20 days, or
such shorter period as may be provided,
pursuant to paragraph (c)(5) of this sec-
tion.

(3) FEDERAL REGISTER announcement.
The Board shall, upon filing of a notice
under this subpart, publish announce-
ment in the FEDERAL REGISTER of re-
ceipt of the notice. The FEDERAL REG-
ISTER announcement shall contain the
information required under paragraphs
(c)(2)(i) and (c)(2)(ii) of this section and
a statement that interested persons
may submit comments on the proposed
acquisition for a period of 15 calendar
days, or such shorter period as may be
provided, pursuant to paragraph (c)(5)
of this section. The Board may waive
publication in the FEDERAL REGISTER,
if the Board determines that such ac-
tion is appropriate.

(4) Delay of publication. The Board
may permit delay in the publication
required under paragraphs (c)(1) and
(c)(3) of this section if the Board deter-
mines, for good cause shown, that it is
in the public interest to grant such
delay. Requests for delay of publication
may be submitted to the appropriate
Reserve Bank.

(5) Shortening or waiving notice. The
Board may shorten or waive the public
comment or newspaper publication re-
quirements of this paragraph, or act on
a notice before the expiration of a pub-
lic comment period, if it determines in
writing that an emergency exists, or
that disclosure of the notice, solicita-
tion of public comment, or delay until
expiration of the public comment pe-
riod would seriously threaten the safe-
ty or soundness of the bank or bank
holding company to be acquired.

(6) Consideration of public comments. In
acting upon a notice filed under this
subpart, the Board shall consider all
public comments received in writing
within the period specified in the news-
paper or FEDERAL REGISTER announce-
ment, whichever is later. At the
Board’s option, comments received
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after this period may, but need not, be
considered.

(7) Standing. No person (other than
the acquiring person) who submits
comments or information on a notice
filed under this subpart shall thereby
become a party to the proceeding or ac-
quire any standing or right to partici-
pate in the Board’s consideration of the
notice or to appeal or otherwise con-
test the notice or the Board’s action
regarding the notice.

(d) Time period for Board action—(1)
Consummation of acquisition. (i) The
notificant(s) may consummate the pro-
posed acquisition 60 days after submis-
sion to the Reserve Bank of a complete
notice under paragraph (a) of this sec-
tion, unless within that period the
Board disapproves the proposed acqui-
sition or extends the 60-day period, as
provided under paragraph (d)(2) of this
section.

(ii) The notificant(s) may consum-
mate the proposed transaction before
the expiration of the 60-day period if
the Board notifies the notificant(s) in
writing of the Board’s intention not to
disapprove the acquisition.

(2) Extensions of time period. (i) The
Board may extend the 60-day period in
paragraph (d)(1) of this section for an
additional 30 days by notifying the ac-
quiring person(s).

(ii) The Board may further extend
the period during which it may dis-
approve a notice for two additional pe-
riods of not more than 45 days each, if
the Board determines that:

(A) Any acquiring person has not fur-
nished all the information required
under paragraph (a) of this section;

(B) Any material information sub-
mitted is substantially inaccurate;

(C) The Board is unable to complete
the investigation of an acquiring per-
son because of inadequate cooperation
or delay by that person; or

(D) Additional time is needed to in-
vestigate and determine that no ac-
quiring person has a record of failing to
comply with the requirements of the
Bank Secrecy Act, subchapter II of
Chapter b3 of title 31, United States
Code.
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(iii) If the Board extends the time pe-
riod under this paragraph, it shall no-
tify the acquiring person(s) of the rea-
sons therefor and shall include a state-
ment of the information, if any,
deemed incomplete or inaccurate.

(e) Advice to bank supervisory agencies.
(1) Upon accepting a notice relating to
acquisition of securities of a state
member bank, the Reserve Bank shall
send a copy of the notice to the appro-
priate state bank supervisor, which
shall have 30 calendar days from the
date the notice is sent in which to sub-
mit its views and recommendations to
the Board. The Reserve Bank also shall
send a copy of any notice to the Comp-
troller of the Currency, the Federal De-
posit Insurance Corporation, and the
Office of Thrift Supervision.

(2) If the Board finds that it must act
immediately in order to prevent the
probable failure of the bank or bank
holding company involved, the Board
may dispense with or modify the re-
quirements for notice to the state su-
pervisor.

(f) Investigation and report. (1) After
receiving a notice under this subpart,
the Board or the appropriate Reserve
Bank shall conduct an investigation of
the competence, experience, integrity,
and financial ability of each person by
and for whom an acquisition is to be
made. The Board shall also make an
independent determination of the accu-
racy and completeness of any informa-
tion required to be contained in a no-
tice under paragraph (a) of this section.
In investigating any notice accepted
under this subpart, the Board or Re-
serve Bank may solicit information or
views from any person, including any
bank or bank holding company in-
volved in the notice, and any appro-
priate state, federal, or foreign govern-
mental authority.

(2) The Board or the appropriate Re-
serve Bank shall prepare a written re-
port of its investigation, which shall
contain, at a minimum, a summary of
the results of the investigation.

(g) Factors considered in acting on no-
tices. In reviewing a notice filed under
this subpart, the Board shall consider
the information in the record, the
views and recommendations of the ap-
propriate bank supervisor, and any
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other relevant information obtained
during any investigation of the notice.

(h) Disapproval and hearing—(1) Dis-
approval of notice. The Board may dis-
approve an acquisition if it finds ad-
verse effects with respect to any of the
factors set forth in paragraph 7 of the
Bank Control Act (12 U.S.C. 1817()(7))
(i.e., competitive, financial, manage-
rial, banking, or incompleteness of in-
formation).

(2) Disapproval notification. Within
three days after its decision to issue a
notice of intent to disapprove any pro-
posed acquisition, the Board shall no-
tify the acquiring person in writing of
the reasons for the action.

(3) Hearing. Within 10 calendar days
of receipt of the notice of the Board’s
intent to disapprove, the acquiring per-
son may submit a written request for a
hearing. Any hearing conducted under
this paragraph shall be in accordance
with the Rules of Practice for Formal
Hearings (12 CFR part 263). At the con-
clusion of the hearing, the Board shall,
by order, approve or disapprove the
proposed acquisition on the basis of the
record of the hearing. If the acquiring
person does not request a hearing, the
notice of intent to disapprove becomes
final and unappealable.

§225.44 Reporting of stock loans.

(a) Requirements. (1) Any foreign bank
or affiliate of a foreign bank that has
credit outstanding to any person or
group of persons, in the aggregate,
which is secured, directly or indirectly,
by 25 percent or more of any class of
voting securities of a state member
bank, shall file a consolidated report
with the appropriate Reserve Bank for
the state member bank.

(2) The foreign bank or its affiliate
also shall file a copy of the report with
its appropriate Federal banking agen-
cy.

(3) Any shares of the state member
bank held by the foreign bank or any
affiliate of the foreign bank as prin-
cipal must be included in the calcula-
tion of the number of shares in which
the foreign bank or its affiliate has a
security interest for purposes of para-
graph (a) of this section.

(b) Definitions. For purposes of para-
graph (a) of this section:
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(1) Foreign bank shall have the same
meaning as in section 1(b) of the Inter-
national Banking Act of 1978 (12 U.S.C.
3101).

(2) Credit outstanding includes any
loan or extension of credit; the
issuance of a guarantee, acceptance, or
letter of credit, including an endorse-
ment or standby letter of credit; and
any other type of transaction that ex-
tends credit or financing to the person
or group of persons.

(3) Group of persons includes any
number of persons that the foreign
bank or any affiliate of a foreign bank
has reason to believe:

(i) Are acting together, in concert, or
with one another to acquire or control
shares of the same insured depository
institution, including an acquisition of
shares of the same depository institu-
tion at approximately the same time
under substantially the same terms; or

(i1) Have made, or propose to make, a
joint filing under section 13 or 14 of the
Securities Exchange Act of 1934 (15
U.S.C. 78m or 78n), and the rules pro-
mulgated thereunder by the Securities
and Exchange Commission regarding
ownership of the shares of the same in-
sured depository institution.

(¢c) Ezxceptions. Compliance with para-
graph (a) of this section is not required
if:

(1) The person or group of persons re-
ferred to in that paragraph has dis-
closed the amount borrowed and the se-
curity interest therein to the Board or
appropriate Reserve Bank in connec-
tion with a notice filed under §225.41 of
this subpart, or another application
filed with the Board or Reserve Bank
as a substitute for a notice under
§225.41 of this subpart, including an ap-
plication filed under section 3 of the
BHC Act (12 U.S.C. 1842) or section 18(c)
of the Federal Deposit Insurance Act
(Bank Merger Act, 12 U.S.C. 1828(c)), or
an application for membership in the
Federal Reserve System; or

(2) The transaction involves a person
or group of persons that has been the
owner or owners of record of the stock
for a period of one year or more; or, if
the transaction involves stock issued
by a newly chartered bank, before the
bank is opened for business.

(d) Report requirements. (1) The con-
solidated report shall indicate the
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number and percentage of shares secur-
ing each applicable extension of credit,
the identity of the borrower, and the
number of shares held as principal by
the foreign bank and any affiliate
thereof.

(2) A foreign bank, or any affiliate of
a foreign bank, shall file the consoli-
dated report in writing within 30 days
of the date on which the foreign bank
or affiliate first believes that the secu-
rity for any outstanding credit consists
of 25 percent or more of any class of
voting securities of a state member
bank.

(e) Other reporting requirements. A for-
eign bank, or any affiliate thereof, that
is supervised by the System and is re-
quired to report credit outstanding
that is secured by the shares of an in-
sured depository institution to another
Federal banking agency also shall file
a copy of the report with the appro-
priate Reserve Bank.

Subpart F—Limitations on
Nonbank Banks

§225.52 Limitation on overdrafts.

(a) Definitions. For purposes of this
section—

(1) Account means a reserve account,
clearing account, or deposit account as
defined in the Board’s Regulation D (12
CFR 204.2(a)(1)(i)), that is maintained
at a Federal Reserve Bank or nonbank
bank.

(2) Cash item means (i) a check other
than a check classified as a noncash
item; or (ii) any other item payable on
demand and collectible at par that the
Federal Reserve Bank of the district in
which the item is payable is willing to
accept as a cash item.

(3) Discount window loan means any
credit extended by a Federal Reserve
Bank to a nonbank bank or industrial
bank pursuant to the provisions of the
Board’s Regulation A (12 CFR part 201).

(4) Industrial bank means an institu-
tion as defined in section 2(c)(2)(H) of
the BHC Act (12 U.S.C. 1841(¢c)(2)(H)).

(5) Noncash item means an item han-
dled by a Reserve Bank as a noncash
item under the Reserve Bank’s ‘“‘Col-
lection of Noncash Items Operating
Circular” (e.g., a maturing bankers’ ac-
ceptance or a maturing security, or a
demand item, such as a check, with
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special instructions or an item that
has not been preprinted or post-en-
coded).

(6) Other nonelectronic transactions in-
clude all other transactions not in-
cluded as funds transfers, book-entry
securities  transfers, cash items,
noncash items, automated clearing
house transactions, net settlement en-
tries, and discount window loans (e.g.,
original issue of securities or redemp-
tion of securities).

(7) An overdraft in an account occurs
whenever the Federal Reserve Bank,
nonbank bank, or industrial bank hold-
ing an account posts a transaction to
the account of the nonbank bank, in-
dustrial bank, or affiliate that exceeds
the aggregate balance of the accounts
of the nonbank bank, industrial bank,
or affiliate, as determined by the post-
ing rules set forth in paragraphs (d)
and (e) of this section and continues
until the aggregate balance of the ac-
count is zero or greater.

(8) Transfer item means an item as de-
fined in subpart B of Regulation J (12
CFR 210.25 et seq).

(b) Restriction on overdrafts—(1) Affili-
ates. Neither a nonbank bank nor an in-
dustrial bank shall permit any affiliate
to incur any overdraft in its account
with the nonbank bank or industrial
bank.

(2) Nonbank banks or industrial banks.
(i) No nonbank bank or industrial bank
shall incur any overdraft in its account
at a Federal Reserve Bank on behalf of
an affiliate.

(ii) An overdraft by a nonbank bank
or industrial bank in its account at a
Federal Reserve Bank shall be deemed
to be on behalf of an affiliate whenever:

(A) A nonbank bank or industrial
bank holds an account for an affiliate
from which third-party payments can
be made; and

(B) When the posting of an affiliate’s
transaction to the nonbank bank’s or
industrial bank’s account at a Reserve
Bank creates an overdraft in its ac-
count at a Federal Reserve Bank or in-
creases the amount of an existing over-
draft in its account at a Federal Re-
serve Bank.

(c) Permissible overdrafts. The fol-
lowing are permissible overdrafts not
subject to paragraph (b) of this section:
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(1) Inadvertent error. An overdraft in
its account by a nonbank bank or its
affiliate, or an industrial bank or its
affiliate, that results from an inad-
vertent computer error or inadvertent
accounting error, that was not reason-
ably forseeable or could not have been
prevented through the maintenance of
procedures reasonably adopted by the
nonbank bank or affiliate to avoid such
overdraft; and

(2) Fully secured primary dealer affil-
iate overdrafts. (i) An overdraft incurred
by an affiliate of a nonbank bank,
which affiliate is recognized as a pri-
mary dealer by the Federal Reserve
Bank of New York, in the affiliate’s ac-
count at the nonbank bank, or an over-
draft incurred by a nonbank bank on
behalf of its primary dealer affiliate in
the nonbank bank’s account at a Fed-
eral Reserve Bank; provided: the over-
draft is fully secured by bonds, notes,
or other obligations which are direct
obligations of the United States or on
which the principal and interest are
fully guaranteed by the United States
or by securities and obligations eligible
for settlement on the Federal Reserve
book-entry system.

(ii) An overdraft by a nonbank bank
in its account at a Federal Reserve
Bank that is on behalf of a primary
dealer affiliate is fully secured when
that portion of its overdraft at the
Federal Reserve Bank that corresponds
to the transaction posted for an affil-
iate that caused or increased the
nonbank bank’s overdraft is fully se-
cured in accordance with paragraph
(¢)(2)(iii) of this section.

(iii) An overdraft is fully secured
under paragraph (c)(2)(i) when the
nonbank bank can demonstrate that
the overdraft is secured, at all times,
by a perfected security interest in spe-
cific, identified obligations described in
paragraph (c)(2)(i) with a market value
that, in the judgment of the Reserve
Bank holding the nonbank bank’s ac-
count, is sufficiently in excess of the
amount of the overdraft to provide a
margin of protection in a volatile mar-
ket or in the event the securities need
to be liquidated quickly.

(d) Posting by Federal Reserve Banks.
For purposes of determining the bal-
ance of an account under this section,
payments and transfers by nonbank
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banks and industrial banks processed
by the Federal Reserve Banks shall be
considered posted to their accounts at
Federal Reserve Banks as follows:

(1) Funds transfers. Transfer items
shall be posted:

(i) To the transferor’s account at the
time the transfer is actually made by
the transferor’s Federal Reserve Bank;
and

(ii) To the transferee’s account at the
time the transferee’s Reserve Bank
sends the transfer item or sends or
telephones the advice of credit for the
item to the transferee, whichever oc-
curs first.

(2) Book-entry securities transfers
against payment. A book-entry securi-
ties transfer against payment shall be
posted: (i) to the transferor’s account
at the time the entry is made by the
transferor’s Reserve Bank; and (ii) to
the transferee’s account at the time
the entry is made by the transferee’s
Reserve Bank.

(3) Discount window loans. Credit for a
discount window loan shall be posted
to the account of a nonbank bank or
industrial bank at the close of business
on the day that it is made or such ear-
lier time as may be specifically agreed
to by the Federal Reserve Bank and
the nonbank bank under the terms of
the loan. Debit for repayment of a dis-
count window loan shall be posted to
the account of the nonbank bank or in-
dustrial bank as of the close of busi-
ness on the day of maturity of the loan
or such earlier time as may be agreed
to by the Federal Reserve Bank and
the nonbank bank or required by the
Federal Reserve Bank under the terms
of the loan.

(4) Other transactions. Total aggregate
credits for automated clearing house
transfers, cash items, noncash items,
net settlement entries, and other non-
electronic transactions shall be posted
to the account of a nonbank bank or
industrial bank as of the opening of
business on settlement day. Total ag-
gregate debits for these transactions
and entries shall be posted to the ac-
count of a nonbank bank or industrial
bank as of the close of business on set-
tlement day.

(e) Posting by monbank banks and in-
dustrial banks. For purposes of deter-
mining the balance of an affiliate’s ac-
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count under this section, payments and
transfers through an affiliate’s account
at a nonbank bank or industrial bank
shall be posted as follows:

(1) Funds transfers. (i) Fedwire trans-
fer items shall be posted:

(A) To the transferor affiliate’s ac-
count no later than the time the trans-
fer is actually made by the transferor’s
Federal Reserve Bank; and

(B) To the transferee affiliate’s ac-
count no earlier than the time the
transferee’s Reserve Bank sends the
transfer item, or sends or telephones
the advice of credit for the item to the
transferee, whichever occurs first.

(ii) For funds transfers not sent or re-
ceived through Federal Reserve Banks,
debits shall be posted to the transferor
affiliate’s account not later than the
time the nonbank bank or industrial
bank becomes obligated on the trans-
fer. Credits shall not be posted to the
transferee affiliate’s account before the
nonbank bank or industrial bank has
received actually and finally collected
funds for the transfer.

(2) Book-entry securities transfers
against payment. (i) A book-entry secu-
rities transfer against payment shall
be posted:

(A) To the transferor affiliate’s ac-
count not earlier than the time the
entry is made by the transferor’s Re-
serve Bank; and

(B) To the transferee affiliate’s ac-
count not later than the time the entry
is made by the transferee’s Reserve
Bank.

(ii) For book-entry securities trans-
fers against payment that are not sent
or received through Federal Reserve
Banks, entries shall be posted:

(A) To the buyer-affiliate’s account
not later than the time the nonbank
bank or industrial bank becomes obli-
gated on the transfer; and

(B) To the seller-affiliate’s account
not before the nonbank bank or indus-
trial bank has received actually and fi-
nally collected funds for the transfer.

(3) Other transactions—(i) Credits. Ex-
cept as otherwise provided in this para-
graph, credits for cash items, noncash
items, ACH transfers, net settlement
entries, and all other nonelectronic
transactions shall be posted to an af-
filiate’s account on the day of the
transaction (i.e., settlement day for
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ACH transactions or the day of credit
for check transactions), but no earlier
than the Federal Reserve Bank’s open-
ing of business on that day. Credit for
cash items that are required by federal
or state statute or regulation to be
made available to the depositor for
withdrawal prior to the posting time
set forth in the preceding paragraph
shall be posted as of the required avail-
ability time.

(ii) Debits. Debits for cash items,
noncash items, ACH transfers, net set-
tlement entries, and all other nonelec-
tronic transactions shall be posted to
an affiliate’s account on the day of the
transaction (e.g., settlement day for
ACH transactions or the day of pre-
sentment for check transactions), but
no later than the Federal Reserve
Bank’s close of business on that day. If
a check drawn on an affiliate’s account
or an ACH debit transfer received by an
affiliate is returned timely by the
nonbank bank or industrial bank in ac-
cordance with applicable law and
agreements, no entry need to be posted
to the affiliate’s account for such item.

[Reg. Y, 53 FR 37744, Sept. 28, 1988]

Subpart G—Appraisal Standards
for Federally Related Transactions

SOURCE: Reg. Y, 55 FR 27771, July 5, 1990,
unless otherwise noted.

§225.61 Authority, purpose, and scope.

(a) Authority. This subpart is issued
by the Board of Governors of the Fed-
eral Reserve System (the Board) under
title XI of the Financial Institutions
Reform, Recovery, and Enforcement
Act of 1989 (FIRREA) (Pub. L. No. 101-
73, 103 Stat. 183 (1989)), 12 U.S.C. 3310,
3331-3351, and section 5(b) of the Bank
Holding Company Act, 12 U.S.C. 1844(b).

(b) Purpose and scope. (1) Title XI pro-
vides protection for federal financial
and public policy interests in real es-
tate related transactions by requiring
real estate appraisals used in connec-
tion with federally related transactions
to be performed in writing, in accord-
ance with uniform standards, by ap-
praisers whose competency has been
demonstrated and whose professional
conduct will be subject to effective su-
pervision. This subpart implements the
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requirements of title XI, and applies to
all federally related transactions en-
tered into by the Board or by institu-
tions regulated by the Board (regulated
institutions).

(2) This subpart:

(i) Identifies which real estate-re-
lated financial transactions require the
services of an appraiser;

(ii) Prescribes which categories of
federally related transactions shall be
appraised by a State certified appraiser
and which by a State licensed ap-
praiser; and

(iii) Prescribes minimum standards
for the performance of real estate ap-
praisals in connection with federally
related transactions under the jurisdic-
tion of the Board.

§225.62 Definitions.

(a) Appraisal means a written state-
ment independently and impartially
prepared by a qualified appraiser set-
ting forth an opinion as to the market
value of an adequately described prop-
erty as of a specific date(s), supported
by the presentation and analysis of rel-
evant market information.

(b) Appraisal Foundation means the
Appraisal Foundation established on
November 30, 1987, as a not-for-profit
corporation under the laws of Illinois.

(c) Appraisal Subcommittee means the
Appraisal Subcommittee of the Federal
Financial Institutions Examination
Council.

(d) Business loan means a loan or ex-
tension of credit to any corporation,
general or limited partnership, busi-
ness trust, joint venture, pool, syn-
dicate, sole proprietorship, or other
business entity.

(e) Commercial real estate transaction
means a real estate-related financial
transaction that is not secured by a
single 1-to-4 family residential prop-
erty.

(f) Complex appraisal for a residential
real estate transaction means one in
which the property to be appraised, the
form of ownership, or market condi-
tions are atypical.

(g) Federally related transaction means
any real estate-related financial trans-
action entered into on or after August
9, 1990, that:

(1) The Board or any regulated insti-
tution engages in or contracts for; and
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(2) Requires the services of an ap-
praiser.

(h) Market value means the most
probable price which a property should
bring in a competitive and open mar-
ket under all conditions requisite to a
fair sale, the buyer and seller each act-
ing prudently and knowledgeably, and
assuming the price is not affected by
undue stimulus. Implicit in this defini-
tion is the consummation of a sale as
of a specified date and the passing of
title from seller to buyer under condi-
tions whereby:

(1) Buyer and seller are typically mo-
tivated;

(2) Both parties are well informed or
well advised, and acting in what they
consider their own best interests;

(3) A reasonable time is allowed for
exposure in the open market;

(4) Payment is made in terms of cash
in U.S. dollars or in terms of financial
arrangements comparable thereto; and

(5) The price represents the normal
consideration for the property sold un-
affected by special or creative financ-
ing or sales concessions granted by
anyone associated with the sale.

(1) Real estate or real property means
an identified parcel or tract of land,
with improvements, and includes ease-
ments, rights of way, undivided or fu-
ture interests, or similar rights in a
tract of land, but does not include min-
eral rights, timber rights, growing
crops, water rights, or similar interests
severable from the land when the
transaction does not involve the asso-
ciated parcel or tract of land.

() Real estate-related financial trans-
action means any transaction involv-
ing:

(1) The sale, lease, purchase, invest-
ment in or exchange of real property,
including interests in property, or the
financing thereof; or

(2) The refinancing of real property
or interests in real property; or

(3) The use of real property or inter-
ests in property as security for a loan
or investment, including mortgage-
backed securities.

(k) Residential real estate transaction
means a real estate-related financial
transaction that is secured by a single
1-to-4 family residential property.

(1) State certified appraiser means any
individual who has satisfied the re-
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quirements for certification in a State
or territory whose criteria for certifi-
cation as a real estate appraiser cur-
rently meet or exceed the minimum
criteria for certification issued by the
Appraiser Qualifications Board of the
Appraisal Foundation. No individual
shall be a State certified appraiser un-
less such individual has achieved a
passing grade upon a suitable examina-
tion administered by a State or terri-
tory that is consistent with and equiv-
alent to the Uniform State Certifi-
cation Examination issued or endorsed
by the Appraiser Qualifications Board
of the Appraisal Foundation. In addi-
tion, the Appraisal Subcommittee
must not have issued a finding that the
policies, practices, or procedures of the
State or territory are inconsistent
with title XI of FIRREA. The Board
may, from time to time, impose addi-
tional qualification criteria for cer-
tified appraisers performing appraisals
in connection with federally related
transactions within its jurisdiction.

(m) State licensed appraiser means any
individual who has satisfied the re-
quirements for licensing in a State or
territory where the licensing proce-
dures comply with title XI of FIRREA
and where the Appraisal Subcommittee
has not issued a finding that the poli-
cies, practices, or procedures of the
State or territory are inconsistent
with title XI. The Board may, from
time to time, impose additional quali-
fication criteria for licensed appraisers
performing appraisals in connection
with federally related transactions
within the Board’s jurisdiction.

(n) Tract development means a project
of five units or more that is con-
structed or is to be constructed as a
single development.

(0) Transaction value means:

(1) For loans or other extensions of
credit, the amount of the loan or ex-
tension of credit;

(2) For sales, leases, purchases, and
investments in or exchanges of real
property, the market value of the real
property interest involved; and

(3) For the pooling of loans or inter-
ests in real property for resale or pur-
chase, the amount of the loan or the
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market value of the real property cal-
culated with respect to each such loan
or interest in real property.

[Reg. Y, 556 FR 27771, July 5, 1990, as amended
at 59 FR 29500, June 7, 1994; 83 FR 15035, Apr.
9, 2018; 84 FR 53597, Oct. 8, 2019]

§225.63 Appraisals required; trans-
actions requiring a State certified
or licensed appraiser.

(a) Appraisals required. An appraisal
performed by a State certified or li-
censed appraiser is required for all real
estate-related financial transactions
except those in which:

(1) The transaction is a residential
real estate transaction that has a
transaction value of $400,000 or less;

(2) A lien on real estate has been
taken as collateral in an abundance of
caution;

(3) The transaction is not secured by
real estate;

(4) A lien on real estate has been
taken for purposes other than the real
estate’s value;

(5) The transaction is a business loan
that:

(i) Has a transaction value of $1 mil-
lion or less; and

(ii) Is not dependent on the sale of, or
rental income derived from, real estate
as the primary source of repayment;

(6) A lease of real estate is entered
into, unless the lease is the economic
equivalent of a purchase or sale of the
leased real estate;

(7) The transaction involves an exist-
ing extension of credit at the lending
institution, provided that:

(i) There has been no obvious and ma-
terial change in market conditions or
physical aspects of the property that
threatens the adequacy of the institu-
tion’s real estate collateral protection
after the transaction, even with the ad-
vancement of new monies; or

(ii) There is no advancement of new
monies, other than funds necessary to
cover reasonable closing costs;

(8) The transaction involves the pur-
chase, sale, investment in, exchange of,
or extension of credit secured by, a
loan or interest in a loan, pooled loans,
or interests in real property, including
mortgaged-backed securities, and each
loan or interest in a loan, pooled loan,
or real property interest met Board
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regulatory requirements for appraisals
at the time of origination;

(9) The transaction is wholly or par-
tially insured or guaranteed by a
United States government agency or
United States government sponsored
agency;

(10) The transaction either:

(i) Qualifies for sale to a United
States government agency or United
States government sponsored agency;
or

(ii) Involves a residential real estate
transaction in which the appraisal con-
forms to the Federal National Mort-
gage Association or Federal Home
Loan Mortgage Corporation appraisal
standards applicable to that category
of real estate;

(11) The regulated institution is act-
ing in a fiduciary capacity and is not
required to obtain an appraisal under
other law;

(12) The transaction involves under-
writing or dealing in mortgage-backed
securities;

(13) The Board determines that the
services of an appraiser are not nec-
essary in order to protect Federal fi-
nancial and public policy interests in
real estate-related financial trans-
actions or to protect the safety and
soundness of the institution;

(14) The transaction is a commercial
real estate transaction that has a
transaction value of $500,000 or less; or

(156) The transaction is exempted
from the appraisal requirement pursu-
ant to the rural residential exemption
under 12 U.S.C. 3356.

(b) Evaluations required. For a trans-
action that does not require the serv-
ices of a State certified or licensed ap-
praiser under paragraphs (a)(1), (5), (1),
(14), or (15) of this section, the institu-
tion shall obtain an appropriate eval-
uation of real property collateral that
is consistent with safe and sound bank-
ing practices.

(c) Appraisals to address safety and
soundness concerns. The Board reserves
the right to require an appraisal under
this subpart whenever the agency be-
lieves it is necessary to address safety
and soundness concerns.

(d) Transactions requiring a State cer-
tified appraiser—(1) All transactions of
31,000,000 or more. All federally related
transactions having a transaction
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value of $1,000,000 or more shall require
an appraisal prepared by a State cer-
tified appraiser.

(2) Commercial real estate transactions
of more than $500,000. All federally re-
lated transactions that are commercial
real estate transactions having a trans-
action value of more than $500,000 shall
require an appraisal prepared by a
State certified appraiser.

(38) Complex appraisals for residential
real estate transactions of more than
3400,000. All complex appraisals for res-
idential real estate transactions ren-
dered in connection with federally re-
lated transactions shall require a State
certified appraiser if the transaction
value is more than $400,000. A regulated
institution may presume that apprais-
als for residential real estate trans-
actions are not complex, unless the in-
stitution has readily available infor-
mation that a given appraisal will be
complex. The regulated institution
shall be responsible for making the
final determination of whether the ap-
praisal is complex. If during the course
of the appraisal a licensed appraiser
identifies factors that would result in
the property, form of ownership, or
market conditions being considered
atypical, then either:

(i) The regulated institution may ask
the licensed appraiser to complete the
appraisal and have a certified appraiser
approve and co-sign the appraisal; or

(ii) The institution may engage a cer-
tified appraiser to complete the ap-
praisal.

(e) Transactions requiring either a State
certified or licensed appraiser. All ap-
praisals for federally related trans-
actions not requiring the services of a
State certified appraiser shall be pre-
pared by either a State certified ap-
praiser or a State licensed appraiser.

[Reg. Y, 556 FR 27771, July 5, 1990, as amended
at 58 FR 15077, Mar. 19, 1993; 59 FR 29500, June
7, 1994; 63 FR 65532, Nov. 27, 1998; 83 FR 15035,
Apr. 9, 2018; 84 FR 53597, 53598, Oct. 8, 2019]

§225.64 Minimum appraisal standards.

For federally related transactions,
all appraisals shall, at a minimum:

(a) Conform to generally accepted ap-
praisal standards as evidenced by the
Uniform Standards of Professional Ap-
praisal Practice promulgated by the
Appraisal Standards Board of the Ap-
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praisal Foundation, 1029 Vermont Ave.,
NW., Washington, DC 20005, unless prin-
ciples of safe and sound banking re-
quire compliance with stricter stand-
ards;

(b) Be written and contain sufficient
information and analysis to support
the institution’s decision to engage in
the transaction;

(c) Be subject to appropriate review
for compliance with the Uniform
Standards of Professional Appraisal
Practice;

(d) Analyze and report appropriate
deductions and discounts for proposed
construction or renovation, partially
leased Dbuildings, non-market Ilease
terms, and tract developments with
unsold units;

(e) Be based upon the definition of
market value as set forth in this sub-
part; and

(f) Be performed by State licensed or
certified appraisers in accordance with
requirements set forth in this subpart.

[Reg. Y, 59 FR 29501, June 7, 1994, as amended
at 84 FR 53598, Oct. 8, 2019]

§225.65 Appraiser independence.

(a) Staff appraisers. If an appraisal is
prepared by a staff appraiser, that ap-
praiser must be independent of the
lending, investment, and collection
functions and not involved, except as
an appraiser, in the federally related
transaction, and have no direct or indi-
rect interest, financial or otherwise, in
the property. If the only qualified per-
sons available to perform an appraisal
are involved in the lending, invest-
ment, or collection functions of the
regulated institution, the regulated in-
stitution shall take appropriate steps
to ensure that the appraisers exercise
independent judgment and that the ap-
praisal is adequate. Such steps include,
but are not limited to, prohibiting an
individual from performing appraisals
in connection with federally related
transactions in which the appraiser is
otherwise involved and prohibiting di-
rectors and officers from participating
in any vote or approval involving as-
sets on which they performed an ap-
praisal.

(b) Fee appraisers. (1) If an appraisal
is prepared by a fee appraiser, the ap-
praiser shall be engaged directly by the
regulated institution or its agent, and
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have no direct or indirect interest, fi-
nancial or otherwise, in the property or
the transaction.

(2) A regulated institution also may
accept an appraisal that was prepared
by an appraiser engaged directly by an-
other financial services institution, if:

(i) The appraiser has no direct or in-
direct interest, financial or otherwise,
in the property or the transaction; and

(ii) The regulated institution deter-
mines that the appraisal conforms to
the requirements of this subpart and is
otherwise acceptable.

[Reg. Y, 556 FR 27771, July 5, 1990, as amended
at 59 FR 29501, June 7, 1994]

§225.66 Professional association mem-
bership; competency.

(a) Membership in appraisal organiza-
tions. A State certified appraiser or a
State licensed appraiser may not be ex-
cluded from consideration for an as-
signment for a federally related trans-
action solely by virtue of membership
or lack of membership in any par-
ticular appraisal organization.

(b) Competency. All staff and fee ap-
praisers performing appraisals in con-
nection with federally related trans-
actions must be State certified or 1li-
censed, as appropriate. However, a
State certified or licensed appraiser
may not be considered competent sole-
ly by virtue of being certified or li-
censed. Any determination of com-
petency shall be based upon the indi-
vidual’s experience and educational
background as they relate to the par-
ticular appraisal assignment for which
he or she is being considered.

§225.67

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

Enforcement.
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Subpart H—Notice of Addition or
Change of Directors and Sen-
ior Executive Officers

SOURCE: Reg. Y, 62 FR 9341, Feb. 28, 1997,
unless otherwise noted.

§225.71 Definitions.

(a) Director means a person Wwho
serves on the board of directors of a
regulated institution, except that this
term does not include an advisory di-
rector who:

(1) Is not elected by the shareholders
of the regulated institution;

(2) Is not authorized to vote on any
matters before the board of directors or
any committee thereof;

(3) Solely provides general policy ad-
vice to the board of directors and any
committee thereof; and

(4) Has not been identified by the
Board or Reserve Bank as a person who
performs the functions of a director for
purposes of this subpart.

(b) Regulated institution means a state
member bank or a bank holding com-
pany.

(c) Senior executive officer means a
person who holds the title or, without
regard to title, salary, or compensa-
tion, performs the function of one or
more of the following positions: presi-
dent, chief executive officer, chief oper-
ating officer, chief financial officer,
chief lending officer, or chief invest-
ment officer. Senior executive officer
also includes any other person identi-
fied by the Board or Reserve Bank,
whether or not hired as an employee,
with significant influence over, or who
participates in, major policymaking
decisions of the regulated institution.

(d) Troubled condition for a regulated
institution means an institution that:

(1) Has a composite rating, as deter-
mined in its most recent report of ex-
amination or inspection, of 4 or 5 under
the Uniform Financial Institutions
Rating System or under the Federal
Reserve Bank Holding Company Rating
System;

(2) Is subject to a cease-and-desist
order or formal written agreement that
requires action to improve the finan-
cial condition of the institution, unless
otherwise informed in writing by the
Board or Reserve Bank; or
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(3) Is informed in writing by the
Board or Reserve Bank that it is in
troubled condition for purposes of the
requirements of this subpart on the
basis of the institution’s most recent
report of condition or report of exam-
ination or inspection, or other informa-
tion available to the Board or Reserve
Bank.

§225.72 Director and officer appoint-
ments; prior notice requirement.

(a) Prior notice by regulated institution.
A regulated institution shall give the
Board 30 days’ written notice, as speci-
fied in §225.73, before adding or replac-
ing any member of its board of direc-
tors, employing any person as a senior
executive officer of the institution, or
changing the responsibilities of any
senior executive officer so that the per-
son would assume a different senior ex-
ecutive officer position, if:

(1) The regulated institution is not in
compliance with all minimum capital
requirements applicable to the institu-
tion as determined on the basis of the
institution’s most recent report of con-
dition or report of examination or in-
spection;

(2) The regulated institution is in
troubled condition; or

(3) The Board determines, in connec-
tion with its review of a capital res-
toration plan required under section 38
of the Federal Deposit Insurance Act or
subpart B of the Board’s Regulation H,
or otherwise, that such notice is appro-
priate.

(b) Prior notice by individual. The
prior notice required by paragraph (a)
of this section may be provided by an
individual seeking election to the
board of directors of a regulated insti-
tution.

§225.73 Procedures for filing, proc-
essing, and acting on notices; stand-
ards for disapproval; waiver of no-
tice.

(a) Filing notice—(1) Content. The no-
tice required in §225.72 shall be filed
with the appropriate Reserve Bank and
shall contain:

(i) The information required by para-
graph 6(A) of the Change in Bank Con-
trol Act (12 U.S.C. 1817(j)(6)(A)) as may
be prescribed in the designated Board
form;
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(ii) Additional information con-
sistent with the Federal Financial In-
stitutions Examination Council’s Joint
Statement of Guidelines on Conducting
Background Checks and Change in Con-
trol Investigations, as set forth in the
designated Board form; and

(iii) Such other information as may
be required by the Board or Reserve
Bank.

(2) Modification. The Reserve Bank
may modify or accept other informa-
tion in place of the requirements of
§225.73(a)(1) for a notice filed under this
subpart.

(3) Acceptance and processing of notice.
The 30-day notice period specified in
§225.72 shall begin on the date all infor-
mation required to be submitted by the
notificant pursuant to §225.73(a)(1) is
received by the appropriate Reserve
Bank. The Reserve Bank shall notify
the regulated institution or individual
submitting the notice of the date on
which all required information is re-
ceived and the notice is accepted for
processing, and of the date on which
the 30-day notice period will expire.
The Board or Reserve Bank may extend
the 30-day notice period for an addi-
tional period of not more than 60 days
by notifying the regulated institution
or individual filing the notice that the
period has been extended and stating
the reason for not processing the no-
tice within the 30-day notice period.

(b) Commencement of service—(1) At ex-
piration of period. A proposed director
or senior executive officer may begin
service after the end of the 30-day pe-
riod and any extension as provided
under paragraph (a)(3) of this section,
unless the Board or Reserve Bank dis-
approves the notice before the end of
the period.

(2) Prior to expiration of period. A pro-
posed director or senior executive offi-
cer may begin service before the end of
the 30-day period and any extension as
provided under paragraph (a)(3) of this
section, if the Board or the Reserve
Bank notifies in writing the regulated
institution or individual submitting
the notice of the Board’s or Reserve
Bank’s intention not to disapprove the
notice.

(c) Notice of disapproval. The Board or
Reserve Bank shall disapprove a notice
under §225.72 if the Board or Reserve
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Bank finds that the competence, expe-
rience, character, or integrity of the
individual with respect to whom the
notice is submitted indicates that it
would not be in the best interests of
the depositors of the regulated institu-
tion or in the best interests of the pub-
lic to permit the individual to be em-
ployed by, or associated with, the regu-
lated institution. The notice of dis-
approval shall contain a statement of
the basis for disapproval and shall be
sent to the regulated institution and
the disapproved individual.

(d) Appeal of a notice of disapproval.
(1) A disapproved individual or a regu-
lated institution that has submitted a
notice that is disapproved under this
section may appeal the disapproval to
the Board within 15 days of the effec-
tive date of the notice of disapproval.
An appeal shall be in writing and ex-
plain the reasons for the appeal and in-
clude all facts, documents, and argu-
ments that the appealing party wishes
to be considered in the appeal, and
state whether the appealing party is
requesting an informal hearing.

(2) Written notice of the final deci-
sion of the Board shall be sent to the
appealing party within 60 days of the
receipt of an appeal, unless the appeal-
ing party’s request for an informal
hearing is granted.

(3) The disapproved individual may
not serve as a director or senior execu-
tive officer of the state member bank
or bank holding company while the ap-
peal is pending.

(e) Informal hearing. (1) An individual
or regulated institution whose notice
under this section has been disapproved
may request an informal hearing on
the notice. A request for an informal
hearing shall be in writing and shall be
submitted within 15 days of a notice of
disapproval. The Board may, in its sole
discretion, order an informal hearing if
the Board finds that oral argument is
appropriate or necessary to resolve dis-
putes regarding material issues of fact.

(2) An informal hearing shall be held
within 30 days of a request, if granted,
unless the requesting party agrees to a
later date.

(3) Written notice of the final deci-
sion of the Board shall be given to the
individual and the regulated institu-
tion within 60 days of the conclusion of
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any informal hearing ordered by the
Board, unless the requesting party
agrees to a later date.

(f) Waiver of notice—(1) Waiver re-
quests. The Board or Reserve Bank may
permit an individual to serve as a sen-
ior executive officer or director before
the notice required under this subpart
is provided, if the Board or Reserve
Bank finds that:

(i) Delay would threaten the safety
or soundness of the regulated institu-
tion or a bank controlled by a bank
holding company;

(ii) Delay would not be in the public
interest; or

(iii) Other extraordinary cir-
cumstances exist that justify waiver of
prior notice.

(2) Automatic waiver. An individual
may serve as a director upon election
to the board of directors of a regulated
institution before the notice required
under this subpart is provided if the in-
dividual:

(i) Is not proposed by the manage-
ment of the regulated institution;

(ii) Is elected as a new member of the
board of directors at a meeting of the
regulated institution; and

(iii) Provides to the appropriate Re-
serve Bank all the information re-
quired in §225.73(a) within two (2) busi-
ness days after the individual’s elec-
tion.

(3) Effect on disapproval authority. A
waiver shall not affect the authority of
the Board or Reserve Bank to dis-
approve a notice within 30 days after a
waiver is granted under paragraph (f)(1)
of this section or the election of an in-
dividual who has filed a notice and is
serving pursuant to an automatic waiv-
er under paragraph (f)(2) of this sec-
tion.

Subpart I—Financial Holding
Companies

SOURCE: Reg. Y, 66 FR 415, Jan. 3, 2001, un-
less otherwise noted.

§225.81 What is a financial holding
company?

(a) Definition. A financial holding
company is a bank holding company
that meets the requirements of this
section.
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(b) Requirements to be a financial hold-
ing company. In order to be a financial
holding company:

(1) All depository institutions con-
trolled by the bank holding company
must be and remain well capitalized;

(2) All depository institutions con-
trolled by the bank holding company
must be and remain well managed; and

(3) The bank holding company must
have made an effective election to be-
come a financial holding company.

(c) Requirements for foreign banks that
are or are owned by bank holding compa-
nies—(1) Foreign banks with U.S.
branches or agencies that also own U.S.
banks. A foreign bank that is a bank
holding company and that operates a
branch or agency or owns or controls a
commercial lending company in the
United States must comply with the
requirements of this section, §225.82,
and §§225.90 through 225.92 in order to
be a financial holding company. After
it becomes a financial holding com-
pany, a foreign bank described in this
paragraph will be subject to the provi-
sions of §§225.83, 225.84, 225.93, and
225.94.

(2) Bank holding companies that own
foreign banks with U.S. branches or agen-
cies. A bank holding company that
owns a foreign bank that operates a
branch or agency or owns or controls a
commercial lending company in the
United States must comply with the
requirements of this section, §225.82,
and §§225.90 through 225.92 in order to
be a financial holding company. After
it becomes a financial holding com-
pany, a bank holding company de-
scribed in this paragraph will be sub-
ject to the provisions of §§225.83, 225.84,
225.93, and 225.94.

§225.82 How does a bank holding com-
pany elect to become a financial
holding company?

(a) Filing requirement. A bank holding
company may elect to become a finan-
cial holding company by filing a writ-
ten declaration with the appropriate
Reserve Bank. A declaration by a bank
holding company is considered to be
filed on the date that all information
required by paragraph (b) of this sec-
tion is received by the appropriate Re-
serve Bank.

§225.82

(b) Contents of declaration. To be
deemed complete, a declaration must:

(1) State that the bank holding com-
pany elects to be a financial holding
company;

(2) Provide the name and head office
address of the bank holding company
and of each depository institution con-
trolled by the bank holding company;

(3) Certify that each depository insti-
tution controlled by the bank holding
company is well capitalized as of the
date the bank holding company sub-
mits its declaration;

(4) Provide the capital ratios as of
the close of the previous quarter for all
relevant capital measures, as defined
in section 38 of the Federal Deposit In-
surance Act (12 U.S.C. 18310), for each
depository institution controlled by
the company on the date the company
submits its declaration; and

(5) Certify that each depository insti-
tution controlled by the company is
well managed as of the date the com-
pany submits its declaration.

(c) Effectiveness of election. An elec-
tion by a bank holding company to be-
come a financial holding company
shall not be effective if, during the pe-
riod provided in paragraph (e) of this
section, the Board finds that, as of the
date the declaration was filed with the
appropriate Reserve Bank:

(1) Any insured depository institu-
tion controlled by the bank holding
company (except an institution ex-
cluded under paragraph (d) of this sec-
tion) has not achieved at least a rating
of “‘satisfactory record of meeting com-
munity credit needs” under the Com-
munity Reinvestment Act at the insti-
tution’s most recent examination; or

(2) Any depository institution con-
trolled by the bank holding company is
not both well capitalized and well man-
aged.

(d) Consideration of the CRA perform-
ance of a recently acquired insured depos-
itory institution. Except as provided in
paragraph (f) of this section, an insured
depository institution will be excluded
for purposes of the review of the Com-
munity Reinvestment Act rating provi-
sions of paragraph (c)(1) of this section
if:
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(1) The bank holding company ac-
quired the insured depository institu-
tion during the 12-month period pre-
ceding the filing of an election under
paragraph (a) of this section;

(2) The bank holding company has
submitted an affirmative plan to the
appropriate Federal banking agency
for the institution to take actions nec-
essary for the institution to achieve at
least a rating of ‘‘satisfactory record of
meeting community credit mneeds”
under the Community Reinvestment
Act at the next examination of the in-
stitution; and

(3) The appropriate Federal banking
agency for the institution has accepted
the plan described in paragraph (d)(2)
of this section.

(e) Effective date of election—(1) In
general. An election filed by a bank
holding company under paragraph (a)
of this section is effective on the 31st
calendar day after the date that a com-
plete declaration was filed with the ap-
propriate Reserve Bank, unless the
Board notifies the bank holding com-
pany prior to that time that the elec-
tion is ineffective.

(2) Earlier notification that an election
is effective. The Board or the appro-
priate Reserve Bank may notify a bank
holding company that its election to
become a financial holding company is
effective prior to the 31st day after the
date that a complete declaration was
filed with the appropriate Reserve
Bank. Such a notification must be in
writing.

(f) Requests to become a financial hold-
ing company submitted as part of an ap-
plication to become a bank holding com-
pany—(1) In general. A company that is
not a bank holding company and has
applied for the Board’s approval to be-
come a bank holding company under
section 3(a)(1) of the BHC Act (12 U.S.C.
1842(a)(1)) may as part of that applica-
tion submit a request to become a fi-
nancial holding company.

(2) Contents of request. A request to
become a financial holding company
submitted as part of an application to
become a bank holding company must:

(i) State that the company seeks to
become a financial holding company on
consummation of its proposal to be-
come a bank holding company; and
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(ii) Certify that each depository in-
stitution that would be controlled by
the company on consummation of its
proposal to become a bank holding
company will be both well capitalized
and well managed as of the date the
company consummates the proposal.

(3) Request becomes a declaration and
an effective election on date of consumma-
tion of bank holding company proposal. A
complete request submitted by a com-
pany under this paragraph (f) becomes
a complete declaration by a bank hold-
ing company for purposes of section 4(1)
of the BHC Act (12 U.S.C. 1843(1)) and
becomes an effective election for pur-
poses of §225.81(b) on the date that the
company lawfully consummates its
proposal under section 3 of the BHC
Act (12 U.S.C. 1842), unless the Board
notifies the company at any time prior
to consummation of the proposal and
that:

(i) Any depository institution that
would be controlled by the company on
consummation of the proposal will not
be both well capitalized and well man-
aged on the date of consummation; or

(ii) Any insured depository institu-
tion that would be controlled by the
company on consummation of the pro-
posal has not achieved at least a rating
of “‘satisfactory record of meeting com-
munity credit needs’” under the Com-
munity Reinvestment Act at the insti-
tution’s most recent examination.

(4) Limited exclusion for recently ac-
quired institutions not available. Unless
the Board determines otherwise, an in-
sured depository institution that is
controlled or would be controlled by
the company as part of its proposal to
become a bank holding company may
not be excluded for purposes of evalu-
ating the Community Reinvestment
Act criterion described in this para-
graph or in paragraph (d) of this sec-
tion.

(g) Board’s authority to exercise super-
visory authority over a financial holding
company. An effective election to be-
come a financial holding company does
not in any way limit the Board’s statu-
tory authority under the BHC Act, the
Federal Deposit Insurance Act, or any
other relevant Federal statute to take
appropriate action, including imposing
supervisory limitations, restrictions,
or prohibitions on the activities and
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acquisitions of a bank holding com-
pany that has elected to become a fi-
nancial holding company, or enforcing
compliance with applicable law.

§225.83 What are the consequences of
failing to continue to meet applica-
ble capital and management re-
quirements?

(a) Notice by the Board. If the Board
finds that a financial holding company
controls any depository institution
that is not well capitalized or well
managed, the Board will notify the
company in writing that it is not in
compliance with the applicable re-
quirement(s) for a financial holding
company and identify the area(s) of
noncompliance. The Board may provide
this notice at any time before or after
receiving notice from the financial
holding company under paragraph (b)
of this section.

(b) Notification by a financial holding
company required—(1) Notice to Board. A
financial holding company must notify
the Board in writing within 15 calendar
days of becoming aware that any de-
pository institution controlled by the
company has ceased to be well capital-
ized or well managed. This notification
must identify the depository institu-
tion involved and the area(s) of non-
compliance.

(2) Triggering events for notice to the
Board—(i) Well capitaliced. A company
becomes aware that a depository insti-
tution it controls is no longer well cap-
italized upon the occurrence of any ma-
terial event that would change the cat-
egory assigned to the institution for
purposes of section 38 of the Federal
Deposit Insurance Act (12 U.S.C. 18310).
See 12 CFR 6.3(b)-(c), 208.42(b)-(c), and
325.102(b)—(c).

(ii) Well managed. A company be-
comes aware that a depository institu-
tion it controls is no longer well man-
aged at the time the depository insti-
tution receives written notice from the
appropriate Federal or state banking
agency that either its composite rating
or its rating for management is not at
least satisfactory.

(c) Execution of agreement acceptable to
the Board—(1) Agreement required; time
period. Within 45 days after receiving a
notice from the Board under paragraph
(a) of this section, the company must
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execute an agreement acceptable to
the Board to comply with all applica-
ble capital and management require-
ments.

(2) Extension of time for executing
agreement. Upon request by a company,
the Board may extend the 45-day period
under paragraph (c)(1) of this section if
the Board determines that granting ad-
ditional time is appropriate under the
circumstances. A request by a company
for additional time must include an ex-
planation of why an extension is nec-
essary.

(3) Agreement requirements. An agree-
ment required by paragraph (c)(1) of
this section to correct a capital or
management deficiency must:

(i) Explain the specific actions that
the company will take to correct all
areas of noncompliance;

(ii) Provide a schedule within which
each action will be taken;

(iii) Provide any other information
that the Board may require; and

(iv) Be acceptable to the Board.

(d) Limitations during period of non-
compliance. Until the Board determines
that a company has corrected the con-
ditions described in a notice under
paragraph (a) of this section:

(1) The Board may impose any limi-
tations or conditions on the conduct or
activities of the company or any of its
affiliates as the Board finds to be ap-
propriate and consistent with the pur-
poses of the BHC Act; and

(2) The company and its affiliates
may not commence any additional ac-
tivity or acquire control or shares of
any company under section 4(k) of the
BHC Act without prior approval from
the Board.

(e) Consequences of failure to correct
conditions within 180 days—(1) Divesti-
ture of depository institutions. If a com-
pany does not correct the conditions
described in a notice under paragraph
(a) of this section within 180 days of re-
ceipt of the notice or such additional
time as the Board may permit, the
Board may order the company to divest
ownership or control of any depository
institution owned or controlled by the
company. Such divestiture must be
done in accordance with the terms and
conditions established by the Board.

(2) Alternative method of complying
with a divestiture order. A company may
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comply with an order issued under
paragraph (e)(1) of this section by ceas-
ing to engage (both directly and
through any subsidiary that is not a
depository institution or a subsidiary
of a depository institution) in any ac-
tivity that may be conducted only
under section 4(k), (n), or (o) of the
BHC Act (12 U.S.C. 1843(k), (n), or (0)).
The termination of activities must be
completed within the time period re-
ferred to in paragraph (e)(1) of this sec-
tion and in accordance with the terms
and conditions acceptable to the Board.

(f) Consultation with other agencies. In
taking any action under this section,
the Board will consult with the rel-
evant Federal and state regulatory au-
thorities.

§225.84 What are the consequences of
failing to maintain a satisfactory or
better rating under the Community
Reinvestment Act at all insured de-
pository institution subsidiaries?

(a) Limitations on activities—(1) In gen-
eral. Upon receiving a notice regarding
performance under the Community Re-
investment Act in accordance with
paragraph (a)(2) of this section, a finan-
cial holding company may not:

(i) Commence any additional activity
under section 4(k) or 4(n) of the BHC
Act (12 U.S.C. 1843(k) or (n)); or

(ii) Directly or indirectly acquire
control, including all or substantially
all of the assets, of a company engaged
in any activity under section 4(k) or
4(n) of the BHC Act (12 U.S.C. 1843(k) or
1)).

(2) Notification. A financial holding
company receives notice for purposes
of this paragraph at the time that the
appropriate Federal banking agency
for any insured depository institution
controlled by the company or the
Board provides notice to the institu-
tion or company that the institution
has received a rating of ‘‘needs to im-
prove record of meeting community
credit needs’ or ‘‘substantial non-
compliance in meeting community
credit needs’ in the institution’s most
recent examination under the Commu-
nity Reinvestment Act.

(b) Exceptions for certain activities—(1)
Continuation of investment activities. The
prohibition in paragraph (a) of this sec-
tion does not prevent a financial hold-
ing company from continuing to make
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investments in the ordinary course of
conducting merchant banking activi-
ties under section 4(k)(4)(H) of the BHC
Act (12 U.S.C. 1843(k)(4)(H)) or insur-
ance company investment activities
under section 4(k)(4)(I) of the BHC Act
(12 U.S.C. 1843(k)(4)(1))if:

(i) The financial holding company
lawfully was a financial holding com-
pany and commenced the merchant
banking activity under section
4(k)(4)(H) of the BHC Act (12 U.S.C.
1843(k)(4)(H)) or the insurance company
investment activity under section
4(k)(4)(I) of the BHC Act (12 U.S.C.
1843(k)(4)(1)) prior to the time that an
insured depository institution con-
trolled by the financial holding com-
pany received a rating below ‘‘satisfac-
tory record of meeting community
credit needs” under the Community
Reinvestment Act; and

(ii) The Board has not, in the exercise
of its supervisory authority, advised
the financial holding company that
these activities must be restricted.

(2) Activities that are closely related to
banking. The prohibition in paragraph
(a) of this section does not prevent a fi-
nancial holding company from com-
mencing any additional activity or ac-
quiring control of a company engaged
in any activity under section 4(c) of the
BHC Act (12 U.S.C. 1843(c)), if the com-
pany complies with the notice, ap-
proval, and other requirements of that
section and section 4(j) of the BHC Act
(12 U.S.C. 1843(j)).

(¢) Duration of prohibitions. The prohi-
bitions described in paragraph (a) of
this section shall continue in effect
until such time as each insured deposi-
tory institution controlled by the fi-
nancial holding company has achieved
at least a rating of ‘‘satisfactory record
of meeting community credit needs”
under the Community Reinvestment
Act at the most recent examination of
the institution.

§225.85 Is notice to or approval from
the Board required prior to engag-
ing in a financial activity?

(a) No prior approval required gen-
erally—(1) In general. A financial hold-
ing company and any subsidiary (other
than a depository institution or sub-
sidiary of a depository institution) of
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the financial holding company may en-
gage in any activity listed in §225.86, or
acquire shares or control of a company
engaged exclusively in activities listed
in §225.86, without providing prior no-
tice to or obtaining prior approval
from the Board unless required under
paragraph (c) of this section.

(2) Acquisitions by a financial holding
company of a company engaged in other
permissible activities. In addition to the
activities listed in §225.86, a company
acquired or to be acquired by a finan-
cial holding company under paragraph
(a)(1) of this section may engage in ac-
tivities otherwise permissible for a fi-
nancial holding company under this
part in accordance with any applicable
notice, approval, or other requirement.

(38) Acquisition by a financial holding
company of a company engaged in limited
nonfinancial activities—(i) Mizxed acquisi-
tions generally permitted. A financial
holding company may under this sub-
part acquire more than 5 percent of the
outstanding shares of any class of vot-
ing securities or control of a company
that is not engaged exclusively in ac-
tivities that are financial in nature, in-
cidental to a financial activity, or oth-
erwise permissible for the financial
holding company under section 4(c) of
the BHC Act (12 U.S.C. 1843(¢)) if:

(A) The company to be acquired is
substantially engaged in activities that
are financial in nature, incidental to a
financial activity, or otherwise permis-
sible for the financial holding company
under section 4(c) of the BHC Act (12
U.S.C. 1843(c));

(B) The financial holding company
complies with the notice requirements
of §225.87, if applicable; and

(C) The company conforms, termi-
nates, or divests, within 2 years of the
date the financial holding company ac-
quires shares or control of the com-
pany, all activities that are not finan-
cial in nature, incidental to a financial
activity, or otherwise permissible for
the financial holding company under
section 4(c) (12 U.S.C. 1843(c))of the
BHC Act.

(i1) Definition of ‘‘substantially en-
gaged.” Unless the Board determines
otherwise, a company will be consid-
ered to be ‘‘substantially engaged’ in
activities permissible for a financial
holding company for purposes of para-
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graph (a)(3)(A) of this section if at least
85 percent of the company’s consoli-
dated total annual gross revenues is de-
rived from and at least 85 percent of
the company’s consolidated total as-
sets is attributable to the conduct of
activities that are financial in nature,
incidental to a financial activity, or
otherwise permissible for a financial
holding company under section 4(c) of
the BHC Act (12 U.S.C. 1843(c)).

(b) Locations in which a financial hold-
ing company may conduct financial ac-
tivities. A financial holding company
may conduct any activity listed in
§225.86 at any location in the United
States or at any location outside of the
United States subject to the laws of
the jurisdiction in which the activity is
conducted.

(c) Circumstances under which prior
notice to the Board is required—(1) Acqui-
sition of more than 5 percent of the shares
of a savings association. A financial
holding company must obtain Board
approval in accordance with section
4(j) of the BHC Act (12 U.S.C. 1843(j))
and either §225.14 or §225.24, as appro-
priate, prior to acquiring control or
more than 5 percent of the outstanding
shares of any class of voting securities
of a savings association or of a com-
pany that owns, operates, or controls a
savings association.

(2) Supervisory actions. The Board
may, if appropriate in the exercise of
its supervisory or other authority, in-
cluding under §225.82(g) or §225.83(d) or
other relevant authority, require a fi-
nancial holding company to provide no-
tice to or obtain approval from the
Board prior to engaging in any activity
or acquiring shares or control of any
company.

§225.86 What activities are permis-
sible for any financial holding com-
pany?

The following activities are financial
in nature or incidental to a financial
activity:

(a) Activities determined to be closely
related to banking. (1) Any activity that
the Board had determined by regula-
tion prior to November 12, 1999, to be so
closely related to banking as to be a
proper incident thereto, subject to the
terms and conditions contained in this
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part, unless modified by the Board.
These activities are listed in §225.28.

(2) Any activity that the Board had
determined by an order that was in ef-
fect on November 12, 1999, to be so
closely related to banking as to be a
proper incident thereto, subject to the
terms and conditions contained in this
part and those in the authorizing or-
ders. These activities are:

(i) Providing administrative and
other services to mutual funds (Societe
Generale, 84 Federal Reserve Bulletin
680 (1998));

(ii) Owning shares of a securities ex-
change (J.P. Morgan & Co, Inc., and
UBS AG, 86 Federal Reserve Bulletin 61
(2000));

(iii) Acting as a certification author-
ity for digital signatures and authen-
ticating the identity of persons con-
ducting financial and nonfinancial
transactions (Bayerische Hypo- und
Vereinsbank AG, et al., 86 Federal Re-
serve Bulletin 56 (2000));

(iv) Providing employment histories
to third parties for use in making cred-
it decisions and to depository institu-
tions and their affiliates for use in the
ordinary course of business (Norwest
Corporation, 81 Federal Reserve Bul-
letin 732 (1995));

(v) Check cashing and wire trans-
mission services (Midland Bank, PLC,
76 Federal Reserve Bulletin 860 (1990)
(check cashing); Norwest Corporation, 81
Federal Reserve Bulletin 1130 (1995)
(money transmission));

(vi) In connection with offering bank-
ing services, providing notary public
services, selling postage stamps and
postage-paid envelopes, providing vehi-
cle registration services, and selling
public transportation tickets and to-
kens (Popular, Inc., 84 Federal Reserve
Bulletin 481 (1998)); and

(vii) Real estate title abstracting
(The First National Company, 81 Federal
Reserve Bulletin 805 (1995)).

(b) Activities determined to be usual in
connection with the transaction of bank-
ing abroad. Any activity that the Board
had determined by regulation in effect
on November 11, 1999, to be usual in
connection with the transaction of
banking or other financial operations
abroad (see §211.5(d) of this chapter),
subject to the terms and conditions in
part 211 and Board interpretations in
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effect on that date regarding the scope
and conduct of the activity. In addition
to the activities listed in paragraphs
(a) and (c) of this section, these activi-
ties are:

(1) Providing management consulting
services, including to any person with
respect to nonfinancial matters, so
long as the management consulting
services are advisory and do not allow
the financial holding company to con-
trol the person to which the services
are provided;

(2) Operating a travel agency in con-
nection with financial services offered
by the financial holding company or
others; and

(3) Organizing, sponsoring, and man-
aging a mutual fund, so long as:

(i) The fund does not exercise mana-
gerial control over the entities in
which the fund invests; and

(ii) The financial holding company
reduces its ownership in the fund, if
any, to less than 25 percent of the eq-
uity of the fund within one year of
sponsoring the fund or such additional
period as the Board permits.

(c) Activities permitted under section
4(k)(4) of the BHC Act (12 TU.S.C.
1843(k)(4)). Any activity defined to be
financial in nature under sections
4(k)(4)(A) through (E), (H) and (I) of the
BHC Act (12 TU.S.C. 1843(k)4)(A)
through (E), (H) and (I)).

(d) Activities determined to be financial
in nature or incidental to financial activi-
ties by the Board—(1) Acting as a finder—
Acting as a finder in bringing together
one or more buyers and sellers of any
product or service for transactions that
the parties themselves negotiate and
consummate.

(1) What is the scope of finder activities?
Acting as a finder includes providing
any or all of the following services
through any means—

(A) Identifying potential parties,
making inquiries as to interest, intro-
ducing and referring potential parties
to each other, and arranging contacts
between and meetings of interested
parties;

(B) Conveying between interested
parties expressions of interest, bids, of-
fers, orders and confirmations relating
to a transaction; and
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(C) Transmitting information con-
cerning products and services to poten-
tial parties in connection with the ac-
tivities described in paragraphs
(A)(@Q)(E)(A) and (B) of this section.

(i1) What are some examples of finder
services? The following are examples of
the services that may be provided by a
finder when done in accordance with
paragraphs (d)(1)(iii) and (iv) of this
section. These examples are not exclu-
sive.

(A) Hosting an electronic market-
place on the financial holding com-
pany’s Internet web site by providing
hypertext or similar links to the web
sites of third party buyers or sellers.

(B) Hosting on the financial holding
company’s servers the Internet web
site of—

(I) A buyer (or seller) that provides
information concerning the buyer (or
seller) and the products or services it
seeks to buy (or sell) and allows sellers
(or buyers) to submit expressions of in-
terest, bids, offers, orders and con-
firmations relating to such products or
services; or

(2) A government or government
agency that provides information con-
cerning the services or benefits made
available by the government or govern-
ment agency, assists persons in com-
pleting applications to receive such
services or benefits from the govern-
ment or agency, and allows persons to
transmit their applications for services
or benefits to the government or agen-
cy.

(C) Operating an Internet web site
that allows multiple buyers and sellers
to exchange information concerning
the products and services that they are
willing to purchase or sell, locate po-
tential counterparties for transactions,
aggregate orders for goods or services
with those made by other parties, and
enter into transactions between them-
selves.

(D) Operating a telephone call center
that provides permissible finder serv-
ices.

(iii) What limitations are applicable to
a financial holding company acting as a
finder? (A) A finder may act only as an
intermediary between a buyer and a
seller.

(B) A finder may not bind any buyer
or seller to the terms of a specific
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transaction or negotiate the terms of a
specific transaction on behalf of a
buyer or seller, except that a finder
may—

(I) Arrange for buyers to receive pre-
ferred terms from sellers so long as the
terms are not negotiated as part of any
individual transaction, are provided
generally to customers or broad cat-
egories of customers, and are made
available by the seller (and not by the
financial holding company); and

(2) Bstablish rules of general applica-
bility governing the use and operation
of the finder service, including rules
that—

(i) Govern the submission of bids and
offers by buyers and sellers that use
the finder service and the cir-
cumstances under which the finder
service will match bids and offers sub-
mitted by buyers and sellers; and

(i1) Govern the manner in which buy-
ers and sellers may bind themselves to
the terms of a specific transaction.

(C) A finder may not—

(1) Take title to or acquire or hold an
ownership interest in any product or
service offered or sold through the find-
er service;

(2) Provide distribution services for
physical products or services offered or
sold through the finder service;

(3) Own or operate any real or per-
sonal property that is used for the pur-
pose of manufacturing, storing, trans-
porting, or assembling physical prod-
ucts offered or sold by third parties; or

(4) Own or operate any real or per-
sonal property that serves as a phys-
ical location for the physical purchase,
sale or distribution of products or serv-
ices offered or sold by third parties.

(D) A finder may not engage in any
activity that would require the com-
pany to register or obtain a license as
a real estate agent or broker under ap-
plicable law.

(iv) What disclosures are required? A
finder must distinguish the products
and services offered by the financial
holding company from those offered by
a third party through the finder serv-
ice.

(2) [Reserved]

(e) Activities permitted under section
4(k)(5) of the Bank Holding Company Act
(12 U.S.C. 1843(k)(5)). (1) The following
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types of activities are financial in na-
ture or incidental to a financial activ-
ity when conducted pursuant to a de-
termination by the Board under para-
graph (e)(2) of this section:

(i) Lending, exchanging, transferring,
investing for others, or safeguarding fi-
nancial assets other than money or se-
curities;

(ii) Providing any device or other in-
strumentality for transferring money
or other financial assets; and

(iii) Arranging, effecting, or facili-
tating financial transactions for the
account of third parties.

(2) Review of specific activities—@1) Is a
specific request required? A financial
holding company that wishes to engage
on the basis of paragraph (e)(1) of this
section in an activity that is not other-
wise permissible for a financial holding
company must obtain a determination
from the Board that the activity is per-
mitted under paragraph (e)(1).

(ii) Consultation with the Secretary of
the Treasury. After receiving a request
under this section, the Board will pro-
vide the Secretary of the Treasury
with a copy of the request and consult
with the Secretary in accordance with
section 4(k)(2)(A) of the Bank Holding
Company Act (12 U.S.C. 1843(k)(2)(A)).

(iii) Board action on requests. After
consultation with the Secretary, the
Board will promptly make a written
determination regarding whether the
specific activity described in the re-
quest is included in an activity cat-
egory listed in paragraph (e)(1) of this
section and is therefore either finan-
cial in nature or incidental to a finan-
cial activity.

(3) What factors will the Board con-
sider? In evaluating a request made
under this section, the Board will take
into account the factors listed in sec-
tion 4(k)(3) of the BHC Act (12 U.S.C.
1843(k)(3)) that it must consider when
determining whether an activity is fi-
nancial in nature or incidental to a fi-
nancial activity.

(4) What information must the request
contain? Any request by a financial
holding company under this section
must be in writing and must:

(i) Identify and define the activity
for which the determination is sought,
specifically describing what the activ-
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ity would involve and how the activity
would be conducted; and

(ii) Provide information supporting
the requested determination, including
information regarding how the pro-
posed activity falls into one of the cat-
egories listed in paragraph (e)(1) of this
section, and any other information re-
quired by the Board concerning the
proposed activity.

[Reg. Y, 66 FR 415, Jan. 3, 2001, as amended at
66 FR 19081, Apr. 13, 2001]

§225.87 Is notice to the Board re-
quired after engaging in a financial
activity?

(a) Post-transaction notice generally re-
quired to engage in a financial activity. A
financial holding company that com-
mences an activity or acquires shares
of a company engaged in an activity
listed in §225.86 must notify the appro-
priate Reserve Bank in writing within
30 calendar days after commencing the
activity or consummating the acquisi-
tion by using the appropriate form.

(b) Cases in which notice to the Board
is not required—(1) Acquisitions that do
not involve control of a company. A no-
tice under paragraph (a) of this section
is not required in connection with the
acquisition of shares of a company if,
following the acquisition, the financial
holding company does not control the
company.

(2) No additional notice required to en-
gage de novo in an activity for which a
financial holding company already has
provided notice. After a financial hold-
ing company provides the appropriate
Reserve Bank with notice that the
company is engaged in an activity list-
ed in §225.86, a financial holding com-
pany may, unless otherwise notified by
the Board, commence the activity de
novo through any subsidiary that the
financial holding company is author-
ized to control without providing addi-
tional notice under paragraph (a) of
this section.

(3) Conduct of certain investment activi-
ties. Unless required by paragraph (b)(4)
of this section, a financial holding
company is not required to provide no-
tice under paragraph (a) of this section
of any individual acquisition of shares
of a company as part of the conduct by
a financial holding company of securi-
ties underwriting, dealing, or market
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making activities as described in sec-
tion 4(k)(4)(E) of the BHC Act (12
U.S.C. 1843(k)(4)(E)), merchant banking
activities conducted pursuant to sec-
tion 4(k)(4)(H) of the BHC Act (12
U.S.C. 1843(k)(4)(H)), or insurance com-
pany investment activities conducted
pursuant to section 4(k)(4)(I) of the
BHC Act (12 U.S.C. 1843(k)(4)(1)), if the
financial holding company previously
has notified the Board under paragraph
(a) of this section that the company
has commenced the relevant securities,
merchant banking, or insurance com-
pany investment activities, as rel-
evant.

(4) Notice of large merchant banking or
insurance company investments. Not-
withstanding paragraph (b)(1) or (b)(3)
of this section, a financial holding
company must provide notice under
paragraph (a) of the section if:

(i) As part of a merchant banking ac-
tivity conducted under section
4(k)(4)(H) of the BHC Act (12 U.S.C.
1843(k)(4)(H)), the financial holding
company acquires more than 5 percent
of the shares, assets, or ownership in-
terests of any company at a total cost
that exceeds the lesser of 5 percent of
the financial holding company’s Tier 1
capital or $200 million;

(ii) As part of an insurance company
investment activity conducted under
section 4(k)(4)(I) of the BHC Act (12
U.S.C. 1843(k)(4)(I)), the financial hold-
ing company acquires more than 5 per-
cent of the shares, assets, or ownership
interests of any company at a total
cost that exceeds the lesser of 5 percent
of the financial holding company’s Tier
1 capital or $200 million; or

(iii) The Board in the exercise of its
supervisory authority notifies the fi-
nancial holding company that a notice
is necessary.

(iv) For purposes of this paragraph
(b)(4), a financial holding company
that is a qualifying community bank-
ing organization (as defined in §217.12
of this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter) calculates its Tier 1 capital (as de-
fined in §217.2 of this chapter) in ac-
cordance with §217.12(b) of this chap-
ter.

[Reg. Y, 66 FR 415, Jan. 3, 2001, as amended at
84 FR 61801, Nov. 13, 2019]
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§225.88 How to request the Board to
determine that an activity is finan-
cial in nature or incidental to a fi-
nancial activity?

(a) Requests regarding activities that
may be financial in nature or incidental
to a financial activity. A financial hold-
ing company or other interested party
may request a determination from the
Board that an activity not listed in
§225.86 is financial in nature or inci-
dental to a financial activity.

(b) Required information. A request
submitted under this section must be
in writing and must:

(1) Identify and define the activity
for which the determination is sought,
specifically describing what the activ-
ity would involve and how the activity
would be conducted;

(2) Explain in detail why the activity
should be considered financial in na-
ture or incidental to a financial activ-
ity; and

(3) Provide information supporting
the requested determination and any
other information required by the
Board concerning the proposed activ-
ity.

(c) Board procedures for reviewing re-
quests—(1) Consultation with the Sec-
retary of the Treasury. Upon receipt of
the request, the Board will provide the
Secretary of the Treasury a copy of the
request and consult with the Secretary
in accordance with section 4(k)(2)(A) of
the BHC Act (12 U.S.C. 1843(k)(2)(A)).

(2) Public notice. The Board may, as
appropriate and after consultation
with the Secretary, publish a descrip-
tion of the proposal in the FEDERAL
REGISTER with a request for public
comment.

(d) Board action. The Board will en-
deavor to make a decision on any re-
quest filed under paragraph (a) of this
section within 60 calendar days fol-
lowing the completion of both the con-
sultative process described in para-
graph (c)(1) of this section and the pub-
lic comment period, if any.

(e) Advisory opinions regarding scope of
financial activities—(1) Written request. A
financial holding company or other in-
terested party may request an advisory
opinion from the Board about whether
a specific proposed activity falls within
the scope of an activity listed in §225.86
as financial in nature or incidental to a
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financial activity. The request must be
submitted in writing and must contain:

(i) A detailed description of the par-
ticular activity in which the company
proposes to engage or the product or
service the company proposes to pro-
vide;

(ii) An explanation supporting an in-
terpretation regarding the scope of the
permissible financial activity; and

(iii) Any additional information re-
quested by the Board regarding the ac-
tivity.

(2) Board response. The Board will
provide an advisory opinion within 45
calendar days of receiving a complete
written request under paragraph (e)(1)
of this section.

§225.89 How to request approval to
engage in an activity that is com-
plementary to a financial activity?

(a) Prior Board approval is required. A
financial holding company that seeks
to engage in or acquire more than 5
percent of the outstanding shares of
any class of voting securities of a com-
pany engaged in an activity that the fi-
nancial holding company believes is
complementary to a financial activity
must obtain prior approval from the
Board in accordance with section 4(j) of
the BHC Act (12 U.S.C. 1843(j)). The no-
tice must be in writing and must:

(1) Identify and define the proposed
complementary activity, specifically
describing what the activity would in-
volve and how the activity would be
conducted;

(2) Identify the financial activity for
which the proposed activity would be
complementary and provide detailed
information sufficient to support a
finding that the proposed activity
should be considered complementary to
the identified financial activity;

(3) Describe the scope and relative
size of the proposed activity, as meas-
ured by the percentage of the projected
financial holding company revenues ex-
pected to be derived from and assets as-
sociated with conducting the activity;

(4) Discuss the risks that conducting
the activity may reasonably be ex-
pected to pose to the safety and sound-
ness of the subsidiary depository insti-
tutions of the financial holding com-
pany and to the financial system gen-
erally;
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(5) Describe the potential adverse ef-
fects, including potential conflicts of
interest, decreased or unfair competi-
tion, or other risks, that conducting
the activity could raise, and explain
the measures the financial holding
company proposes to take to address
those potential effects;

(6) Describe the potential benefits to
the public, such as greater conven-
ience, increased competition, or gains
in efficiency, that the proposal reason-
ably can be expected to produce; and

(7) Provide any information about
the financial and managerial resources
of the financial holding company and
any other information requested by the
Board.

(b) Factors for consideration by the
Board. In evaluating a notice to engage
in a complementary activity, the
Board must consider whether:

(1) The proposed activity is com-
plementary to a financial activity;

(2) The proposed activity would pose
a substantial risk to the safety or
soundness of depository institutions or
the financial system generally; and

(3) The proposal could be expected to
produce benefits to the public that out-
weigh possible adverse effects.

(c) Board action. The Board will in-
form the financial holding company in
writing of the Board’s determination
regarding the proposed activity within
the period described in section 4(j) of
the BHC Act (12 U.S.C. 1843(j)).

§225.90 What are the requirements for
a foreign bank to be treated as a fi-
nancial holding company?

(a) Foreign banks as financial holding
companies. A foreign bank that oper-
ates a branch or agency or owns or con-
trols a commercial lending company in
the United States, and any company
that owns or controls such a foreign
bank, will be treated as a financial
holding company if:

(1) The foreign bank, any other for-
eign bank that maintains a TU.S.
branch, agency, or commercial lending
company and is controlled by the for-
eign bank or company, and any U.S.
depository institution subsidiary that
is owned or controlled by the foreign
bank or company, is and remains well
capitalized and well managed; and
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(2) The foreign bank, and any com-
pany that owns or controls the foreign
bank, has made an effective election to
be treated as a financial holding com-
pany under this subpart.

(b) Standards for “well capitalized.” A
foreign bank will be considered ‘‘well
capitalized” if either:

(1)(i) Its home country supervisor, as
defined in §211.21 of the Board’s Regu-
lation K (12 CFR 211.21), has adopted
risk-based capital standards consistent
with the Capital Accord of the Basel
Committee on Banking Supervision
(Basel Accord);

(ii) The foreign bank maintains a
Tier 1 capital to total risk-based assets
ratio of 6 percent and a total capital to
total risk-based assets ratio of 10 per-
cent, as calculated under its home
country standard; and

(iii) The foreign bank’s capital is
comparable to the capital required for
a U.S. bank owned by a financial hold-
ing company; or

(2) The foreign bank has obtained a
determination from the Board under
§225.91(c) that the foreign bank’s cap-
ital is otherwise comparable to the
capital that would be required of a U.S.
bank owned by a financial holding
company.

(c) Standards for ‘“‘well managed.” A
foreign bank will be considered ‘‘well
managed’’ if:

(1) The foreign bank has received at
least a satisfactory composite rating of
its U.S. branch, agency, and commer-
cial lending company operations at its
most recent assessment;

(2) The home country supervisor of
the foreign bank consents to the for-
eign bank expanding its activities in
the United States to include activities
permissible for a financial holding
company; and

(3) The management of the foreign
bank meets standards comparable to
those required of a U.S. bank owned by
a financial holding company.

§225.91 How may a foreign bank elect
to be treated as a financial holding
company?

(a) Filing requirement. A foreign bank
that operates a branch or agency or
owns or controls a commercial lending
company in the United States, or a
company that owns or controls such a
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foreign bank, may elect to be treated
as a financial holding company by fil-
ing a written declaration with the ap-
propriate Reserve Bank.

(b) Contents of declaration. The dec-
laration must:

(1) State that the foreign bank or the
company elects to be treated as a fi-
nancial holding company;

(2) Provide the risk-based capital ra-
tios and amount of Tier 1 capital and
total assets of the foreign bank, and of
each foreign bank that maintains a
U.S. branch, agency, or commercial
lending company and is controlled by
the foreign bank or company, as of the
close of the most recent quarter and as
of the close of the most recent audited
reporting period;

(3) Certify that the foreign bank, and
each foreign bank that maintains a
U.S. branch, agency, or commercial
lending company and is controlled by
the foreign bank or company, meets
the standards of well capitalized set
out in §225.90(b)(1)(i) and ({i) or
§225.90(b)(2) as of the date the foreign
bank or company files its election;

(4) Certify that the foreign bank, and
each foreign bank that maintains a
U.S. branch, agency, or commercial
lending company and is controlled by
the foreign bank or company, is well
managed as defined in §225.90(c)(1) as of
the date the foreign bank or company
files its election;

(5) Certify that all U.S. depository in-
stitution subsidiaries of the foreign
bank or company are well capitalized
and well managed as of the date the
foreign bank or company files its elec-
tion; and

(6) Provide the capital ratios for all
relevant capital measures (as defined
in section 38 of the Federal Deposit In-
surance Act (12 U.S.C. 1831(0))) as of
the close of the previous quarter for
each U.S. depository institution sub-
sidiary of the foreign bank or company.

(¢c) Pre-clearance process. Before filing
an election to be treated as a financial
holding company, a foreign bank or
company may file a request for review
of its qualifications to be treated as a
financial holding company. The Board
will endeavor to make a determination
on such requests within 30 days of re-
ceipt. A foreign bank that has not been
found, or that is chartered in a country
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where no bank from that country has
been found, by the Board under the
Bank Holding Company Act or the
International Banking Act to be sub-
ject to comprehensive supervision or
regulation on a consolidated basis by
its home country supervisor is required
to use this process.

§225.92 How does an election by a for-
eign bank become effective?

(a) In general. An election described
in §225.91 is effective on the 3l1st day
after the date that an election was re-
ceived by the appropriate Federal Re-
serve Bank, unless the Board notifies
the foreign bank or company prior to
that time that:

(1) The election is ineffective; or

(2) The period is extended with the
consent of the foreign bank or com-
pany making the election.

(b) Earlier notification that an election
is effective. The Board or the appro-
priate Federal Reserve Bank may no-
tify a foreign bank or company that its
election to be treated as a financial
holding company is effective prior to
the 31st day after the election was filed
with the appropriate Federal Reserve
Bank. Such notification must be in
writing.

(c) Under what circumstances will the
Board find an election to be ineffective?
An election to be treated as a financial
holding company shall not be effective
if, during the period provided in para-
graph (a) of this section, the Board
finds that:

(1) The foreign bank certificant, or
any foreign bank that operates a
branch or agency or owns or controls a
commercial lending company in the
United States and is controlled by a
foreign bank or company certificant, is
not both well capitalized and well man-
aged;

(2) Any U.S. insured depository insti-
tution subsidiary of the foreign bank
or company (except an institution ex-
cluded under paragraph (d) of this sec-
tion) or any U.S. branch of a foreign
bank that is insured by the Federal De-
posit Insurance Corporation has not
achieved at least a rating of ‘‘satisfac-
tory record of meeting community
needs’ under the Community Reinvest-
ment Act at the institution’s most re-
cent examination;
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(3) Any U.S. depository institution
subsidiary of the foreign bank or com-
pany is not both well capitalized and
well managed; or

(4) The Board does not have sufficient
information to assess whether the for-
eign bank or company making the elec-
tion meets the requirements of this
subpart.

(d) How is CRA performance of recently
acquired insured depository institutions
considered? An insured depository insti-
tution will be excluded for purposes of
the review of CRA ratings described in
paragraph (c)(2) of this section con-
sistent with the provisions of
§225.82(d).

(e) Factors used in the Board’s deter-
mination regarding comparability of cap-
ital and management—(1) In general. In
determining whether a foreign bank is
well capitalized and well managed in
accordance with comparable capital
and management standards, the Board
will give due regard to national treat-
ment and equality of competitive op-
portunity. In this regard, the Board
may take into account the foreign
bank’s composition of capital, Tier 1
capital to total assets leverage ratio,
accounting standards, long-term debt
ratings, reliance on government sup-
port to meet capital requirements, the
foreign bank’s anti-money laundering
procedures, whether the foreign bank is
subject to comprehensive supervision
or regulation on a consolidated basis,
and other factors that may affect anal-
ysis of capital and management. The
Board will consult with the home coun-
try supervisor for the foreign bank as
appropriate.

(2) Assessment of consolidated super-
vision. A foreign bank that is not sub-
ject to comprehensive supervision on a
consolidated basis by its home country
authorities may not be considered well
capitalized and well managed unless:

(i) The home country has made sig-
nificant progress in establishing ar-
rangements for comprehensive super-
vision on a consolidated basis; and

(ii) The foreign bank is in strong fi-
nancial condition as demonstrated, for
example, by capital levels that signifi-
cantly exceed the minimum levels that
are required for a well capitalized de-
termination and strong asset quality.
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§225.93 What are the consequences of
a foreign bank failing to continue
to meet applicable capital and man-
agement requirements?

(a) Notice by the Board. If a foreign
bank or company has made an effective
election to be treated as a financial
holding company under this subpart
and the Board finds that the foreign
bank, any foreign bank that maintains
a U.S. branch, agency, or commercial
lending company and is controlled by
the foreign bank or company, or any
U.S. depository institution subsidiary
controlled by the foreign bank or com-
pany, ceases to be well capitalized or
well managed, the Board will notify
the foreign bank and company, if any,
in writing that it is not in compliance
with the applicable requirement(s) for
a financial holding company and iden-
tify the areas of noncompliance.

(b) Notification by a financial holding
company required—(1) Notice to Board.
Promptly upon becoming aware that
the foreign bank, any foreign bank
that maintains a U.S. branch, agency,
or commercial lending company and is
controlled by the foreign bank or com-
pany, or any U.S. depository institu-
tion subsidiary of the foreign bank or
company, has ceased to be well capital-
ized or well managed, the foreign bank
and company, if any, must notify the
Board and identify the area of non-
compliance.

(2) Triggering events for notice to the
Board—(i) Well capitalized. A foreign
bank becomes aware that it is no
longer well capitalized at the time that
the foreign bank or company is re-
quired to file a report of condition (or
similar supervisory report) with its
home country supervisor or the appro-
priate Federal Reserve Bank that indi-
cates that the foreign bank no longer
meets the well capitalized standards.

(ii) Well managed. A foreign bank be-
comes aware that it is no longer well
managed at the time that the foreign
bank receives written notice from the
appropriate Federal Reserve Bank that
the composite rating of its U.S. branch,
agency, and commercial lending com-
pany operations is not at least satisfac-
tory.

(c) Execution of agreement acceptable to
the Board—(1) Agreement required; time
period. Within 45 days after receiving a
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notice under paragraph (a) of this sec-
tion, the foreign bank or company
must execute an agreement acceptable
to the Board to comply with all appli-
cable capital and management require-
ments.

(2) Extension of time for executing
agreement. Upon request by the foreign
bank or company, the Board may ex-
tend the 45-day period under paragraph
(c)(1) of this section if the Board deter-
mines that granting additional time is
appropriate under the circumstances. A
request by a foreign bank or company
for additional time must include an ex-
planation of why an extension is nec-
essary.

(3) Agreement requirements. An agree-
ment required by paragraph (c)(1) of
this section to correct a capital or
management deficiency must:

(i) Explain the specific actions that
the foreign bank or company will take
to correct all areas of noncompliance;

(ii) Provide a schedule within which
each action will be taken;

(iii) Provide any other information
that the Board may require; and

(iv) Be acceptable to the Board.

(d) Limitations during period of non-
compliance—Until the Board determines
that a foreign bank or company has
corrected the conditions described in a
notice under paragraph (a) of this sec-
tion:

(1) The Board may impose any limi-
tations or conditions on the conduct or
the U.S. activities of the foreign bank
or company or any of its affiliates as
the Board finds to be appropriate and
consistent with the purposes of the
Bank Holding Company Act; and

(2) The foreign bank or company and
its affiliates may not commence any
additional activity in the TUnited
States or acquire control or shares of
any company under section 4(k) of the
Bank Holding Company Act (12 U.S.C.
1843(k)) without prior approval from
the Board.

(e) Consequences of failure to correct
conditions within 180 days—(1) Termi-
nation of Offices and Divestiture. If a for-
eign bank or company does not correct
the conditions described in a notice
under paragraph (a) of this section
within 180 days of receipt of the notice
or such additional time as the Board
may permit, the Board may order the
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foreign bank or company to terminate
the foreign bank’s U.S. branches and
agencies and divest any commercial
lending companies owned or controlled
by the foreign bank or company. Such
divestiture must be done in accordance
with the terms and conditions estab-
lished by the Board.

(2) Alternative method of complying
with a divestiture order. A foreign bank
or company may comply with an order
issued under paragraph (e)(1) of this
section by ceasing to engage (both di-
rectly and through any subsidiary that
is not a depository institution or a sub-
sidiary of a depository institution) in
any activity that may be conducted
only under section 4(k), (n), or (o) of
the BHC Act (12 U.S.C. 1843(k), (n) and
(0)). The termination of activities must
be completed within the time period
referred to in paragraph (e)(1) of this
section and subject to terms and condi-
tions acceptable to the Board.

(f) Consultation with other agencies. In
taking any action under this section,
the Board will consult with the rel-
evant Federal and state regulatory au-
thorities and the appropriate home
country supervisor(s) of the foreign
bank.

§225.94 What are the consequences of
an insured branch or depository in-
stitution failing to maintain a satis-
factory or better rating under the
Community Reinvestment Act?

(a) Insured branch as an ‘‘insured de-
pository institution.”” A U.S. branch of a
foreign bank that is insured by the
Federal Deposit Insurance Corporation
shall be treated as an ‘‘insured deposi-
tory institution” for purposes of
§225.84.

(b) Applicability. The provisions of
§225.84, with the modifications con-
tained in this section, shall apply to a
foreign bank that operates an insured
branch referred to in paragraph (a) of
this section or an insured depository
institution in the United States, and
any company that owns or controls
such a foreign bank, that has made an
effective election under §225.92 in the
same manner and to the same extent as
they apply to a financial holding com-
pany.
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INTERPRETATIONS

§225.101 Bank holding company’s sub-
sidiary banks owning shares of non-
banking companies.

(a) The Board’s opinion has been re-
quested on the following related mat-
ters under the Bank Holding Company
Act of 1956.

(b) The question is raised as to
whether shares in a nonbanking com-
pany which were acquired by a banking
subsidiary of the bank holding com-
pany many years ago when their acqui-
sition was lawful and are now held as
investments, and which do not include
more than 5 percent of the outstanding
voting securities of such nonbanking
company and do not have a value
greater than 5 percent of the value of
the bank holding company’s total as-
sets, are exempted from the divestment
requirements of the Act by the provi-
sions of section 4(c)(5) of the Act.

(¢c) In the Board’s opinion, this ex-
emption is as applicable to such shares
when held by a banking subsidiary of a
bank holding company as when held di-
rectly by the bank holding company
itself. While the exemption specifically
refers only to shares held or acquired
by the bank holding company, the pro-
hibition of the Act against retention of
nonbanking interests applies to indi-
rect as well as direct ownership of
shares of a nonbanking company, and,
in the absence of a clear mandate to
the contrary, any exception to this
prohibition should be given equal
breadth with the prohibition. Any
other interpretation would lead to un-
warranted results.

(d) Although certain of the other ex-
emptions in section 4(c) of the Act spe-
cifically refer to shares held or ac-
quired by banking subsidiaries, an
analysis of those exemptions suggests
that such specific reference to banking
subsidiaries was for the purpose of ex-
cluding nonbanking subsidiaries from
such exemptions, rather than for the
purpose of providing an inclusionary
emphasis on banking subsidiaries.

(e) It should be noted that the
Board’s view as to this question should
not be interpreted as meaning that
each banking subsidiary could own up
to 5 percent of the stock of the same
nonbanking organization. In the
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Board’s opinion the Ilimitations set
forth in section 4(c)(5) apply to the ag-
gregate amount of stock held in a par-
ticular organization by the bank hold-
ing company itself and by all of its sub-
sidiaries.

(f) Secondly, question is raised as to
whether shares in a nonbanking com-
pany acquired in satisfaction of debts
previously contracted (d.p.c.) by a
banking subsidiary of the bank holding
company may be retained if such
shares meet the conditions contained
in section 4(c)(6) as to value and
amount, notwithstanding the require-
ment of section 4(c)(2) that shares ac-
quired d.p.c. be disposed of within two
years after the date of their acquisition
or the date of the Act, whichever is
later. In the Board’s opinion, the 5 per-
cent exemption provided by section
4(c)(5) covers any shares, including
shares acquired d.p.c., that meet the
conditions set forth in that exemption,
and, consequently, d.p.c. shares held by
a banking subsidiary of a bank holding
company which meet such conditions
are not subject to the two-year disposi-
tion requirement prescribed by section
4(c)(2), although any such shares
would, of course, continue to be subject
to such requirement for disposition as
may be prescribed by provisions of any
applicable banking laws or by the ap-
propriate bank supervisory authorities.

(g) Finally, question is raised as to
whether shares held by banking sub-
sidiaries of the bank holding company
in companies holding bank premises of
such subsidiaries are exempted from
the divestment requirements by sec-
tion 4(c)(1) of the Act. It is the Board’s
view that section 4(c)(1), exempting
shares owned or acquired by a bank
holding company in any company en-
gaged solely in holding or operating
properties used wholly or substantially
by any subsidiary bank, is to be read
and interpreted, like section 4(c)(b), as
applying to shares owned indirectly by
a bank holding company through a
banking subsidiary as well as to shares
held directly by the bank holding com-
pany. A contrary interpretation would
impair the right that member banks
controlled by bank holding companies
would otherwise have to invest, subject
to the limitations of section 24A of the
Federal Reserve Act, in stock of com-
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panies holding their bank premises;
and such a result was not, in the
Board’s opinion, intended by the Bank
Holding Company Act.

[21 FR 10472, Dec. 29, 1956. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.102 Bank holding company indi-
rectly owning nonbanking company
through subsidiaries.

(a) The Board of Governors has been
requested for an opinion regarding the
exemptions contained in section 4(c)(b)
of the Bank Holding Company Act of
1956. It is stated that Y Company is an
investment company which is not a
bank holding company and which is
not engaged in any business other than
investing in securities, which securi-
ties do not include more than 5 per cen-
tum of the outstanding voting securi-
ties of any company and do not include
any asset having a value greater than 5
per centum of the value of the total as-
sets of X Corporation, a bank holding
company. It is stated that direct own-
ership by X Corporation of voting
shares of Y Company would be exempt
by reason of section 4(c)(b) from the
prohibition of section 4 of the Act
against ownership by bank holding
companies of nonbanking assets.

(b) It was asked whether it makes
any difference that the shares of Y
Company are not owned directly by X
Corporation but instead are owned
through Subsidiaries A and B. X Cor-
poration owns all the voting shares of
Subsidiary A, which owns one-half of
the voting shares of Subsidiary B. Sub-
sidiaries A and B each own one-third of
the voting shares of Y Company.

(c) Section 4(c)(b) is divided into two
parts. The first part exempts the own-
ership of securities of nonbanking com-
panies when the securities do not in-
clude more than 5 percent of the voting
securities of the nonbanking company
and do not have a value greater than 5
percent of the value of the total assets
of the bank holding company. The sec-
ond part exempts the ownership of se-
curities of an investment company
which is not a bank holding company
and is not engaged in any business
other than investing in securities, pro-
vided the securities held by the invest-
ment company meet the 5 percent tests
mentioned above.
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(d) In §225.101, the Board expressed
the opinion that the first exemption in
section 4(c)(5):

* * * i5 as applicable to such shares when
held by a banking subsidiary of a bank hold-
ing company as when held directly by the
bank holding company itself. While the ex-
emption specifically refers only to shares
held or acquired by the bank holding com-
pany, the prohibition of the Act against re-
tention of nonbanking interests applies to
indirect as well as direct ownership of shares
of a nonbanking company, and, in the ab-
sence of a clear mandate to the contrary,
any exception to this prohibition should be
given equal breadth with the prohibition.
Any other interpretation would lead to un-
warranted results.

(e) The Board is of the view that the
principles stated in that opinion are
also applicable to the second exemp-
tion in section 4(c)(b), and that they
apply whether or not the subsidiary
owning the shares is a banking sub-
sidiary. Accordingly, on the basis of
the facts presented, the Board is of the
opinion that the second exemption in
section 4(c)(b) applies to the indirect
ownership by X Corporation of shares
of Y Company through Subsidiaries A
and B.

[22 FR 2533, Apr. 13, 1957. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.103 Bank holding company ac-
quiring stock by dividends, stock
splits or exercise of rights.

(a) The Board of Governors has been
asked whether a bank holding company
may receive bank stock dividends or
participate in bank stock splits with-
out the Board’s prior approval, and
whether such a company may exercise,
without the Board’s prior approval,
rights to subscribe to new stock issued
by banks in which the holding com-
pany already owns stock.

(b) Neither a stock dividend nor a
stock split results in any change in a
stockholder’s proportional interest in
the issuing company or any increase in
the assets of that company. Such a
transaction would have no effect upon
the extent of a holding company’s con-
trol of the bank involved; and none of
the five factors required by the Bank
Holding Company Act to be considered
by the Board in approving a stock ac-
quisition would seem to have any ap-
plication. In view of the objectives and
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purposes of the act, the word ‘‘acquire”
would not seem reasonably to include
transactions of this kind.

(c) On the other hand, the exercise by
a bank holding company of the right to
subscribe to an issue of additional
stock of a bank could result in an in-
crease in the holding company’s pro-
portional interest in the bank. The
holding company would voluntarily
pay additional funds for the extra
shares and would ‘‘acquire’ the addi-
tional stock even under a narrow
meaning of that term. Moreover, the
exercise of such rights would cause the
assets of the issuing company to be in-
creased and in a sense, therefore, the
‘‘size or extent’ of the bank holding
company system would be expanded.

(d) In the circumstances, it is the
Board’s opinion that receipt of bank
stock by means of a stock dividend or
stock split, assuming no change in the
class of stock, does not require the
Board’s prior approval under the act,
but that purchase of bank stock by a
bank holding company through the ex-
ercise of rights does require the
Board’s prior approval, unless one of
the exceptions set forth in section 3(a)
is applicable.

[22 FR 7461, Sept. 19, 1957. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.104 “Services” wunder section
4(c)(1) of Bank Holding Company
Act.

(a) Section 4(c)(1) of the Bank Hold-
ing Company Act, among other things,
exempts from the nonbanking divest-
ment requirements of section 4(a) of
the Act shares of a company engaged
‘‘solely in the business of furnishing
services to or performing services for”
its bank holding company or subsidiary
banks thereof.

(b) The Board of Governors has had
occasion to express opinions as to
whether this section of law applies to
the following two sets of facts:

(1) In the first case, Corporation X, a
nonbanking subsidiary of a bank hold-
ing company (Holding Company A),
was engaged in the business of pur-
chasing installment paper suitable for
investment by banking subsidiaries of
Holding Company A. All installment
paper purchased by Corporation X was
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sold by it to a bank which is a sub-
sidiary of Holding Company A, without
recourse, at a price equal to the cost of
the installment paper to Corporation
X, and with compensation to the latter
based on the earnings from such paper
remaining after certain reserves, ex-
penses and charges. The subsidiary
bank sold participations in such in-
stallment paper to the other affiliated
banks of Holding Company A which de-
sired to participate. Purchases by Cor-
poration X consisted mainly of paper
insured under title I of the National
Housing Act and, in addition, Corpora-
tion X purchased time payment con-
tracts covering sales of appliances by
dealers under contractual arrange-
ments with utilities, as well as paper
covering home improvements which
was not insured. Pursuant to certain
service agreements, Corporation X
made all collections, enforced guaran-
ties, filed claims under title I insur-
ance and performed other services for
the affiliated banks. Also Corporation
X rendered to banking subsidiaries of
Holding Company A various account-
ing, statistical and advisory services
such as payroll, life insurance and
budget loan installment account.

(2) In the second case, Corporation Y,
a nonbanking subsidiary of a bank
holding company (Holding Company B,
which was also a bank), solicited busi-
ness on behalf of Holding Company B
from dealers, throughout several ad-
joining or contiguous States, who made
time sales and desired to convert their
time sales paper into cash; but Cor-
poration Y made no loans or purchases
of sales contracts and did not discount
or advance money for time sales obli-
gations. Corporation Y investigated
credit standings of purchasers obli-
gated on time sale contracts to be ac-
quired by Holding Company B, Cor-
poration Y received from dealers the
papers offered by them and inspected
such papers to see that they were in
order, and transmitted to Holding
Company B for its determination to
purchase, including, in some cases,
issuance of drafts in favor of dealers in
order to facilitate their prompt receipt
of payment for installment paper pur-
chased by Holding Company B. Cor-
poration Y made collections of delin-
quent paper or delinquent install-
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ments, which sometimes involved re-
possession and resale of the automobile
or other property which secured the
paper. Also, upon request of purchasers
obligated on paper held by Holding
Company B, Corporation Y transmitted
installment payments to Holding Com-
pany B. Holding Company B reim-
bursed Corporation Y for its actual
costs and expenses in performing the
services mentioned above, including
the salaries and wages of all Corpora-
tion Y officers and employees.

(c) While the term ‘‘services’ is
sometimes used in a broad and general
sense, the legislative history of the
Bank Holding Company Act indicates
that in section 4(c)(1) the word was
meant to be somewhat more limited in
its application. An early version of the
bill specifically exempted companies
engaged in serving the bank holding
company and its subsidiary banks in
“‘auditing, appraising, investment
counseling’’. The statute as finally en-
acted does not expressly mention any
specific type of servicing activity for
exemption. In recommending the
change, the Senate Banking and Cur-
rency Committee stated that the types
of services contemplated are ‘‘in the
fields of advertising, public relations,
developing new business, organizations,
operations, preparing tax returns, per-
sonnel, and many others’, which indi-
cates that latitude should be given to
the range of activities contemplated by
this section beyond those specifically
set forth in the early draft of the bill.
(84th Cong., 2d Sess., Senate Report
1095, Part 2, p. 3.) It nevertheless seems
evident that Congress intended such
services to be types of activities gen-
erally comparable to those mentioned
above from the early bill (‘‘auditing,
appraising, investment counseling’’)
and in the excerpt from the Committee
Report on the later bill (‘‘advertising,
public relations, developing new busi-
ness, organization, operations, pre-
paring tax returns, personnel, and
many others’’). This legislative history
and the context in which the term
‘“‘services’ is used in section 4(c)(1)
seem to suggest that the term was in
general intended to refer to servicing
operations which a bank could carry on
itself, but which the bank or its hold-
ing company chooses to have done
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through another organization. More-
over, the report of the Senate Banking
and Currency Committee indicated
that the types of servicing permitted
under section 4(c)(1) are to be distin-
guished from activities of a ‘‘financial,
fiduciary, or insurance nature’, such
as those which might be considered for
possible exemption under section
4(c)(6) of the Act.

(d) With respect to the first set of
facts, the Board expressed the opinion
that certain of the activities of Cor-
poration X, such as the accounting,
statistical and advisory services re-
ferred to above, may be within the
range of servicing activities con-
templated by section 4(c)(1), but that
this would not appear to be the case
with the main activity of Corporation
X, which was the purchase of install-
ment paper and the resale of such
paper at cost, without recourse, to
banking subsidiaries of Holding Com-
pany A. This latter and basic activity
of Corporation X appeared to involve
essentially a financial relationship be-
tween it and the banking subsidiaries
of Holding Company A and appeared
beyond the category of servicing ex-
emptions contemplated by section
4(c)(1) of the Act. Accordingly, it was
the Board’s view that Corporation X
could not be regarded as qualifying
under section 4 (c)(1) as a company en-
gaged ‘‘solely in the business of fur-
nishing services to or performing serv-
ices for”’ Holding Company A or sub-
sidiary banks thereof.

(e) With respect to the second set of
facts, the Board expressed the opinion
that some of the activities engaged in
by Corporation Y were clearly within
the range of servicing activities con-
templated by section 4(c)(1). There was
some question as to whether or not
some of the other activities of Corpora-
tion Y mentioned above could meet the
test, but on balance, it seemed that all
such activities probably were activities
in which Holding Company B, which as
already indicated was a bank, could
itself engage, at the present locations
of Corporation Y, without being en-
gaged in the operation of bank
branches at those locations. In the cir-
cumstances, while the question was not
free from doubt, the Board expressed
the opinion that the activities of Cor-

12 CFR Ch. Il (1-1-21 Edition)

poration Y were those of a company en-
gaged ‘‘solely in the business of fur-
nishing services to or performing serv-
ices for’’ Holding Company B within
the meaning of section 4(c)(1) of the
Act, and that, accordingly, the control
by Holding Company B of shares in
Corporation Y was exempted under
that section.

[23 FR 2675, May 23, 1958. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.107 Acquisition of stock in small
business investment company.

(a) A registered bank holding com-
pany requested an opinion by the
Board of Governors with respect to
whether that company and its banking
subsidiaries may acquire stock in a
small business investment company or-
ganized pursuant to the Small Business
Investment Act of 1958.

(b) It is understood that the bank
holding company and its subsidiary
banks propose to organize and sub-
scribe for stock in a small business in-
vestment company which would be
chartered pursuant to the Small Busi-
ness Investment Act of 1958 which pro-
vides for long-term credit and equity
financing for small business concerns.

(c) Section 302(b) of the Small Busi-
ness Investment Act authorizes na-
tional banks, as well as other member
banks and nonmember insured banks
to the extent permitted by applicable
State law, to invest capital in small
business investment companies not ex-
ceeding one percent of the capital and
surplus of such banks. Section 4(c)(4) of
the Bank Holding Company Act ex-
empts from the prohibitions of section
4 of the Act ‘‘shares which are of the
kinds and amounts eligible for invest-
ment by National banking associations
under the provisions of section 5136 of
the Revised Statutes’. Section 5136 of
the Revised Statutes (paragraph ‘‘Sev-
enth”) in turn provides, in part, as fol-
lows:

Except as hereinafter provided or otherwise
permitted by law nothing herein contained
shall authorize the purchase by the associa-
tion for its own account of any shares of
stock of any corporation.

Since the shares of a small business in-
vestment company are of a Kkind and
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amount expressly made eligible for in-
vestment by a national bank under the
Small Business Investment Act of 1958,
it follows, therefore, that the owner-
ship or control of such shares by a
bank holding company would be ex-
empt from the prohibitions of section 4
of the Bank Holding Company Act by
virtue of the provisions of section
4(c)(4) of that Act. Accordingly, the
ownership or control of such shares by
the bank holding company would be ex-
empt from the prohibitions of section 4
of the Bank Holding Company Act.

(d) An additional question is pre-
sented, however, as to whether section
6 of the Bank Holding Company Act
prohibits banking subsidiaries of the
bank holding company from purchasing
stock in a small business investment
company where the latter is a ‘‘sub-
sidiary’’ under that Act.

(e) Section 6(a)(1) of the Act makes it
unlawful for a bank to invest any of its
funds in the capital stock of any other
subsidiary of the bank holding com-
pany. However, section 6(a)(l) was, in
effect, amended by section 302(b) of the
Small Business Investment Act (15
U.S.C. 682) as amended by the Act of
June 11, 1960 (Pub. L. 86-502) so as to
nullify this prohibition when the ‘‘sub-
sidiary”’ is a small business investment
company.

(f) Accordingly, section 6 of the Bank
Holding Company Act does not prohibit
banking subsidiaries of the bank hold-
ing company from purchasing stock in
a small business investment company
organized pursuant to the Small Busi-
ness Investment Act of 1958, where that
company is or will be a subsidiary of
the bank holding company.

[26 FR 7485, Aug. 9, 1960. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.109 “Services” under section
4(c)(1) of Bank Holding Company
Act.

(a) The Board of Governors has been
requested by a bank holding company
for an interpretation under section
4(c)(1) of the Bank Holding Company
Act which, among other things, ex-
empts from the nonbanking divestment
requirements of section 4(a) of the Act,
shares of a company engaged ‘‘solely in
the business of furnishing services to
or performing services for’ its bank
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holding company or subsidiary banks
thereof.

(b) It is understood that a mnon-
banking subsidiary of the holding com-
pany engages in writing comprehensive
automobile insurance (fire, theft, and
collision) which is sold only to cus-
tomers of a subsidiary bank of the
holding company in connection with
the bank’s retail installment loans;
that when payment is made on a loan
secured by a lien on a motor vehicle,
renewal policies are not issued by the
insurance company; and that the insur-
ance company receives the usual agen-
cy commissions on all comprehensive
automobile insurance written for cus-
tomers of the bank.

(c) It is also understood that the in-
surance company writes credit life in-
surance for the benefit of the bank and
its installment-loan customers; that
each insured debtor is covered for an
amount equal to the unpaid balance of
his note to the bank, not to exceed
$5,000; that as the note is reduced by
regular monthly payments, the amount
of insurance is correspondingly reduced
so that at all times the debtor is in-
sured for the unpaid balance of his
note; that each insurance contract pro-
vides for payment in full of the entire
loan balance upon the death or perma-
nent disability of the insured borrower;
and that this credit life insurance is
written only at the request of, and
solely for, the bank’s borrowing cus-
tomers. It is further understood that
the insurance company engages in no
other activity.

(d) As indicated in §225.104 (23 FR
2675), the term ‘‘services,” while some-
times used in a broad and general
sense, appears to be somewhat more
limited in its application in section
4(c)(1) of the Bank Holding Company
Act. Unlike an early version of the
Senate bill (S. 2577, before amend-
ment), the act as finally enacted does
not expressly mention any type of serv-
icing activity for exemption. The legis-
lative history of the Act, however, as
indicated in the relevant portion of the
record of the Senate Banking and Cur-
rency Committee on amended S. 2577
(84th Cong., 2d Sess., Senate Report
1095, Part 2, p. 3) makes it evident that
Congress had in mind the exemption of
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services comparable to the types of ac-
tivities mentioned expressly in the
early Senate bill (‘‘auditing, apprais-
ing, investment counseling’’) and in
the Committee Report on the later bill
(‘‘advertising, public relations, devel-
oping new business, organization, oper-
ations, preparing tax returns, per-
sonnel, and many others”). Further-
more, this Committee Report expressly
stated that the provision of section
4(c)(1) with respect to ‘‘furnishing serv-
ices to or performing services for” was
not intended to supplant the exemption
contained under section 4 (c)(6) of the
Act.

(e) The only activity of the insurance
company (writing comprehensive auto-
mobile insurance and credit life insur-
ance) appears to involve an insurance
relationship between it and a banking
subsidiary of the holding company
which the legislative history clearly
indicates does not come within the
meaning of the phrase ‘‘furnishing
services to or performing services for”
a bank holding company or its banking
subsidiaries.

(f) Accordingly, it is the Board’s view
that the insurance company could not
be regarded as qualifying as a company
engaged ‘‘solely in the business of fur-
nishing services to or performing serv-
ices for” the bank holding company or
banks with respect to which the latter
is a bank holding company.

[23 FR 9017, Nov. 20, 1958. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.111 Limit on investment by bank
holding company system in stock of
srpall business investment compa-
nies.

(a) Under the provisions of section
4(c)(b) of the Bank Holding Company
Act, as amended (12 U.S.C. 1843), a bank
holding company may acquire shares of
nonbank companies ‘‘which are of the
kinds and amounts eligible for invest-
ment’”’ by national banks. Pursuant to
section 302(b) of the Small Business In-
vestment Act of 1958 (15 U.S.C. 682(b)),
as amended by title II of the Small
Business Act Amendments of 1967 (Pub.
L. 90-104, 81 Stat. 268, 270), a national
bank may invest in stock of small busi-
ness investment companies (SBICs)
subject to certain restrictions.
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(b) On the basis of the foregoing stat-
utory provisions, it is the position of
the Board that a bank holding com-
pany may acquire direct or indirect
ownership or control of stock of an
SBIC subject to the following limits:

(1) The total direct and indirect in-
vestments of a bank holding company
in stock of SBICs may not exceed:

(i) With respect to all stock of SBICs
owned or controlled directly or indi-
rectly by a subsidiary bank, 5 percent
of that bank’s capital and surplus;

(ii) With respect to all stock of SBICs
owned directly by a bank holding com-
pany that is a bank, 5 percent of that
bank’s capital and surplus; and

(iii) With respect to all stock of
SBICs otherwise owned or controlled
directly or indirectly by a bank hold-
ing company, 5 percent of its propor-
tionate interest in the capital and sur-
plus of each subsidiary bank (that is,
the holding company’s percentage of
that bank’s stock times that bank’s
capital and surplus) less that bank’s in-
vestment in stock of SBICs; and

(2) A bank holding company may not
acquire direct or indirect ownership or
control of 50 percent or more of the
shares of any class of equity securities
of an SBIC that have actual or poten-
tial voting rights.

(c) A bank holding company or a
bank subsidiary that acquired direct or
indirect ownership or control of 50 per-
cent or more of any such class of eq-
uity securities prior to January 9, 1968,
is not required to divest to a level
below 50 percent. A bank that acquired
50 percent or more prior to January 9,
1968, may become a subsidiary in a
holding company system without any
necessity for divesting to a level below
50 percent: Provided, That such action
does not result in the bank holding
company acquiring control of a per-
centage greater than that controlled
by such bank.

(12 U.S.C. 248. Interprets 12 U.S.C. 1843, 15
U.S.C. 682)

[33 FR 6967, May 9, 1968. Redesignated at 36
FR 21666, Nov. 12, 1971]
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§225.112 Indirect control of small
business concern through convert-
ible debentures held by small busi-
ness investment company.

(a) A question has been raised con-
cerning the applicability of provisions
of the Bank Holding Company Act of
1956 to the acquisition by a bank hold-
ing company of stock of a small busi-
ness investment company (‘‘SBIC”’) or-
ganized pursuant to the Small Business
Investment Act of 1958 (‘*‘SBI Act”).

(b) As indicated in the interpretation
of the Board (§225.107) published at 23
FR 7813, it is the Board’s opinion that,
since stock of an SBIC is eligible for
purchase by national banks and since
section 4(c)(4) of the Holding Company
Act exempts stock eligible for invest-
ment by national banks from the pro-
hibitions of section 4 of that Act, a
bank holding company may lawfully
acquire stock in such an SBIC.

(c) However, section 304 of the SBI
Act provides that debentures of a small
business concern purchased by a small
business investment company may be
converted at the option of such com-
pany into stock of the small business
concern. The question therefore arises
as to whether, in the event of such con-
version, the parent bank holding com-
pany would be regarded as having ac-
quired ‘‘direct or indirect ownership or
control” of stock of the small business
concern in violation of section 4(a) of
the Holding Company Act.

(d) The Small Business Investment
Act clearly contemplates that one of
the primary purposes of that Act was
to enable SBICs to provide needed eq-
uity capital to small business concerns
through the purchase of debentures
convertible into stock. Thus, to the ex-
tent that a stockholder in an SBIC
might acquire indirect control of stock
of a small business concern, such con-
trol appears to be a natural and con-
templated incident of ownership of
stock of the SBIC. The Office of the
Comptroller of the Currency has infor-
mally indicated concurrence with this
interpretation insofar as it affects in-
vestments by national banks in stock
of an SBIC.

(e) Since the exception as to stock el-
igible for investment by national banks
contained in section 4(c)(4) of the Hold-
ing Company Act was apparently in-
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tended to permit a bank holding com-
pany to acquire any stock that would
be eligible for purchase by a national
bank, it is the Board’s view that sec-
tion 4(a)(1) of the Act does not prohibit
a bank holding company from acquir-
ing stock of an SBIC, even though own-
ership of such stock may result in the
acquisition of indirect ownership or
control of stock of a small business
concern which would not itself be eligi-
ble for purchase directly by a national
bank or a bank holding company.

[24 FR 1584, Mar. 4, 1959. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.113 Services under section 4(a) of
Bank Holding Company Act.

(a) The Board of Governors has been
requested for an opinion as to whether
the performance of certain functions
by a bank holding company for four
banks of which it owns less than 25 per-
cent of the voting shares is in violation
of section 4(a) of the Bank Holding
Company Act.

(b) It is claimed that the holding
company is engaged in ‘‘managing”’
four nonsubsidiary banks, for which
services it receives ‘‘management
fees.”” Specifically, the company en-
gages in the following activities for the
four nonsubsidiary banks: (1) Estab-
lishment and supervision of loaning
policies; (2) direction of the purchase
and sale of investment securities; (3)
selection and training of officer per-
sonnel; (4) establishment and enforce-
ment of operating policies; and (5) gen-
eral supervision over all policies and
practices.

(c) The question raised is whether
these activities are prohibited by sec-
tion 4(a)(2) of the Bank Holding Com-
pany Act, which permits a bank hold-
ing company to engage in only three
categories of business: (1) Banking; (2)
managing or controlling banks; and (3)
furnishing services to or performing
services for any bank of which the
holding company owns or controls 25
percent or more of the voting shares.

(d) Clearly, the activities of the com-
pany with respect to the four nonsub-
sidiary banks do not constitute ‘‘bank-
ing.” With respect to the business of
“managing or controlling’ banks, it is
the Board’s view that such business,
within the purview of section 4(a)(2), is
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essentially the exercise of a broad gov-
erning influence of the sort usually ex-
ercised by bank stockholders, as distin-
guished from direct or active participa-
tion in the establishment or carrying
out of particular policies or operations.
The latter kinds of activities fall with-
in the third category of businesses in
which a bank holding company is per-
mitted to engage. In the Board’s view,
the activities enumerated above fall in
substantial part within that third cat-
egory.

(e) Section 4(a)(2), like all other sec-
tions of the Holding Company Act,
must be interpreted in the light of all
of its provisions, as well as in the light
of other sections of the Act. The ex-
pression ‘‘managing * * * banks,” if it
could be taken by itself, might appear
to include activities of the sort enu-
merated. However, such an interpreta-
tion of those words would virtually
nullify the last portion of section
4(a)(2), which permits a holding com-
pany to furnish services to or perform
services for ‘‘any bank of which it owns
or controls 25 per centum or more of
the voting shares.”

(f) Since Congress explicitly author-
ized the performance of services for
banks that are at least 25 percent
owned by a holding company, it obvi-
ously intended that the holding com-
pany should not perform services for
banks in which it owns less than 25 per-
cent of the voting shares. However, if
the second category—‘‘managing or
controlling banks’—were interpreted
to permit the holding company to per-
form services for any bank, including a
bank in which it held less than 25 per-
cent of the stock (or no stock whatso-
ever), the last clause of section 4(a)(2)
would be meaningless.

(g) It is principally for this reason—
that is, to give effective meaning to
the final clause of section 4(a)(2)—that
the Board interprets ‘‘managing or
controlling banks’ in that provision as
referring to the exercise of a stock-
holder’s management or control of
banks, rather than direct and active
participation in their operations. To
repeat, such active participation in op-
erations falls within the third category
(‘““‘furnishing services to or performing
services for any bank”) and con-
sequently may be engaged in only with

12 CFR Ch. Il (1-1-21 Edition)

respect to banks in which the holding
company ‘‘owns or controls 25 per cen-
tum or more of the voting shares.”

(h) Accordingly, it is the Board’s con-
clusion that, in performing the services
enumerated, the bank holding company
is ““furnishing services to or performing
services for” the four banks referred
to. Under the Act such furnishing or
performing of services is permissible
only if the holding company owns or
controls 25 percent of the voting shares
of each bank receiving such services,
and, since the company owns less than
25 percent of the voting shares of these
banks, it follows that these activities
are prohibited by section 4(a)(2).

(i) While this conclusion is required,
in the Board’s opinion, by the language
of the statute, it may be noted further
that any other conclusion would make
it possible for bank holding company
or any other corporation, through ar-
rangements for the ‘‘managing” of
banks in the manner here involved, to
acquire effective control of banks with-
out acquiring bank stocks and thus to
evade the underlying objectives of sec-
tion 3 of the Act.

[26 FR 281, Jan. 14, 1960. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.115 Applicability of Bank Service
Corporation Act in certain bank
holding company situations.

(a) Questions have been presented to
the Board of Governors regarding the
applicability of the recently enacted
Bank Service Corporation Act (Pub. L.
87-856, approved October 23, 1962) in
cases involving service corporations
that are subsidiaries of bank holding
companies under the Bank Holding
Company Act of 1956. In addition to
being charged with the administration
of the latter Act, the Board is named in
the Bank Service Corporation Act as
the Federal supervisory agency with
respect to the performance of bank
services for State member banks.

(b) Holding company-owned corporation
serving only subsidiary banks. (1) One
question is whether the Bank Service
Corporation Act is applicable in the
case of a corporation, wholly owned by
a bank holding company, which is en-
gaged in performing ‘‘bank services”’,
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as defined in section 1(b) of the Act, ex-
clusively for subsidiary banks of the
holding company.

(2) Except as noted below with re-
spect to section 5 thereof, the Bank
Service Corporation Act is not applica-
ble in this case. This is true because
none of the stock of the corporation
performing the services is owned by
any bank and the corporation, there-
fore, is not a ‘‘bank service corpora-
tion” as defined in section 1(c) of the
Act. A corporation cannot meet that
definition unless part of its stock is
owned by two or more banks. The situ-
ation clearly is unaffected by section
2(b) of the Act which permits a cor-
poration that fell within the definition
initially to continue to function as a
bank service corporation although sub-
sequently only one of the banks re-
mains as a stockholder in the corpora-
tion.

(3) However, although it is not a
bank service corporation, the corpora-
tion in question and each of the banks
for which it performs bank services are
subject to section 5 of the Bank Service
Corporation Act. That section, which
requires the furnishing of certain as-
surances to the appropriate Federal su-
pervisory agency in connection with
the performance of bank services for a
bank, is applicable whether such serv-
ices are performed by a bank service
corporation or by others.

(4) Section 4(a)(1) of the Bank Hold-
ing Company Act prohibits the acquisi-
tion by a bank holding company of
“direct or indirect ownership or con-
trol”’ of shares of a nonbanking com-
pany, subject to certain exceptions.
Section 4(c)(1) of the Act exempts from
section 4(a)(1) shares of a company en-
gaged ‘‘solely in the business of fur-
nishing services to or performing serv-
ices for” its bank holding company or
subsidiary banks thereof. Assuming
that the bank services performed by
the corporation in question are ‘‘serv-
ices” of the kinds contemplated by sec-
tion 4(c)(1) of the Bank Holding Com-
pany Act (as would be true, for exam-
ple, of the electronic data processing of
deposit accounts), the holding com-
pany’s ownership of the corporation’s
shares in the situation described above
clearly is permissible under that sec-
tion of the Act.

§225.115

(c) Bank service corporation owned by
holding company subsidiaries and serving
also other banks. (1) The other question
concerns the applicability of the Bank
Service Corporation Act and the Bank
Holding Company Act in the case of a
corporation, all the stock of which is
owned either by a bank holding com-
pany and its subsidiary banks together
or by the subsidiary banks alone,
which is engaged in performing ‘‘bank
services”, as defined in section 1(b) of
the Bank Service Corporation Act, for
the subsidiary banks and for other
banks, as well.

(2) In contrast to the situation under
paragraph (b) of this section, the cor-
poration in this case is a ‘‘bank service
corporation” within the meaning of
section 1(c) of the Bank Service Cor-
poration Act because of the ownership
by each of the subsidiary banks of a
part of the corporation’s stock. This
stock ownership is one of the impor-
tant facts differentiating this case
from the first one. Being a bank service
corporation, the corporation in ques-
tion is subject to section 3 of the Act
concerning applications to bank serv-
ice corporations by competitive banks
for bank services, and to section 4 for-
bidding a bank service corporation
from engaging in any activity other
than the performance of bank services
for banks. Section 5, mentioned pre-
viously and relating to ‘‘assurances’,
also is applicable in this case.

(3) The other important difference
between this case and the situation in
paragraph (b) of this section is that
here the bank service corporation per-
forms services for nonsubsidiary banks,
as well as for subsidiary banks. This is
permissible because section 2(a) of the
Bank Service Corporation Act, which
authorizes any two or more banks to
invest limited amounts in a bank serv-
ice corporation, removes all limita-
tions and prohibitions of Federal law
exclusively relating to banks that oth-
erwise would prevent any such invest-
ment. From the legislative history of
section 2(a), it is clear that section 6 of
the Bank Holding Company Act is
among the limitations and prohibitions
so removed. But for such removal, sec-
tion 6(a)(1) of that Act would make it
unlawful for any of the subsidiary
banks of the bank holding company in
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question to own stock in the bank serv-
ice corporation subsidiary of the hold-
ing company, as the exemption in sec-
tion 6(b)(1) would not apply because of
the servicing by the bank service cor-
poration of nonsubsidiary banks.

(4) Because the bank service corpora-
tion referred to in the question is serv-
ing banks other than the subsidiary
banks, the bank holding company is
not exempt under section 4(c)(1) of the
Bank Holding Company Act from the
prohibition of acquisition of non-
banking interests in section 4(a)(1) of
that Act. The bank holding company,
however, is entitled to the benefit of
the exemption in section 4(c)(4) of the
Act. That section exempts from section
4(a) ‘‘shares which are of the kinds and
amounts eligible for investment by Na-
tional banking associations under the
provisions of section 5136 of the Re-
vised Statutes’. Section 5136 provides,
in part, that: ‘“Except as hereinafter
provided or otherwise permitted by
law, nothing herein contained shall au-
thorize the purchase by the association
for its own account of any shares of
stock of any corporation.” As the pro-
visions of section 2(a) of the Bank
Service Corporation Act and its legis-
lative history make it clear that shares
of a bank service corporation are of a
kind eligible for investment by na-
tional banks under section 5136, it fol-
lows that the direct or indirect owner-
ship on control of such shares by a
bank holding company are permissible
within the amount limitation discussed
in paragraph (d) of this section.

(d) Limit on investment by bank holding
company system in stock of bank service
corporation. (1) In the situation pre-
sented by paragraph (c) the bank hold-
ing company clearly owns or controls,
directly or indirectly, all of the stock
of the bank service corporation. The
remaining question, therefore, is
whether the total direct and indirect
investment of the bank holding com-
pany in the bank service corporation
exceeds the amount permissible under
the Bank Holding Company Act.

(2) The effect of sections 4(a)(1) and
4(c)(4) of the Bank Holding Company
Act is to limit the amount of shares of
a bank service corporation that a bank
holding company may own or control,
directly or indirectly, to the amount

12 CFR Ch. Il (1-1-21 Edition)

eligible for investment by a national
bank, as previously indicated. Under
section 2(a) of the Bank Service Cor-
poration Act, the amount of shares of a
bank service corporation eligible for
investment by a national bank may
not exceed ‘10 per centum [of the
bank’s] * * * paid-in and unimpaired
capital and unimpaired surplus’’.

(3) The Board’s view is that this as-
pect of the matter should be deter-
mined in accordance with the prin-
ciples set forth in §225.111, as revised
(27 FR 12671), involving the application
of sections 4(a)(1) and 4(c)(4) of the
Bank Holding Company Act in the
light of section 302(b) of the Small
Business Investment Act limiting the
amount eligible for investment by a
national bank in the shares of a small
business investment company to two
percent of the bank’s ‘‘capital and sur-
plus”.

(4) Except for the differences in the
percentage figures, the investment lim-
itation in section 302(b) of the Small
Business Investment Act is essentially
the same as the investment limitation
in section 2(a) of the Bank Service Cor-
poration Act since, as an accounting
matter and for the purposes under con-
sideration, ‘‘capital and surplus’” may
be regarded as equivalent in meaning
to ‘“‘paid-in and unimpaired capital and
unimpaired surplus.” Accordingly, the
maximum permissible investment by a
bank holding company system in the
stock of a bank service corporation
should be determined in accordance
with the formula prescribed in §222.111.

[27 FR 12918, Dec. 29, 1962. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.118 Computer services for cus-
tomers of subsidiary banks.

(a) The question has been presented
to the Board of Governors whether a
wholly-owned nonbanking subsidiary
(‘“‘service company’’) of a bank holding
company, which is now exempt from
the prohibitions of section 4 of the
Bank Holding Company Act of 1956
(‘‘the Act’) because its sole business is
the providing of services for the hold-
ing company and the Ilatter’s sub-
sidiary banks, would lose its exempt
status if it should provide data proc-
essing services for customers of the
subsidiary banks.
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(b) The Board understood from the
facts presented that the service com-
pany owns a computer which it utilizes
to furnish data processing services for
the subsidiary banks of its parent hold-
ing company. Customers of these banks
have requested that the banks provide
for them computerized billing, ac-
counting, and financial records mainte-
nance services. The banks wish to uti-
lize the computer services of the serv-
ice company in providing these and
other services of a similar nature. It is
proposed that, in each instance where a
subsidiary bank undertakes to provide
such services, the bank will enter into
a contract directly with the customer
and then arrange to have the service
company perform the services for it,
the bank. In no case will the service
company provide services for anyone
other than its affiliated banks. More-
over, it will not hold itself out as, nor
will its parent corporation or affiliated
banks represent it to be, authorized or
willing to provide services for others.

(c) Section 4(c)(1) of the Act permits
a holding company to own shares in
“any company engaged solely * * * in
the business of furnishing services to
or performing services for such holding
company and banks with respect to
which it is a bank holding company
* % % The Board has ruled heretofore
that the term ‘‘services’” as used in sec-
tion 4(c)(1) is to be read as relating to
those services (excluding ‘‘closely re-
lated” activities of ‘‘a financial, fidu-
ciary, or insurance nature’’ within the
meaning of section 4(c)(6)) which a
bank itself can provide for its cus-
tomers (§225.104). A determination as
to whether a particular service may le-
gitimately be rendered or performed by
a bank for its customers must be made
in the light of applicable Federal or
State statutory or regulatory provi-
sions. In the case of a State-chartered
bank, the laws of the State in which
the bank operates, together with any
interpretations thereunder rendered by
appropriate bank authorities, would
govern the right of the bank to provide
a particular service. In the case of a
national bank, a similar determination
would require reference to provisions of
Federal law relating to the establish-
ment and operation of national banks,

§225.121

as well as to pertinent rulings or inter-
pretations promulgated thereunder.

(d) Accordingly, on the assumption
that all of the services to be performed
are of the kinds that the holding com-
pany’s subsidiary banks may render for
their customers under applicable Fed-
eral or State law, the Board concluded
that the rendition of such services by
the service company for its affiliated
banks would not adversely affect its
exempt status under section 4(c)(1) of
the Act.

(e) In arriving at the above conclu-
sion, the Board emphasized that its
views were premised explicitly upon
the facts presented to it, and particu-
larly its understanding that banks are
permitted, under applicable Federal or
State law to provide the proposed com-
puter services. The Board emphasized
also that in respect to the service com-
pany’s operations, there continues in
effect the requirement under section
4(c)(1) that the service company engage
solely in the business of furnishing
services to or performing services for
the bank holding company and its sub-
sidiary banks. The Board added that
any substantial change in the facts
that had been presented might require
re-examination of the service com-
pany’s status under section 4(c)(1).

[29 FR 12361, Aug. 28, 1964. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.121 Acquisition of Edge corpora-
tion affiliate by State member
banks of registered bank holding
company.

(a) The Board has been asked wheth-
er it is permissible for the commercial
banking affiliates of a bank holding
company registered under the Bank
Holding Company Act of 1956, as
amended, to acquire and hold the
shares of the holding company’s Edge
corporation subsidiary organized under
section 25(a) of the Federal Reserve
Act.

(b) Section 9 of the Bank Holding
Company Act amendments of 1966 (Pub.
L. 89-485, approved July 1, 1966) re-
pealed section 6 of the Bank Holding
Company Act of 1956. That rendered ob-
solete the Board’s interpretation of
section 6 that was published in the
March 1966 Federal Reserve Bulletin,
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page 339 (§225.120). Thus, so far as Fed-
eral Banking law applicable to State
member banks is concerned, the answer
to the foregoing question depends on
the provisions of section 23A of the
Federal Reserve Act, as amended by
the 1966 amendments to the Bank Hold-
ing Company Act. By its specific
terms, the provisions of section 23A do
not apply to an affiliate organized
under section 25(a) of the Federal Re-
serve Act.

(c) Accordingly, the Board concludes
that, except for such restrictions as
may exist under applicable State law,
it would be legally permissible by vir-
tue of paragraph 20 of section 9 of the
Federal Reserve Act for any or all of
the State member banks that are affili-
ates of a registered bank holding com-
pany to acquire and hold shares of the
Edge corporation subsidiary of the
bank holding company within the
amount limitation in the last sentence
of paragraph 12 of section 25(a) of the
Federal Reserve Act.

(12 U.S.C. 24, 248, 335, 371c, 611, 618)

[31 FR 10263, July 29, 1966. Redesignated at 36
FR 21666, Nov. 12, 1971]

§225.122 Bank holding company own-
ership of mortgage companies.

(a) The Board of Governors recently
considered whether a bank holding
may acquire, either directly or through
a subsidiary, the stock of a so-called
“mortgage company’’ that would be op-
erated on the following basis: The com-
pany would solicit mortgage loans on
behalf of a bank in the holding com-
pany system, assemble credit informa-
tion, make property inspections and
appraisals, and secure title informa-
tion. The company would also partici-
pate in the preparation of applications
for mortgage loans, which it would sub-
mit, together with recommendations
with respect to action thereon, to the
bank, which alone would decide wheth-
er to make any or all of the loans re-
quested. The company would in addi-
tion solicit investors to purchase mort-
gage loans from the bank and would
seek to have such investors contract
with the bank for the servicing of such
loans.

(b) Under section 4 of the Bank Hold-
ing Company Act (12 U.S.C. 1843), a
bank holding company is generally pro-

12 CFR Ch. Il (1-1-21 Edition)

hibited from acquiring ‘‘direct or indi-
rect ownership’’ of stock of nonbanking
corporations. The two exceptions prin-
cipally involved in the question pre-
sented are with respect to (1) stock
that is eligible for investment by a na-
tional bank (section 4(c)(b) of the Act)
and (2) shares of a company ‘‘fur-
nishing services to or performing serv-
ices for such bank holding company or
its banking subsidiaries” (section
4(c)(1)(C) of the Act).

(c) The Board has previously indi-
cated its view that a national bank is
forbidden by the so-called ‘‘stock-pur-
chase prohibition’ of paragraph ‘‘Sev-
enth” of section 5136 of the Revised
Statutes (12 U.S.C. 24) to purchase ‘‘for
its own account * * * any shares of
stock of any corporation’ except (1) to
the extent permitted by specific provi-
sions of Federal law or (2) as comprised
within the concept of ‘‘such incidental
powers as shall be necessary to carry
on the business of banking’ referred to
in the first sentence of said paragraph
“Seventh’”. There is no specific statu-
tory provision authorizing a national
bank to purchase stock in a mortgage
company, and in the Board’s view such
purchase may not properly be regarded
as authorized under the ‘‘incidental
powers’’ clause. (See 1966 Federal Re-
serve Bulletin 1151; 12 CFR 208.119.) Ac-
cordingly, a bank holding company
may not acquire stock in a mortgage
company on the basis of the section
4(c)(5) exemption.

(d) However, the Board does not be-
lieve that such conclusion prejudices
consideration of the question whether
such a company is within the section
4(c)(1)(C) ‘‘servicing exemption’. The
basic purpose of section 4 of the Act is
to confine a bank holding company’s
activities to the management and con-
trol of banks. In determining whether
an activity in which a bank could itself
engage is within the servicing exemp-
tion, the question is simply whether
such activity may appropriately be
considered as ‘‘furnishing services to or
performing services for’’ a bank.

(e) As indicated in the Board’s inter-
pretation published in the 1958 Federal
Reserve Bulletin at page 431 (12 CFR
225.104), the legislative history of the
servicing exemption indicates that it
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includes the following activities: ‘‘au-
diting, appraising, investment coun-
seling” and ‘‘advertising, public rela-
tions, developing new business, organi-
zation, operations, preparing tax re-
turns, and personnel’’. The legislative
history further indicates that some
other activities also are within the
scope of the exemption. However, the
types of servicing permitted under such
exemption must be distinguished from
activities of a ‘‘financial fiduciary, or
insurance nature’, such as those that
might be considered for possible ex-
emption under section 4(c)(8) of the
Act.

(f) In considering the interrelation of
these exemptions in the light of the
purpose of the prohibition against bank
holding company interests in non-
banking organizations, the Board has
concluded that the appropriate test for
determining whether a mortgage com-
pany may be considered as within the
servicing exemption is whether the
company will perform as principal any
banking activities—such as receiving
deposits, paying checks, extending
credit, conducting a trust department,
and the like. In other words, if the
mortgage company is to act merely as
an adjunct to a bank for the purpose of
facilitating the banks operations, the
company may appropriately be consid-
ered as within the scope of the serv-
icing exemption.?

(g) On this basis the Board concluded
that, insofar as the Bank Holding Com-
pany Act is concerned, a bank holding
company may acquire, either directly
or through a subsidiary, the stock of a
mortgage company whose functions are
as described in the question presented.
On the other hand, in the Board’s view,
a bank holding company may not ac-
quire, on the basis of the servicing ex-
emption, a mortgage company whose
functions include such activities as ex-

1Insofar as the 1958 interpretation referred
to above suggested that the branch banking
laws are an appropriate general test for de-
termining the scope of the servicing exemp-
tion, such interpretation is hereby modified.
In view of the different purposes to be served
by the branch banking laws and by section 4
of the Bank Holding Company Act, the Board
has concluded that basing determinations
under the latter solely on the basis of deter-
minations under the former is inappropriate.

§225.123

tending credit for its own account, ar-
ranging interim financing, entering
into mortgage service contracts on a
fee basis, or otherwise performing func-
tions other than solely on behalf of a
bank.

(12 U.S.C. 248)

[32 FR 15004, Oct. 3, 1967, as amended at 35 FR
19662, Dec. 29, 1970. Redesignated at 36 FR
21666, Nov. 12, 1971]

§225.123 Activities closely related to
banking.

(a) Effective June 15, 1971, the Board
of Governors has amended §225.4(a) of
Regulation Y to implement its regu-
latory authority under section 4(c)(8)
of the Bank Holding Company Act. In
some respects activities determined by
the Board to be closely related to
banking are described in general terms
that will require interpretation from
time to time. The Board’s views on
some questions that have arisen are set
forth below.

(b) Section 225.4(a) states that a com-
pany whose ownership by a bank hold-
ing company is authorized on the basis
of that section may engage solely in
specified activities. That limitation re-
fers only to activities the authority for
which depends on section 4(c)(8) of the
Act. It does not prevent a holding com-
pany from establishing one subsidiary
to engage, for example, in activities
specified in §225.4(a) and also in activi-
ties that fall within the scope of sec-
tion 4(c)(1)(C) of the Act—the ‘‘serv-
icing”’ exemption.

(c) The amendments to §225.4(a) do
not apply to restrict the activities of a
company previously approved by the
Board on the basis of section 4(c)(8) of
the Act. Activities of a company au-
thorized on the basis of section 4(c)(8)
either before the 1970 Amendments or
pursuant to the amended §225.4(a) may
be shifted in a corporate reorganization
to another company within the holding
company system without complying
with the procedures of §225.4(b), as long
as all the activities of such company
are permissible under one of the ex-
emptions in section 4 of the Act.

(d) Under the procedures in
§225.4(a)(c), a holding company that
wishes to change the location at which
it engages in activities authorized pur-
suant to §225.4(a) must publish notice
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in a newspaper of general circulation in
the community to be served. The Board
does not regard minor changes in loca-
tion as within the coverage of that re-
quirement. A move from one site to an-
other within a 1-mile radius would con-
stitute such a minor change if the new
site is in the same State.

(e) Data processing. In providing
packaged data processing and trans-
mission services for banking, financial
and economic data for installation on
the premises of the customer, as au-
thorized by §225.4(a)(8)(ii), a bank hold-
ing company should limit its activities
to providing facilities that perform
banking functions, such as check col-
lection, or other similar functions for
customers that are depository or other
similar institutions, such as mortgage
companies. In addition, the Board re-
gards the following as incidental ac-
tivities necessary to carry on the per-
missible activities in this area:

(1) Providing excess capacity, not
limited to the processing or trans-
mission of banking, financial or eco-
nomic data on data processing or
transmission equipment or facilities
used in connection with permissible
data processing and data transmission
activities, where:

(A) Equipment is not purchased sole-
ly for the purpose of creating excess ca-
pacity;

(B) Hardware is not offered in con-
nection therewith; and

(C) Facilities for the use of the excess
capacity do not include the provision
of any software, other than systems
software (including language), network
communications support, and the oper-
ating personnel and documentation
necessary for the maintenance and use
of these facilities.

(2) Providing by-products of permis-
sible data processing and data trans-
mission activities, where not designed,
or appreciably enhanced, for the pur-
pose of marketability.

(3) Furnishing any data processing
service upon request of a customer if
such data processing service is not oth-
erwise reasonably available in the rel-
evant market area; and

In order to eliminate or reduce to an
insignificant degree any possibility of
unfair competition where services, fa-
cilities, by-products or excess capacity

12 CFR Ch. Il (1-1-21 Edition)

are provided by a bank holding com-
pany’s nonbank subsidiary or related
entity, the entity providing the serv-
ices, facilities, by-products and/or ex-
cess capacity should have separate
books and financial statements, and
should provide these books and state-
ments to any new or renewal customer
requesting financial data. Consolidated
or other financial statements of the
bank holding company should not be
provided unless specifically requested
by the customer.

(Interprets and applies 12 U.S.C. 1843 (c)(8))

[36 FR 10778, June 3, 1971, as amended at 36
FR 11806, June 19, 1971. Redesignated at 36
FR 21666, Nov. 12, 1971 and amended at 40 FR
13477, Mar. 27, 1975; 47 FR 37372, Aug. 26, 1982;
52 FR 45161, Nov. 25, 1987]

§225.124 Foreign bank holding compa-
nies.

(a) Effective December 1, 1971, the
Board of Governors has added a new
§225.4(g) to Regulation Y implementing
its authority under section 4(c)(9) of
the Bank Holding Company Act. The
Board’s views on some questions that
have arisen in connection with the
meaning of terms used in §225.4(g) are
set forth in paragraphs (b) through (g)
of this section.

(b) The term ‘‘activities” refers to
nonbanking activities and does not in-
clude the banking activities that for-
eign banks conduct in the United
States through branches or agencies li-
censed under the banking laws of any
State of the United States or the Dis-
trict of Columbia.

(c) A company (including a bank
holding company) will not be deemed
to be engaged in ‘‘activities’ in the
United States merely because it ex-
ports (or imports) products to (or from)
the United States, or furnishes services
or finances goods or services in the
United States, from locations outside
the United States. A company is en-
gaged in ‘‘activities” in the United
States if it owns, leases, maintains, op-
erates, or controls any of the following
types of facilities in the United States:

(1) A factory,

(2) A wholesale distributor or pur-
chasing agency,

(3) A distribution center,

(4) A retail sales or service outlet,

(5) A network of franchised dealers,
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(6) A financing agency, or

(7) Similar facility for the manufac-
ture, distribution, purchasing, fur-
nishing, or financing of goods or serv-
ices locally in the United States.

A company will not be considered to be
engaged in ‘‘activities’” in the United
States if its products are sold to inde-
pendent importers, or are distributed
through independent warehouses, that
are not controlled or franchised by it.

(d) In the Board’s opinion, section 4
(a)(1) of the Bank Holding Company
Act applies to ownership or control of
shares of stock as an investment and
does not apply to ownership or control
of shares of stock in the capacity of an
underwriter or dealer in securities. Un-
derwriting or dealing in shares of stock
are nonbanking activities prohibited to
bank holding companies by section
4(a)(2) of the Act, unless otherwise ex-
empted. Under §225.4(g) of Regulation
Y, foreign bank holding companies are
exempt from the prohibitions of sec-
tion 4 of the Act with respect to their
activities outside the United States;
thus foreign bank holding companies
may underwrite or deal in shares of
stock (including shares of United
States issuers) to be distributed out-
side the United States, provided that
shares so acquired are disposed of with-
in a reasonable time.

(e) A foreign bank holding company
does mnot ‘‘indirectly’” own voting
shares by reason of the ownership or
control of such voting shares by any
company in which it has a noncontrol-
ling interest. A foreign bank holding
company may, however, ‘‘indirectly”
control such voting shares if its non-
controlling interest in such company is
accompanied by other arrangements
that, in the Board’s judgment, result in
control of such shares by the bank
holding company. The Board has made
one exception to this general approach.
A foreign bank holding company will
be considered to indirectly own or con-
trol voting shares of a bank if that
bank holding company acquires more
than 5 percent of any class of voting
shares of another bank holding com-
pany. A bank holding company may
make such an acquisition only with
prior approval of the Board.

(f) A company is ‘‘indirectly’ en-
gaged in activities in the United States
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if any of its subsidiaries (whether or
not incorporated under the laws of this
country) is engaged in such activities.
A company is not ‘“‘indirectly’’ engaged
in activities in the United States by
reason of a noncontrolling interest in a
company engaged in such activities.

(g) Under the foregoing rules, a for-
eign bank holding company may have a
noncontrolling interest in a foreign
company that has a U.S. subsidiary
(but is not engaged in the securities
business in the United States) if more
than half of the foreign company’s con-
solidated assets and revenues are lo-
cated and derived outside the United
States. For the purpose of such deter-
mination, the assets and revenues of
the United States subsidiary would be
counted among the consolidated assets
and revenues of the foreign company to
the extent required or permitted by
generally accepted accounting prin-
ciples in the United States. The foreign
bank holding company would not, how-
ever, be permitted to ‘‘indirectly’ con-
trol voting shares of the said U.S. sub-
sidiary, as might be the case if there
are other arrangements accompanying
its noncontrolling interest in the for-
eign parent company that, in the
Board’s judgment, result in control of
such shares by the bank holding com-
pany.

(Interprets and applies 12 U.S.C. 1843 (a) (1),
(2), and (¢)(9))

[36 FR 21808, Nov. 16, 1971]

§225.125 Investment adviser activities.

(a) Effective February 1, 1972, the
Board of Governors amended §225.4(a)
of Regulation Y to add ‘‘serving as in-
vestment adviser, as defined in section
2(a)(20) of the Investment Company Act
of 1940, to an investment company reg-
istered under that Act’” to the list of
activities it has determined to be so
closely related to banking or managing
or controlling banks as to be a proper
incident thereto. During the course of
the Board’s consideration of this
amendment several questions arose as
to the scope of such activity, particu-
larly in view of certain restrictions im-
posed by sections 16, 20, 21, and 32 of
the Banking Act of 1933 (12 U.S.C. 24,
377, 378, 78) (sometimes referred to
hereinafter as the ‘‘Glass-Steagall Act

245



§225.125

provisions’) and the U.S. Supreme
Court’s decision in Investment Com-
pany Institute v. Camp, 401 U.S. 617
(1971). The Board’s views with respect
to some of these questions are set forth
below.

(b) It is clear from the legislative his-
tory of the Bank Holding Company Act
Amendments of 1970 (84 Stat. 1760) that
the Glass-Steagall Act provisions were
not intended to be affected thereby.
Accordingly, the Board regards the
Glass-Steagall Act provisions and the
Board’s prior interpretations thereof as
applicable to a holding company’s ac-
tivities as an investment adviser. Con-
sistently with the spirit and purpose of
the Glass-Steagall Act, this interpreta-
tion applies to all bank holding compa-
nies registered under the Bank Holding
Company Act irrespective of whether
they have subsidiaries that are member
banks.

(c) Under §225.4(a)(b), as amended,
bank holding companies (which term,
as used herein, includes both their
bank and nonbank subsidiaries) may,
in accordance with the provisions of
§225.4 (b), act as investment advisers to
various types of investment companies,
such as ‘‘open-end’ investment compa-
nies (commonly referred to as “mutual
funds’”) and ‘‘closed-end’” investment
companies. Briefly, a mutual fund is an
investment company which, typically,
is continuously engaged in the issuance
of its shares and stands ready at any
time to redeem the securities as to
which it is the issuer; a closed-end in-
vestment company typically does not
issue shares after its initial organiza-
tion except at infrequent intervals and
does not stand ready to redeem its
shares.

(d) The Board intends that a bank
holding company may exercise all
functions that are permitted to be ex-
ercised by an ‘‘investment adviser”
under the Investment Company Act of
1940, except to the extent limited by
the Glass-Steagall Act provisions, as
described, in part, hereinafter.

(e) The Board recognizes that pres-
ently most mutual funds are organized,
sponsored and managed by investment
advisers with which they are affiliated
and that their securities are distrib-
uted to the public by such affiliated in-
vestment advisers, or subsidiaries or
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affiliates thereof. However, the Board
believes that (1) The Glass-Steagall
Act provisions do not permit a bank
holding company to perform all such
functions, and (2) It is not necessary
for a bank holding company to perform
all such functions in order to engage
effectively in the described activity.

(f) In the Board’s opinion, the Glass-
Steagall Act provisions, as interpreted
by the U.S. Supreme Court, forbid a
bank holding company to sponsor, or-
ganize, or control a mutual fund. How-
ever, the Board does not believe that
such restrictions apply to closed-end
investment companies as long as such
companies are not primarily or fre-
quently engaged in the issuance, sale,
and distribution of securities. A bank
holding company should not act as in-
vestment adviser to an investment
company that has a name similar to
the name of the holding company or
any of its subsidiary banks, unless the
prospectus of the investment company
contains the disclosures required in
paragraph (h) of this section. In no case
should a bank holding company act as
investment adviser to an investment
company that has either the same
name as the name of the holding com-
pany or any of its subsidiary banks, or
a name that contains the word ‘‘bank.”

(g) In view of the potential conflicts
of interests that may exist, a bank
holding company and its bank and
nonbank subsidiaries should not pur-
chase in their sole discretion, in a fidu-
ciary capacity (including as managing
agent), securities of any investment
company for which the bank holding
company acts as investment adviser
unless, the purchase is specifically au-
thorized by the terms of the instru-
ment creating the fiduciary relation-
ship, by court order, or by the law of
the jurisdiction under which the trust
is administered.

(h) Under section 20 of the Glass-
Steagall Act, a member bank is prohib-
ited from being affiliated with a com-
pany that directly, or through a sub-
sidiary, engages principally in the
issue, flotation, underwriting, public
sale, or distribution of securities. A
bank holding company or its nonbank
subsidiary may not engage, directly or
indirectly, in the underwriting, public
sale or distribution of securities of any
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investment company for which the
holding company or any nonbank sub-
sidiary provides investment advice ex-
cept in compliance with the terms of
section 20, and only after obtaining the
Board’s approval under section 4 of the
Bank Holding Company Act and sub-
ject to the limitations and disclosures
required by the Board in those cases.
The Board has determined, however,
that the conduct of securities broker-
age activities by a bank holding com-
pany or its nonbank subsidiaries, when
conducted individually or in combina-
tion with investment advisory activi-
ties, is not deemed to be the under-
writing, public sale, or distribution of
securities prohibited by the Glass-
Steagall Act, and the U.S. Supreme
Court has upheld that determination.
See Securities Industry Ass’n v. Board of
Governors, 468 U.S. 207 (1984); see also Se-
curities Industry Ass’n v. Board of Gov-
ernors, 821 F.2d 810 (D.C. Cir. 1987), cert.
denied, 484 U.S. 1005 (1988). Accordingly,
the Board believes that a bank holding
company or any of its nonbank subsidi-
aries that has been authorized by the
Board under the Bank Holding Com-
pany Act to conduct securities broker-
age activities (either separately or in
combination with investment advisory
activities) may act as agent, upon the
order and for the account of customers
of the holding company or its nonbank
subsidiary, to purchase or sell shares of
an investment company for which the
bank holding company or any of its
subsidiaries acts as an investment ad-
viser. In addition, a bank holding com-
pany or any of its nonbank subsidiaries
that has been authorized by the Board
under the Bank Holding Company Act
to provide investment advice to third
parties generally (either separately or
in combination with securities broker-
age services) may provide investment
advice to customers with respect to the
purchase or sale of shares of an invest-
ment company for which the holding
company or any of its subsidiaries acts
as an investment adviser. In the event
that a bank holding company or any of
its nonbank subsidiaries provides bro-
kerage or investment advisory services
(either separately or in combination)
to customers in the situations de-
scribed above, at the time the service
is provided the bank holding company

§225.125

should instruct its officers and employ-
ees to caution customers to read the
prospectus of the investment company
before investing and must advise cus-
tomers in writing that the investment
company’s shares are not insured by
the Federal Deposit Insurance Corpora-
tion, and are not deposits, obligations
of, or endorsed or guaranteed in any
way by, any bank, unless that happens
to be the case. The holding company or
nonbank subsidiary must also disclose
in writing to the customer the role of
the company or affiliate as adviser to
the investment company. These disclo-
sures may be made orally so long as
written disclosure is provided to the
customer immediately thereafter. To
the extent that a bank owned by a
bank holding company engages in pro-
viding advisory or brokerage services
to bank customers in connection with
an investment company advised by the
bank holding company or a nonbank
affiliate, but is not required by the
bank’s primary regulator to make dis-
closures comparable to the disclosures
required to be made by bank holding
companies providing such services, the
bank holding company should require
its subsidiary bank to make the disclo-
sures required in this paragraph to be
made by a bank holding company that
provides such advisory or brokerage
services.

(i) Acting in such capacities as reg-
istrar, transfer agent, or custodian for
an investment company is not a selling
activity and is ©permitted under
§225.4(a)(4) of Regulation Y. However,
in view of potential conflicts of inter-
ests, a bank holding company which
acts both as custodian and investment
adviser for an investment company
should exercise care to maintain at a
minimal level demand deposit accounts
of the investment company which are
placed with a bank affiliate and should
not invest cash funds of the investment
company in time deposit accounts (in-
cluding certificates of deposit) of any
bank affiliate.

[37 FR 1464, Jan. 29, 1972, as amended by Reg.
Y, 57 FR 30391, July 9, 1992; 61 FR 45875, Aug.
30, 1996; Reg. Y, 62 FR 9343, Feb. 28, 1997]
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§225.126 Activities not closely related
to banking.

Pursuant to section 4(c)(8) of the
Bank Holding Company Act and
§225.4(a) of Regulation Y, the Board of
Governors has determined that the fol-
lowing activities are not so closely re-
lated to banking or managing or con-
trolling banks as to be a proper inci-
dent thereto:

(a) Insurance premium funding—that
is, the combined sale of mutual funds
and insurance.

(b) Underwriting life insurance that
is not sold in connection with a credit
transaction by a bank holding com-
pany, or a subsidiary thereof.

(c) Real estate brokerage (see 1972
Fed. Res. Bulletin 428).

(d) Land development (see 1972 Fed.
Res. Bulletin 429).

(e) Real estate syndication.

(f) Management consulting (see 1972
Fed. Res. Bulletin 571).

(g) Property management (see 1972
Fed. Res. Bulletin 652).

[Reg. Y, 37 FR 20329, Sept. 29, 1972; 37 FR
21938, Oct. 17, 1972, as amended at 54 FR 37302,
Sept. 8, 1989]

§225.127 Investment in corporations
or projects designed primarily to
promote community welfare.

(a) Under §225.28(b)(12) of Regulation
Y, a bank holding company may, in ac-
cordance with the provisions of §225.23
or §225.24, engage in ‘‘making equity
and debt investments in corporations
or projects designed primarily to pro-
mote community welfare, such as the
economic rehabilitation and develop-
ment of low-income areas.’” The Board
included that activity among those the
Board has determined to be so closely
related to banking or managing or con-
trolling banks as be a proper incident
thereto, in order to permit bank hold-
ing companies to fulfill their civic re-
sponsibilities. As indicated hereinafter
in this interpretation, the Board in-
tends §225.28(b)(12) to enable bank hold-
ing companies to take an active role in
the quest for solutions to the Nation’s
social problems. Although the interpre-
tation primarily focuses on low- and
moderate-income housing, it is not in-
tended to 1limit ©projects under
§225.28(b)(12) to that area. Other invest-
ments primarily designed to promote
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community welfare are considered per-
missible, but have not been defined in
order to provide bank holding compa-
nies flexibility in approaching commu-
nity problems. For example, bank hold-
ing companies may utilize this flexi-
bility to provide new and creative ap-
proaches to the promotion of employ-
ment opportunities for low-income per-
sons. Bank holding companies possess a
unique combination of financial and
managerial resources making them
particularly suited for a meaningful
and substantial role in remedying our
social ills. Section 225.28(b)(12) is in-
tended to provide an opportunity for
them to assume such a role.

(b) Under the authority of
§225.28(b)(12), a bank holding company
may invest in community development
corporations established pursuant to
Federal or State law. A bank holding
company may also participate in other
civic projects, such as a municipal
parking facility sponsored by a local
civic organization as a means to pro-
mote greater public use of the commu-
nity’s facilities.

(c) Within the category of permis-
sible investments under §225.28(b)(12)
are investments in projects to con-
struct or rehabilitate multifamily low-
or moderate-income housing with re-
spect to which a mortgage is insured
under section 221(d)(3), 221(d)(4), or 236
of the National Housing Act (12 U.S.C.
1701) and investments in projects to
construct or rehabilitate low- or mod-
erate-income housing which is financed
or assisted by direct loan, tax abate-
ment, or insurance under provisions of
State or local law, similar to the afore-
mentioned Federal programs, provided
that, with respect to all such projects
the owner is, by statute, regulation, or
regulatory authority, limited as to the
rate of return on his investment in the
project, as to rentals or occupancy
charges for units in the project, and in
such other respects as would be a
“limited dividend corporation’” (as de-
fined by the Secretary of Housing and
Urban Development).

(d) Investments in other projects
that may be considered to be designed
primarily to promote community wel-
fare include but are not limited to: (1)
Projects for the construction or reha-
bilitation of housing for the benefit of
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persons of low- or moderate-income, (2)
projects for the construction or reha-
bilitation of ancillary local commer-
cial facilities necessary to provide
goods or services principally to persons
residing in low- or moderate-income
housing, and (3) projects designed ex-
plicitly to create improved job oppor-
tunities for low- or moderate-income
groups (for example, minority equity
investments, on a temporary basis, in
small or medium-sized locally-con-
trolled businesses in low-income urban
or other economically depressed areas).
In the case of de novo projects, the
copy of the notice with respect to such
other projects which is to be furnished
to Reserve Banks in accordance with
the provisions of §225.23 or §225.24
should be accompanied by a memo-
randum which demonstrates that such
projects meet the objectives of
§225.28(b)(12).

(e) Investments in corporations or
projects organized to build or rehabili-
tate high-income housing, or commer-
cial, office, or industrial facilities that
are not designed explicitly to create
improved job opportunities for low-in-
come persons shall be presumed not to
be designed primarily to promote com-
munity welfare, unless there is sub-
stantial evidence to the contrary, even
though to some extent the investment
may benefit the community.

(f) Section 6 of the Depository Insti-
tutions Disaster Relief Act of 1992 per-
mits state member banks (12 U.S.C.
338a) and national banks (12 U.S.C. 24
(Eleventh)) to invest in the stock of
community development corporations
that are designed primarily to promote
the public welfare of low- and mod-
erate-income communities and persons
in the areas of housing, services and
employment. The Board and the Office
of the Comptroller of the Currency
have adopted rules that permit state
member banks and national banks to
make certain investments without
prior approval. The Board believes that
these rules are consistent with the
Board’s interpretation of, and decisions
regarding, the scope of community wel-
fare activities permissible for bank
holding companies. Accordingly, ap-
proval received by a bank holding com-
pany to conduct activities designed to
promote the community welfare under
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section 4(c)(8) of the Bank Holding
Company Act (12 U.S.C. 1843(c)(8)) and
§225.28(b)(12) of the Board’s Regulation
Y (12 CFR 225.28(b)(12)) includes ap-
proval to engage, either directly or
through a subsidiary, in the following
activities, up to five percent of the
bank holding company’s total consoli-
dated capital stock and surplus, with-
out additional Board or Reserve Bank
approval:

(1) Invest in and provide financing to
a corporation or project or class of cor-
porations or projects that the Board
previously has determined is a public
welfare project pursuant to paragraph
23 of section 9 of the Federal Reserve
Act (12 U.S.C. 338a);

(2) Invest in and provide financing to
a corporation or project that the Office
of the Comptroller of the Currency pre-
viously has determined, by order or
regulation, is a public welfare invest-
ment pursuant to section 5136 of the
Revised Statutes (12 U.S.C. 24 (Elev-
enth));

(3) Invest in and provide financing to
a community development financial in-
stitution pursuant to section 103(5) of
the Community Development Banking
and Financial Institutions Act of 1994
(12 U.S.C. 4702(5));

(4) Invest in, provide financing to, de-
velop, rehabilitate, manage, sell, and
rent residential property if a majority
of the units will be occupied by low-
and moderate-income persons or if the
property is a ‘‘qualified low-income
building”’ as defined in section 42(c)(2)
of the Internal Revenue Code (26 U.S.C.
42(c)(2));

(5) Invest in, provide financing to, de-
velop, rehabilitate, manage, sell, and
rent nonresidential real property or
other assets located in a low- or mod-
erate-income area provided the prop-
erty is used primarily for low- and
moderate-income persons;

(6) Invest in and provide financing to
one or more small businesses located in
a low- or moderate-income area to
stimulate economic development;

(7) Invest in, provide financing to, de-
velop, and otherwise assist job training
or placement facilities or programs de-
signed primarily for low- and mod-
erate-income persons;
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(8) Invest in and provide financing to
an entity located in a low- or mod-
erate-income area if that entity cre-
ates long-term employment opportuni-
ties, a majority of which (based on full
time equivalent positions) will be held
by low- and moderate-income persons;
and

(9) Provide technical assistance,
credit counseling, research, and pro-
gram development assistance to low-
and moderate-income persons, small
businesses, or nonprofit corporations
to help achieve community develop-
ment.

(g) For purposes of paragraph (f) of
this section, low- and moderate-income
persons or areas means individuals and
communities whose incomes do not ex-
ceed 80 percent of the median income
of the area involved, as determined by
the U.S. Department of Housing and
Urban Development. Small businesses
are businesses that are smaller than
the maximum size eligibility standards
established by the Small Business Ad-
ministration (SBA) for the Small Busi-
ness Investment Company and Develop-
ment Company Programs or the SBA
section 7TA loan program; and specifi-
cally include those businesses that are
majority-owned by members of minor-
ity groups or by women.

(h) For purposes of paragraph (f) of
this section, five percent of the total
consolidated capital stock and surplus
of a bank holding company includes its
total investment in projects described
in paragraph (f) of this section, when
aggregated with similar types of in-
vestments made by depository institu-
tions controlled by the bank holding
company. The term total consolidated
capital stock and surplus of the bank
holding company means total equity
capital and the allowance for loan and
lease losses or adjusted allowance for
credit losses, as applicable, based on
the bank holding company’s most re-
cent FR Y-9C (Consolidated Financial
Statements for Holding Companies) or
FR Y-9SP (Parent Company Only Fi-
nancial Statements for Small Holding
Companies).

[37 FR 11316, June 7, 1972; 37 FR 13336, July 7,
1972, as amended at Reg. Y, 59 FR 63713, Dec.
9, 1994; 84 FR 4244, Feb. 14, 2019]
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§225.129 Activities closely related to
banking.

Courier activities. The Board’s amend-
ment of §225.4(a), which adds courier
services to the list of closely related
activities is intended to permit holding
companies to transport time critical
materials of limited intrinsic value of
the types utilized by banks and bank-
related firms in performing their busi-
ness activities. Such transportation ac-
tivities are of particular importance in
the check clearing process of the bank-
ing system, but are also important to
the performance of other activities, in-
cluding the processing of financially-
related economic data. The authority
is not intended to permit holding com-
panies to engage generally in the provi-
sion of transportation services.

During the course of the Board’s pro-
ceedings pertaining to courier services,
objections were made that courier ac-
tivities were not a proper incident to
banking because of the possibility that
holding companies would or had en-
gaged in unfair competitive practices.
The Board believes that adherence to
the following principles will eliminate
or reduce to an insignificant degree
any possibility of unfair competition:

a. A holding company courier sub-
sidiary established under section 4(c)(8)
should be a separate, independent cor-
porate entity, not merely a servicing
arm of a bank.

b. As such, the subsidiary should
exist as a separate, profit-oriented op-
eration and should not be subsidized by
the holding company system.

c. Services performed should be ex-
plicitly priced, and shall not be paid for
indirectly, for example, on the basis of
deposits maintained at or loan arrange-
ments with affiliated banks.

Accordingly, entry of holding compa-
nies into courier activities on the basis
of section 4(c)(8) will be conditioned as
follows:

1. The courier subsidiary shall perform
services on an explicit fee basis and shall
be structured as an individual profit cen-
ter designed to be operated on a profitable
basis. The Board may regard operating
losses sustained over an extended pe-
riod as being inconsistent with contin-
ued authority to engage in courier ac-
tivities.
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2. Courier services performed on behalf
of an affiliate’s customer (such as the car-
riage of incoming cash letters) shall be
paid for by the customer. Such payments
shall not be made indirectly, for example,
on the basis of imputed earnings on de-
posits maintained at or of loan arrange-
ments with subsidiaries of the holding
company. Concern has also been ex-
pressed that bank-affiliated courier
services will be utilized to gain a com-
petitive advantage over firms com-
peting with other holding company af-
filiates. To reduce the possibility that
courier affiliates might be so em-
ployed, the Board will impose the fol-
lowing third condition:

3. The courier subsidiary shall, when re-
quested by any bank or any data proc-
essing firm providing financially-related
data processing services which firm com-
petes with a banking or data processing
subsidiary of Applicant, furnish com-
parable service at comparable rates,
unless compliance with such request
would be beyond the courier subsidi-
ary’s practical capacity. In this regard,
the courier subsidiary should make
known to the public its minimum rate
schedule for services and its general
pricing policies thereto. The courier
subsidiary is also expected to maintain
for a reasonable period of time (not less
than two years) each request denied
with the reasons for such denial.

[38 FR 32126, Nov. 21, 1973, as amended at 40
FR 36309, Aug. 20, 1975]

§225.130 Issuance and sale of short-
term debt obligations by bank hold-
ing companies.

For text of interpretation,

§250.221 of this chapter.

[38 FR 35231, Dec. 26, 1973]

see

§225.131 Activities closely related to
banking.

(a) Bank management consulting ad-
vice. The Board’s amendment of
§225.4(a), which adds bank management
consulting advice to the list of closely
related activities, described in general
terms the nature of such activity. This
interpretation is intended to explain in
greater detail certain of the terms in
the amendment.

(b) It is expected that bank manage-
ment consulting advice would include,
but not be limited to, advice con-
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cerning: Bank operations, systems and
procedures; computer operations and
mechanization; implementation of
electronic funds transfer systems; site
planning and evaluation; bank mergers
and the establishment of new branches;
operation and management of a trust

department; international banking;
foreign exchange transactions; pur-
chasing policies and practices; cost

analysis, capital adequacy and plan-
ning; auditing; accounting procedures;
tax planning; investment advice (as au-
thorized in §225.4(a)(5)); credit policies
and administration, including credit
documentation, evaluation, and debt
collection; product development, in-
cluding specialized lending provisions;
marketing operations, including re-
search, market development and adver-
tising programs; personnel operations,
including recruiting, training, evalua-
tion and compensation; and security
measures and procedures.

(¢) In permitting bank holding com-
panies to provide management con-
sulting advice to nonaffiliated
“banks”’, the Board intends such advice
to be given only to an institution that
both accepts deposits that the deposi-
tor has a legal right to withdraw on de-
mand and engages in the business of
making commercial loans. It is also in-
tended that such management con-
sulting advice may be provided to the
“‘operations subsidiaries’ of a bank,
since such subsidiaries perform func-
tions that a bank is empowered to per-
form directly at locations at which the
bank is authorized to engage in busi-
ness (§250.141 of this chapter).

(d) Although a bank holding company
providing management consulting ad-
vice is prohibited by the regulation
from owning or controlling, directly or
indirectly, any equity securities in a
client bank, this limitation does not
apply to shares of a client bank ac-
quired, directly or indirectly, as a re-
sult of a default on a debt previously
contracted. This limitation is also in-
applicable to shares of a client bank
acquired by a bank holding company,
directly or indirectly, in a fiduciary ca-
pacity: Provided, That the bank holding
company or its subsidiary does not
have sole discretionary authority to
vote such shares or shares held with
sole voting rights constitute not more
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than five percent of the outstanding
voting shares of a client bank.

[39 FR 8318, Mar. 5, 1974; 39 FR 21120, June 19,
1974]

§225.132 Acquisition of assets.

(a) From time to time questions have
arisen as to whether and under what
circumstances a bank holding company
engaged in nonbank activities, directly
or indirectly through a subsidiary, pur-
suant to section 4(c)(8) of the Bank
Holding Company Act of 1956, as
amended (12 U.S.C. 1843(c)(3)), may ac-
quire the assets and employees of an-
other company, without first obtaining
Board approval pursuant to section 4(c)
(8) and the Board’s Regulation Y (12
CFR 225.4(b)).

(b) In determining whether Board ap-
proval is required in connection with
the acquisition of assets, it is nec-
essary to determine (a) whether the ac-
quisition is made in the ordinary
course of business! or (b) whether it
constitutes the acquisition, in whole or
in part, of a going concern. 2

(c) The following examples illustrate
transactions where prior Board ap-
proval will generally be required:

(1) The transaction involves the ac-
quisition of all or substantially all of
the assets of a company, or a sub-
sidiary, division, department or office
thereof.

(2) The transaction involves the ac-
quisition of less than ‘‘substantially
all” of the assets of a company, or a
subsidiary, division, department or of-
fice thereof, the operations of which
are being terminated or substantially
discontinued by the seller, but such
asset acquisition is significant in rela-
tion to the size of the same line of
nonbank activity of the holding com-
pany (e.g., consumer finance mortgage
banking, data processing). For pur-

1Section 225.4(c)(3) of the Board’s Regula-
tion Y (12 CFR 225.4(c)(3)) generally prohibits
a bank holding company or its subsidiary en-
gaged in activities pursuant to authority of
section 4(c)(8) of the Act from being a party
to any merger ‘‘or acquisition of assets other
than in the ordinary course of business”
without prior Board approval.

2In accordance with the provisions of sec-
tion 4(c)(8) of the Act and §225.4(b) of Regula-
tion Y, the acquisition of a going concern re-
quires prior Board approval.

12 CFR Ch. Il (1-1-21 Edition)

poses of this interpretation, an acquisi-
tion would generally be presumed to be
significant if the book value of the
nonbank assets being acquired exceeds
50 percent of the book value of the
nonbank assets of the holding company
or nonbank subsidiary comprising the
same line of activity.

(3) The transaction involves the ac-
quisition of assets for resale and the
sale of such assets is not a normal busi-
ness activity of the acquiring holding
company.

(4) The transaction involves the ac-
quisition of the assets of a company, or
a subsidiary, division, department or
office thereof, and a major purpose of
the transaction is to hire some of the
seller’s principal employees who are
expert, skilled and experienced in the
business of the company being ac-
quired.

(d) In some cases it may be difficult,
due to the wide variety of cir-
cumstances involving possible acquisi-
tion of assets, to determine whether
such acquisitions require prior Board
approval. Bank holding companies are
encouraged to contact their local Re-
serve Bank for guidance where doubt
exists as to whether such an acquisi-
tion is in the ordinary course of busi-
ness or an acquisition, in whole or in
part, of a going concern.

[39 FR 35128, Sept. 30, 1974, as amended at
Reg. Y, 57 FR 28779, June 29, 1992]

§225.133 Computation of amount in-
vested in foreign corporations
under general consent procedures.

For text of this interpretation, see
§211.111 of this subchapter.

[40 FR 43199, Sept. 19, 1975]

§225.134 Escrow arrangements involv-
ing bank stock resulting in a viola-
tion of the Bank Holding Company
Act.

(a) In connection with a recent appli-
cation to become a bank holding com-
pany, the Board considered a situation
in which shares of a bank were ac-
quired and then placed in escrow by the
applicant prior to the Board’s approval
of the application. The facts indicated
that the applicant company had in-
curred debt for the purpose of acquir-
ing bank shares and immediately after

252



Federal Reserve System

the purchase the shares were trans-
ferred to an unaffiliated escrow agent
with instructions to retain possession
of the shares pending Board action on
the company’s application to become a
bank holding company. The escrow
agreement provided that, if the appli-
cation were approved by the Board, the
escrow agent was to return the shares
to the applicant company; and, if the
application were denied, the escrow
agent was to deliver the shares to the
applicant company’s shareholders upon
their assumption of debt originally in-
curred by the applicant in the acquisi-
tion of the bank shares. In addition,
the escrow agreement provided that,
while the shares were held in escrow,
the applicant could not exercise voting
or any other ownership rights with re-
spect to those shares.

(b) On the basis of the above facts,
the Board concluded that the company
had violated the prior approval provi-
sions of section 3 of the Bank Holding
Company Act (‘‘Act’) at the time that
it made the initial acquisition of bank
shares and that, for purposes of the
Act, the company continued to control
those shares in violation of the Act. In
view of these findings, individuals and
bank holding companies should not
enter into escrow arrangements of the
type described herein, or any similar
arrangement, without securing the
prior approval of the Board, since such
action could constitute a violation of
the Act.

(c) While the above represents the
Board’s conclusion with respect to the
particular escrow arrangement in-
volved in the proposal presented, the
Board does not believe that the use of
an escrow arrangement would always
result in a violation of the Act. For ex-
ample, it appears that a transaction
whereby bank shares are placed in es-
crow pending Board action on an appli-
cation would not involve a violation of
the Act so long as title to such shares
remains with the seller during the
pendency of the application; there are
no other indicia that the applicant con-
trols the shares held in escrow; and, in
the event of a Board denial of the ap-
plication, the escrow agreement pro-

§225.137

vides that the shares would be returned
to the seller.

[41 FR 9859, Mar. 8, 1976, as amended at 41 FR
12009, Mar. 23, 1976]

§225.136 Utilization of foreign subsidi-
aries to sell long-term debt obliga-
tions in foreign markets and to
transfer the proceeds to their
United States parent(s) for domes-
tic purposes.

For text of this interpretation, see

§211.112 of this subchapter.

[42 FR 752, Jan. 4, 1977]

§225.137 Acquisitions of shares pursu-
ant to section 4(c)(6) of the Bank
Holding Company Act.

(a) The Board has received a request
for an interpretation of section 4(c)(6)
of the Bank Holding Company Act
(‘‘Act’’)! in connection with a proposal
under which a number of bank holding
companies would purchase interests in
an insurance company to be formed for
the purpose of underwriting or rein-
suring credit life and credit accident
and health insurance sold in connec-
tion with extensions of credit by the
stockholder bank holding companies
and their affiliates.

(b) Each participating holding com-
pany would own no more than 5 percent
of the outstanding voting shares of the
company. However, the investment of
each holding company would be rep-
resented by a separate class of voting
security, so that each stockholder
would own 100 percent of its respective
class. The participating companies
would execute a formal ‘‘Agreement
Among Stockholders’” under which
each would agree to use its best efforts
at all times to direct or recommend to

11t should be noted that every Board Order

granting approval under section 4(c)(8) of the
Act contains the following paragraph:

““This determination is subject . . . to the
Board’s authority to require such modifica-
tion or termination of the activities of a
holding company or any of its subsidiaries as
the Board finds necessary to assure compli-
ance with the provisions and purposes of the
Act and the Board’s regulations and orders
issued thereunder, or to prevent evasion
thereof.”

The Board believes that, even apart from
this Interpretation, this language preserves
the authority of the Board to require the re-
visions contemplated in this Interpretation.
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customers and clients the placement of
their life, accident and health insur-
ance directly or indirectly with the
company. Such credit-related insur-
ance placed with the company would be
identified in the records of the com-
pany as having been originated by the
respective stockholder. A separate cap-
ital account would be maintained for
each stockholder consisting of the
original capital contribution increased
or decreased from time to time by the
net profit or loss resulting from the in-
surance business attributable to each
stockholder. Thus, each stockholder
would receive a return on its invest-
ment based upon the claims experience
and profitability of the insurance busi-
ness that it had itself generated. Divi-
dends declared by the board of direc-
tors of the company would be payable
to each stockholder only out of the
earned surplus reflected in the respec-
tive stockholder’s capital account.

(c) It has been requested that the
Board issue an interpretation that sec-
tion 4(c)(6) of the Act provides an ex-
emption under which participating
bank holding companies may acquire
such interests in the company without
prior approval of the Board.

(d) On the basis of a careful review of
the documents submitted, in light of
the purposes and provisions of the Act,
the Board has concluded that section
4(c)(6) of the Act is inapplicable to this
proposal and that a bank holding com-
pany must obtain the approval of the
Board before participating in such a
proposal in the manner described. The
Board’s conclusion is based upon the
following considerations:

(1) Section 2(a)(2)(A) of the Act pro-
vides that a company is deemed to
have control over a second company if
it owns or controls ‘26 per centum or
more of any class of voting securities”
of the second company. In the case pre-
sented, the stock interest of each par-
ticipant would be evidenced by a dif-
ferent class of stock and each would ac-
cordingly, own 100 percent of a class of
voting securities of the company. Thus,
each of the stockholders would be
deemed to ‘‘control” the company and
prior Board approval would be required
for each stockholder’s acquisition of
stock in the company.

12 CFR Ch. Il (1-1-21 Edition)

The Board believes that this applica-
tion of section 2(a)(2)(A) of the Act is
particularly appropriate on the facts
presented here. The company is, in
practical effect, a conglomeration of
separate business ventures each owned
100 percent by a stockholder the value
of whose economic interest in the com-
pany is determined by reference to the
profits and losses attributable to its re-
spective class of stock. Furthermore, it
is the Board’s opinion that this appli-
cation of section 2(a)(2)(A) is not incon-
sistent with section 4(c)(6). Even as-
suming that section (4)(c)(6) is in-
tended to refer to all outstanding vot-
ing shares, and not merely the out-
standing shares of a particular class of
securities, section 4(c)(6) must be
viewed as permitting ownership of 5
percent of a company’s voting stock
only when that ownership does not
constitute ‘“‘control’” as otherwise de-
fined in the Act. For example, it is en-
tirely possible that a company could
exercise a controlling influence over
the management and policies of a sec-
ond company, and thus ‘‘control” that
company under the Act’s definitions,
even though it held less than 5 percent
of the voting stock of the second com-
pany. To view section 4(c)(6) as an un-
qualified exemption for holdings of less
than 5 percent would thus create a seri-
ous gap in the coverage of the Act.

(2) The Board believes that section
4(c)(6) should properly be interpreted as
creating an exemption from the gen-
eral prohibitions in section 4 on owner-
ship of stock in nonbank companies
only for passive investments amount-
ing to not more than 5 percent of a
company’s outstanding stock, and that
the exemption was not intended to
allow a group of holding companies,
through concerted action, to engage in
an activity as entrepreneurs. Section 4
of the Act, of course, prohibits not only
owning stock in nonbank companies,
but engaging in activities other than
banking or those activities permitted
by the Board under section 4(c)(8) as
being closely related to banking. Thus,
if a holding company may be deemed to
be engaging in an activity through the
medium of a company in which it owns
less than 5 percent of the voting stock
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it may nevertheless require Board ap-
proval, despite the section 4(c)(6) ex-
emption.

(e) To accept the argument that sec-
tion 4(c)(6) is an unqualified grant of
permission to a bank holding company
to own 5 percent of the shares of any
nonbanking company irrespective of
the nature or extent of the holding
company’s participation in the affairs
of the nonbanking company would, in
the Board’s view, create the potential
for serious and widespread evasion of
the Act’s controls over nonbanking ac-
tivities. Such a construction would
allow a group of 20 bank holding com-
panies—or even a single bank holding
company and one or more nonbank
companies—to engage in entrepre-
neurial joint ventures in businesses
prohibited to bank holding companies,
a result the Board believes to be con-
trary to the intent of Congress.

(f) In this proposal, each of the par-
ticipating stockholders must be viewed
as engaging in the business of insur-
ance underwriting. Each stockholder
would agree to channel to the company
the insurance business it generates,
and the value of the interest of each
stockholder would be determined by
reference to the profitability of the
business generated by that stockholder
itself. There is no sharing or pooling
among stockholders of underwriting
risks assumed by the company, and
profit or loss from investments is allo-
cated on the basis of each bank holding
company’s allocable underwriting prof-
it or loss. The interest of each stock-
holder is thus clearly that of an entre-
preneur rather than that of an inves-
tor.

(g) Accordingly, on the basis of the
factual situation before the Board, and
for the reasons summarized above, the
Board has concluded that section
4(c)(6) of the Act cannot be interpreted
to exempt the ownership of 5 percent of
the voting stock of a company under
the circumstances described, and that
a bank holding company wishing to be-
come a stockholder in a company
under this proposal would be required
to obtain the Board’s approval to do so.

[42 FR 1263, Jan. 6, 1977, 42 FR 2951, Jan. 14,
1977]

§225.138

§225.138 Statement of policy con-
cerning divestitures by bank hold-
ing companies.

(a) From time to time the Board of
Governors receives requests from com-
panies subject to the Bank Holding
Company Act, or other laws adminis-
tered by the Board, to extend time pe-
riods specified either by statute or by
Board order for the divestiture of as-
sets held or activities engaged in by
such companies. Such divestiture re-
quirements may arise in a number of
ways. For example, divestiture may be
ordered by the Board in connection
with an acquisition found to have been
made in violation of law. In other cases
the divestiture may be pursuant to a
statutory requirement imposed at the
time and amendment to the Act was
adopted, or it may be required as a re-
sult of a foreclosure upon collateral
held by the company or a bank sub-
sidiary in connection with a debt pre-
viously contracted in good faith. Cer-
tain divestiture periods may be ex-
tended in the discretion of the Board,
but in other cases the Board may be
without statutory authority, or may
have only limited authority, to extend
a specified divestiture period.

(b) In the past, divestitures have
taken many different forms, and the
Board has followed a variety of proce-
dures in enforcing divestiture require-
ments. Because divestitures may occur
under widely disparate factual -cir-
cumstances, and because such forced
dispositions may have the potential for
causing a serious adverse economic im-
pact upon the divesting company, the
Board believes it is important to main-
tain a large measure of flexibility in
dealing with divestitures. For these
reasons, there can be no fixed rule as to
the type of divestiture that will be ap-
propriate in all situations. For exam-
ple, where divestiture has been ordered
to terminate a control relationship cre-
ated or maintained in violation of the
Act, it may be necessary to impose
conditions that will assure that the un-
lawful relationship has been fully ter-
minated and that it will not arise in
the future. In other circumstances,
however, less stringent conditions may
be appropriate.

(1) Avoidance of delays in divestitures.
Where a specific time period has been
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fixed for accomplishing divestiture, the
affected company should endeavor and
should be encouraged to complete the
divestiture as early as possible during
the specific period. There will gen-
erally be substantial advantages to di-
vesting companies in taking steps to
plan for and accomplish divestitures
well before the end of the divestiture
period. For example, delays may im-
pair the ability of the company to real-
ize full value for the divested assets,
for as the end of the divestiture period
approaches the ‘‘forced sale’” aspect of
the divestiture may lead potential buy-
ers to withhold firm offers and to bar-
gain for lower prices. In addition, be-
cause some prospective purchasers may
themselves require regulatory approval
to acquire the divested property, delay
by the divesting company may—by
leaving insufficient time to obtain
such approvals—have the effect of nar-
rowing the range of prospective pur-
chases. Thus, delay in planning for di-
vestiture may increase the likelihood
that the company will seek an exten-
sion of the time for divestiture if dif-
ficulty is encountered in securing a
purchaser, and in certain situations, of
course, the Board may be without stat-
utory authority to grant extensions.

(2) Submissions and approval of divesti-
ture plans. When a divestiture require-
ment is imposed, the company affected
should generally be asked to submit a
divestiture plan promptly for review
and approval by the Reserve Bank or
the Board. Such a requirement may be
imposed pursuant to the Board’s au-
thority under section 5(b) of the Bank
Holding Company Act to issue such or-
ders as may be necessary to enable the
Board to administer and carry out the
purposes of the Act and prevent eva-
sions thereof. A divestiture plan should
be as specific as possible, and should
indicate the manner in which divesti-
ture will be accomplished—for exam-
ple, by a bulk sale of the assets to a
third party, by ‘‘spinoff”’ or distribu-
tion of shares to the shareholders of
the divesting company, or by termi-
nation of prohibited activities. In addi-
tion, the plan should specify the steps
the company expects to take in effect-
ing the divestiture and assuring its
completeness, and should indicate the
time schedule for taking such steps. In

12 CFR Ch. Il (1-1-21 Edition)

appropriate circumstances, the divesti-
ture plan should make provision for as-
suring that ‘‘controlling influence’’ re-
lationships, such as management or fi-
nancial interlocks, will not continue to
exist.

(3) Periodic progress reports. A com-
pany subject to a divestiture require-
ment should generally be required to
submit regular periodic reports detail-
ing the steps it has taken to effect di-
vestiture. Such a requirement may be
imposed pursuant to the Board’s au-
thority under section 5(b) of the Bank
Holding Company Act, referred to
above, as well as its authority under
section 5(c) of the Act to require re-
ports for the purpose of keeping the
Board informed as to whether the Act
and Board regulations and order there-
under are being complied with. Reports
should set forth in detail such matters
as the identities of potential buyers
who have been approached by the com-
pany, the dates of discussions with po-
tential buyers and the identities of the
individuals involved in such discus-
sions, the terms of any offers received,
and the reasons for rejecting any of-
fers. In addition, the reports should in-
dicate whether the company has em-
ployed brokers, investment bankers or
others to assist in the divestiture, or
its reasons for not doing so, and should
describe other efforts by the company
to seek out possible purchasers. The
purpose of requiring such reports is to
insure that substantial and good faith
efforts being made by the company to
satisfy its divestiture obligations. The
frequency of such reports may vary de-
pending upon the nature of the divesti-
ture and the period specified for dives-
titure. However, such reports should
generally not be required less fre-
quently than every three months, and
may in appropriate cases be required
on a monthly or even more frequent
basis. Progress reports as well as dives-
titure plans should be afforded con-
fidential treatment.

(4) Extensions of divestiture periods.
Certain divestiture periods—such as
December 31, 1980 deadline for
divestitures required by the 1970
Amendments to the Bank Holding
Company Act—are not extendable. In
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such cases it is imperative that divesti-
ture be accomplished in a timely man-
ner. In certain other cases, the Board
may have discretion to extend a statu-
torily prescribed divestiture period
within specified limits. For example,
under section 4(c)(2) of the Act the
Board may extend for three one-year
periods the two-year period in which a
bank subsidiary of a holding company
is otherwise required to divest shares
acquired in satisfaction of a debt pre-
viously contracted in good faith. In
such cases, however, when the permis-
sible extensions expire the Board no
longer has discretion to grant further
extensions. In still other cases, where a
divestiture period is prescribed by the
Board, in the exercise of its regulatory
judgment, the Board may have broader
discretion to grant extensions. Where
extensions of specified divestiture peri-
ods are permitted by law, extensions
should not be granted except under
compelling circumstances. Neither un-
favorable market conditions, nor the
possibility that the company may
incur some loss, should alone be viewed
as constituting such circumstances—
particularly if the company has failed
to take earlier steps to accomplish a
divestiture under more favorable cir-
cumstances. Normally, a request for an
extension will not be considered unless
the company has established that it
has made substantial and continued
good faith efforts to accomplish the di-
vestiture within the prescribed period.
Furthermore, requests for extensions
of divestiture periods must be made
sufficiently in advance of the expira-
tion of the prescribed period both to
enable the Board to consider the re-
quest in an orderly manner and to en-
able the company to effect a timely di-
vestiture in the event the request for
extension is denied. Companies subject
to divestiture requirements should be
aware that a failure to accomplish a di-
vestiture within the prescribed period
may in and of itself be viewed as a sep-
arate violation of the Act.

(5) Use of trustees. In appropriate
cases a company subject to a divesti-
ture requirement may be required to
place the assets subject to divestiture
with an independent trustee under in-
structions to accomplish a sale by a
specified date, by public auction if nec-

§225.138

essary. Such a trustee may be given
the responsibility for exercising the
voting rights with respect to shares
being divested. The use of such a trust-
ee may be particularly appropriate
where the divestiture is intended to
terminate a control relationship estab-
lished or maintained in violation of
law, or where the divesting company
has demonstrated an inability or un-
willingness to take timely steps to ef-
fect a divestiture.

(6) Presumptions of control. Bank hold-
ing companies contemplating a divesti-
ture should be mindful of section
2(2)(3) of the Bank Holding Company
Act, which creates a presumption of
continued control over the transferred
assets where the transferee is indebted
to the transferor, or where certain
interlocks exist, as well as §225.2 of
Regulation Y, which sets forth certain
additional control presumptions.
Where one of these presumptions has
arisen with respect to divested assets,
the divestiture will not be considered
as complete until the presumption has
been overcome. It should be understood
that the inquiry into the termination
of control relationships is not limited
by the statutory and regulatory pre-
sumptions of control, and that the
Board may conclude that a control re-
lationship still exists even though the
presumptions do not apply.

(7) Role of the Reserve Banks. The Re-
serve Banks have a responsibility for
supervising and enforcing divestitures.
Specifically, in coordination with
Board staff they should review divesti-
ture plans to assure that proposed
divestitures will result in the termi-
nation of control relationships and will
not create unsafe or unsound condi-
tions in any bank or bank holding com-
pany; they should monitor periodic
progress reports to assure that timely
steps are being taken to effect
divestitures; and they should prompt
companies to take such steps when it
appears that progress is not being
made. Where Reserve Banks have dele-
gated authority to extend divestiture
periods, that authority should be exer-
cised consistently with this policy
statement.

[42 FR 10969, Feb. 25, 1977]
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§225.139 Presumption of continued
control under section 2(g)(3) of the
Bank Holding Company Act.

(a) Section 2(g)(3) of the Bank Hold-
ing Company Act (the ‘Act’) estab-
lishes a statutory presumption that
where certain specified relationships
exist between a transferor and trans-
feree of shares, the transferor (if it is a
bank holding company, or a company
that would be such but for the transfer)
continues to own or control indirectly
the transferred shares.l This presump-
tion arises by operation of law, as of
the date of the transfer, without the
need for any order or determination by
the Board. Operation of the presump-
tion may be terminated only by the
issuance of a Board determination,
after opportunity for hearing, ‘‘that
the transferor is not in fact capable of
controlling the transferee.’’ 2

(b) The purpose of section 2(g)(3) is to
provide the Board an opportunity to
assess the effectiveness of divestitures
in certain situations in which there
may be a risk that the divestiture will
not result in the complete termination
of a control relationship. By presuming
control to continue as a matter of law,
section 2(g)(3) operates to allow the ef-
fectiveness of the divestiture to be as-
sessed before the divesting company is
permitted to act on the assumption
that the divestiture is complete. Thus,
for example, if a holding company di-
vests its banking interest under cir-
cumstances where the presumption of
continued control arises, the divesting
company must continue to consider
itself bound by the Act until an appro-
priate order is entered by the Board
dispelling the presumption. Section
2(g2)(3) does not establish a substantive
rule that invalidates transfers to which
it applies, and in a great many cases
the Board has acted favorably on appli-
cations to have the presumption dis-
pelled. It merely provides a procedural
opportunity for Board consideration of
the effect of such transfers in advance

1The presumption arises where the trans-
feree ‘‘is indebted to the transferor, or has
one or more officers, directors, trustees, or
beneficiaries in common with or subject to
control by the transferor.”

2The Board has delegated to its General
Counsel the authority to issue such deter-
minations, 12 CFR 265.2(b)(1).

12 CFR Ch. Il (1-1-21 Edition)

of their being deemed effective. Wheth-
er or not the statutory presumption
arises, the substantive test for assess-
ing the effectiveness of a divestiture is
the same—that is, the Board must be
assured that all control relationships
between the transferor and the trans-
ferred property have been terminated
and will not be reestablished. 3

(¢) In the course of administering
section 2(g)(3) the Board has had sev-
eral occasions to consider the scope of
that section. In addition, questions
have been raised by and with the
Board’s staff as to coverage of the sec-
tion. Accordingly, the Board believes it
would be useful to set forth the fol-
lowing interpretations of section
2(8)(3):

(1) The terms transferor and trans-
feree, as used in section 2(g)(3), include
parents and subsidiaries of each. Thus,
for example, where a transferee is in-
debted to a subsidiary of the trans-
feror, or where a specified interlocking
relationship exists between the trans-
feror or transferee and a subsidiary of
the other (or between subsidiaries of
each), the presumption arises. Simi-
larly, if a parent of the transferee is in-
debted to a parent of the transferor,
the presumption arises. The presump-
tion of continued control also arises
where an interlock or debt relationship
is retained between the divesting com-
pany and the company being divested,
since the divested company will be or
may be viewed as a subsidiary of the
transferee or group of transferees.

(2) The terms officers, directors, and
trustees, as used in section 2(g)(3), in-
clude persons performing functions
normally associated with such posi-
tions (including general partners in a

31t should be noted, however, that the
Board will require termination of any inter-
locking management relationships between
the divesting company and the transferee or
the divested company as a precondition of
finding that a divestiture is complete. Simi-
larly, the retention of an economic interest
in the divested company that would create
an incentive for the divesting company to at-
tempt to influence the management of the
divested company will preclude a finding
that the divestiture is complete. (See the
Board’s Order in the matter of ‘‘Inter-
national Bank’, 1977 Federal Reserve Bul-
letin 1106, 1113.)
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partnership and limited partners hav-
ing a right to participate in the man-
agement of the affairs of the partner-
ship) as well as persons holding such
positions in an advisory or honorary
capacity. The presumption arises not
only where the transferee or trans-
ferred company has an officer, director
or trustee in common with the trans-
feror, but where the transferee himself
holds such a position with the trans-
feror.¢ It should be noted that where a
transfer takes the form of a pro-rata
distribution, or spin-off, of shares to a
company’s shareholders, officers and
directors of the transferor company are
likely to receive a portion of such
shares. The presumption of continued
control would, of course, attach to any
shares transferred to officers and direc-
tors of the divesting company, whether
by spinoff or outright sale. However,
the presumption will be of legal signifi-
cance—and will thus require an appli-
cation under section 2(g)(3)—only
where the total number of shares sub-
ject to the presumption exceeds one of
the applicable thresholds in the Act.
For example, where officers and direc-
tors of a one-bank holding company re-
ceive in the aggregate 25 percent or
more of the stock of a bank subsidiary
being divested by the holding company,
the holding company would be pre-
sumed to continue to control the di-
vested bank. In such a case it would be
necessary for the divesting company to
demonstrate that it no longer controls
either the divested bank or the officer/
director transferees. However, if offi-
cers and directors were to receive in
the aggregate less than 25 percent of
the bank’s stock (and no other shares
were subject to the presumption), sec-
tion 2(g)(3) would not have the legal ef-
fect of presuming continued control of

41t has been suggested that the words in
common with in section 2(g)(3) evidence an in-
tent to make the presumption applicable
only where the transferee is a company hav-
ing an interlock with the transferor. Such an
interpretation would, in the Board’s view,
create an unwarranted gap in the coverage of
section 2(g)(3). Furthermore, because the
presumption clearly arises where the trans-
feree is an individual who is indebted to the
transferor such an interpretation would re-
sult in an illogical internal inconsistency in
the statute.

50f course,

§225.139

the bank.5 In the case of a divestiture
of nonbank shares, an application
under section 2(g)(3) would be required
whenever officers and directors of the
divesting company received in the ag-
gregate more than 5 percent of the
shares of the company being divested.

(3) Although section 2(g)(3) refers to
transfers of shares it is not, in the
Board’s view, limited to disposition of
corporate stock. General or limited
partnership interests, for example, are
included within the term shares. Fur-
thermore, the transfer of all or sub-
stantially all of the assets of a com-
pany, or the transfer of such a signifi-
cant volume of assets that the transfer
may in effect constitute the disposition
of a separate activity of the company,
is deemed by the Board to involve a
transfer of shares of that company.

(4) The term indebtedness giving rise
to the presumption of continued con-
trol under section 2(g)(3) of the Act is
not limited to debt incurred in connec-
tion with the transfer; it includes any
debt outstanding at the time of trans-
fer from the transferee to the trans-
feror or its subsidiaries. However, the
Board believes that not every kind of
indebtedness was within the con-
templation of the Congress when sec-
tion 2(g)(3) was adopted. Routine busi-
ness credit of limited amounts and
loans for personal or household pur-
poses are generally not the kinds of in-
debtedness that, standing alone, sup-
port a presumption that the creditor is
able to control the debtor. Accord-
ingly, the Board does not regard the
presumption of section 2(g)(3) as appli-
cable to the following categories of
credit, provided the extensions of cred-
it are not secured by the transferred
property and are made in the ordinary
course of business of the transferor (or
its subsidiary) that is regularly en-
gaged in the business of extending
credit:

(i) Consumer credit extended for per-
sonal or household use to an individual
transferee; (ii) student loans made for

the fact that section 2(g)(3)
would not operate to presume continued con-
trol would not necessarily mean that control
had in fact been terminated if control could
be exercised through other means.
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the education of the individual trans-
feree or a spouse or child of the trans-
feree; (iii) a home mortgage loan made
to an individual transferee for the pur-
chase of a residence for the individual’s
personal use and secured by the resi-
dence; and (iv) loans made to compa-
nies (as defined in section 2(b) of the
Act) in an aggregate amount not ex-
ceeding ten per cent of the total pur-
chase price (or if not sold, the fair mar-
ket value) of the transferred property.
The amounts and terms of the pre-
ceding categories of credit should not
differ substantially from similar credit
extended in comparable circumstances
to others who are not transferees. It
should be understood that, while the
statutory presumption in situations in-
volving these categories of credit may
not apply, the Board is not precluded
in any case from examining the facts of
a particular transfer and finding that
the divestiture of control was ineffec-
tive based on the facts of record.

(d) Section 2(g)(3) provides that a
Board determination that a transferor
is not in fact capable of controlling a
transferee shall be made after oppor-
tunity for hearing. It has been the
Board’s routine practice since 1966 to
publish notice in the FEDERAL REG-
ISTER of applications filed under sec-
tion 2(g2)(3) and to offer interested par-
ties an opportunity for a hearing. Vir-
tually without exception no comments
have been submitted on such applica-
tions by parties other than the appli-
cant and, with the exception of one
case in which the request was later
withdrawn, no hearings have been re-
quested in such cases. Because the
Board believes that the hearing provi-
sion in section 2(g)(3) was intended as a
protection for applicants who are seek-
ing to have the presumption overcome
by a Board order, a hearing would not
be of use where an application is to be
granted. In light of the experience indi-
cating that the publication of FEDERAL
REGISTER notice of such applications
has not served a useful purpose, the
Board has decided to alter its proce-
dures in such cases. In the future, FED-
ERAL REGISTER notice of section 2(g)(3)
applications will be published only in
cases in which the Board’s General
Counsel, acting under delegated au-
thority, has determined not to grant

12 CFR Ch. Il (1-1-21 Edition)

such an application and has referred
the matter to the Board for decision.®

(12 U.S.C. 1841, 1844)

[43 FR 6214, Feb. 14, 1978; 43 FR 15147, Apr. 11,
1978; 43 FR 156321, Apr. 12, 1978, as amended at
45 FR 8280, Feb. 7, 1980; 45 FR 11125, Feb. 20,
1980]

§225.140 Disposition of property ac-
quired in satisfaction of debts pre-
viously contracted.

(a) The Board recently considered the
permissibility, under section 4 of the
Bank Holding Company Act, of a sub-
sidiary of a bank holding company ac-
quiring and holding assets acquired in
satisfaction of a debt previously con-
tracted in good faith (a ‘‘dpc’’ acquisi-
tion). In the situation presented, a
lending subsidiary of a bank holding
company made a ‘‘dpc’’ acquisition of
assets and transferred them to a whol-
ly-owned subsidiary of the bank hold-
ing company for the purpose of effect-
ing an orderly divestiture. The ques-
tion presented was whether such ‘‘dpc”
assets could be held indefinitely by a
bank holding company subsidiary as
incidental to its permissible lending
activity.

(b) While the Board believes that
“dpc” acquisitions may be regarded as
normal, necessary and incidental to
the business of lending, the Board does
not believe that the holding of assets
acquired ‘‘dpc’’ without any time re-
strictions is appropriate from the
standpoint of prudent banking and in
light of the prohibitions in section 4 of
the Act against engaging in nonbank
activities. If a nonbanking subsidiary
of a bank holding company were per-
mitted, either directly or through a

61t should be noted that in the event a

third party should take exception to a Board
order under section 2(g)(3) finding that con-
trol has been terminated, any rights such
party might have would not be prejudiced by
the order. If such party brought facts to the
Board’s attention indicating that control
had not been terminated the Board would
have ample authority to revoke its order and
take necessary remedial action.

Orders issued under section 2(g)(3) are pub-
lished in the Federal Reserve ‘‘Bulletin.”
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subsidiary, to hold ‘“‘dpc”’ assets of sub-
stantial amount over an extended pe-
riod of time, the holding of such prop-
erty could result in an unsafe or un-
sound banking practice or in the hold-
ing company engaging in an impermis-
sible activity in connection with the
assets, rather than liquidating them.

(c) The Board notes that section
4(c)(2) of the Bank Holding Company
Act provides an exemption from the
prohibitions of section 4 of the Act for
bank holding company subsidiaries to
acquire shares ‘‘dpc’’. It also provides
that such ‘‘dpc’ shares may be held for
a period of two years, subject to the
Board’s authority to grant three one-
year extensions up to a maximum of
five years.! Viewed in light of the Con-
gressional policy evidenced by section
4(c)(2), the Board believes that a lend-
ing subsidiary of a bank holding com-
pany or the holding company itself,
should be permitted, as an incident to
permissible lending activities, to make
acquisitions of ‘““‘dpc’’ assets. Consistent
with the principles underlying the pro-
visions of section 4(c)(2) of the Act and
as a matter of prudent banking prac-
tice, such assets may be held for no
longer than five years from the date of
acquisition. Within the divestiture pe-
riod it is expected that the company
will make good faith efforts to dispose
of “‘dpc”’ shares or assets at the earliest
practicable date. While no specific au-
thorization is necessary to hold such
assets for the five-year period, after
two years from the date of acquisition
of such assets, the holding company
should report annually on its efforts to
accomplish divestiture to its Reserve
Bank. The Reserve Bank will monitor
the efforts of the company to effect an
orderly divestiture, and may order di-
vestiture before the end of the five-
year period if supervisory concerns
warrant such action.

(d) The Board recognizes that there
are instances where a company may
encounter particular difficulty in at-
tempting to effect an orderly divesti-
ture of ‘“dpc’’ real estate holdings with-

1The Board notes that where the dpc
shares or other similar interests represent
less than 5 percent of the total of such inter-
ests outstanding, they may be retained on
the basis of section 4(c)(6), even if originally
acquired dpc.
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in the divestiture period, notwith-
standing its persistent good faith ef-
forts to dispose of such property. In the
Depository Institutions Deregulation
and Monetary Control Act of 1980,
(Pub. L. 96-221) Congress, recognizing
that real estate possesses unusual
characteristics, amended the National
Banking Act to permit national banks
to hold real estate for five years and
for an additional five-year period sub-
ject to certain conditions. Consistent
with the policy underlying the recent
Congressional enactment, and as a
matter of supervisory policy, a bank
holding company may be permitted to
hold real estate acquired ‘‘dpc’ beyond
the initial five-year period provided
that the value of the real estate on the
books of the company has been written
down to fair market value, the car-
rying costs are not significant in rela-
tion to the overall financial position of
the company, and the company has
made good faith efforts to effect dives-
titure. Companies holding real estate
for this extended period are expected to
make active efforts to dispose of it, and
should keep the Reserve Bank advised
on a regular basis concerning their on-
going efforts. Fair market value should
be derived from appraisals, comparable
sales or some other reasonable method.
In any case, ‘‘dpc’’ real estate would
not be permitted to be held beyond 10
years from the date of its acquisition.

(e) With respect to the transfer by a
subsidiary of other ‘‘dpc’ shares or as-
sets to another company in the holding
company system, including a section
4(c)(1)(D) liquidating subsidiary, or to
the holding company itself, such trans-
fers would not alter the original dives-
titure period applicable to such shares
or assets at the time of their acquisi-
tion. Moreover, to ensure that assets
are not carried at inflated values for
extended periods of time, the Board ex-
pects, in the case of all such
intracompany transfers, that the
shares or assets will be transferred at a
value no greater than the fair market
value at the time of transfer and that
the transfer will be made in a normal
arms-length transaction.

(f) With regard to ‘‘dpc’” assets ac-
quired by a banking subsidiary of a
holding company, so long as the assets
continue to be held by the bank itself,
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the Board will regard them as being
solely within the regulatory authority
of the primary supervisor of the bank.

(12 U.S.C. 1843 (c)(1)(d), (c)(2), (c)(8), and 1844
(b); 12 U.S.C. 1818)

[45 FR 49905, July 28, 1980]

§225.141 Operations subsidiaries of a
bank holding company.

In orders approving the retention by
a bank holding company of a 4(c)(8)
subsidiary, the Board has stated that it
would permit, without any specific reg-
ulatory approval, the formation of a
wholly owned subsidiary of an ap-
proved 4(c)(8) company to engage in ac-
tivities that such a company could
itself engage in directly through a divi-
sion or department. (Northwestern Fi-
nancial Corporation, 65 Federal Reserve
Bulletin 566 (1979).) Section 4(a)(2) of
the Act provides generally that a bank
holding company may engage directly
in the business of managing and con-
trolling banks and permissible
nonbank activities, and in furnishing
services directly to its subsidiaries.
Even though section 4 of the Act gen-
erally prohibits the acquisition of
shares of nonbanking organizations,
the Board does not believe that such
prohibition should apply to the forma-
tion by a holding company of a wholly-
owned subsidiary to engage in activi-
ties that it could engage in directly.
Accordingly, as a general matter, the
Board will permit without any regu-
latory approval a bank holding com-
pany to form a wholly-owned sub-
sidiary to perform servicing activities
for subsidiaries that the holding com-
pany itself could perform directly or
through a department or a division
under section 4(a)(2) of the Act. The
Board believes that permitting this
type of subsidiary is not inconsistent
with the nonbanking prohibitions of
section 4 of the Act, and is consistent
with the authority in section 4(c)(1)(C)
of the Act, which permits a bank hold-
ing company, without regulatory ap-
proval, to form a subsidiary to perform
services for its banking subsidiaries.
The Board notes, however, that a serv-
icing subsidiary established by a bank
holding company in reliance on this in-
terpretation will be an affiliate of the
subsidiary bank of the holding com-
pany for the purposes of the lending re-

12 CFR Ch. Il (1-1-21 Edition)

strictions of section 23A of the Federal
Reserve Act. (12 U.S.C. 371c)

(12 U.S.C. 1843(a)(2) and 1844(b))
[45 FR 54326, July 15, 1980]

§225.142 Statement of policy con-
cerning bank holding companies
engaging in futures, forward and
options contracts on U.S. Govern-
ment and agency securities and
money market instruments.

(a) Purpose of financial contract posi-
tions. In supervising the activities of
bank holding companies, the Board has
adopted and continues to follow the
principle that bank holding companies
should serve as a source of strength for
their subsidiary banks. Accordingly,
the Board believes that any positions
that bank holding companies or their
nonbank subsidiaries take in financial
contracts should reduce risk exposure,
that is, not be speculative.

(b) Establishment of prudent written
policies, appropriate limitations and inter-
nal controls and audit programs. If the
parent organization or nonbank sub-
sidiary is taking or intends to take po-
sitions in financial contracts, that
company’s board of directors should
approve prudent written policies and
establish appropriate limitations to in-
sure that financial contract activities
are performed in a safe and sound man-
ner with levels of activity reasonably
related to the organization’s business
needs and capacity to fulfill obliga-
tions. In addition, internal controls
and internal audit programs to mon-
itor such activity should be estab-
lished. The board of directors, a duly
authorized committee thereof or the
internal auditors should review peri-
odically (at least monthly) all finan-
cial contract positions to insure con-
formity with such policies and limits.
In order to determine the company’s
exposure, all open positions should be
reviewed and market values deter-
mined at least monthly, or more often,
depending on volume and magnitude of
positions.

(c) Formulating policies and recording
financial contracts. In formulating its
policies and procedures, the parent
holding company may consider the in-
terest rate exposure of its nonbank
subsidiaries, but not that of its bank
subsidiaries. As a matter of policy, the
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Board believes that any financial con-
tracts executed to reduce the interest
rate exposure of a bank affiliate of a
holding company should be reflected on
the books and records of the bank affil-
iate (to the extent required by the
bank policy statements), rather than
on the books and records of the parent
company. If a bank has an interest rate
exposure that management believes re-
quires hedging with financial con-
tracts, the bank should be the direct
beneficiary of any effort to reduce that
exposure. The Board also believes that
final responsibility for financial con-
tract transactions for the account of
each affiliated bank should reside with
the management of that bank.

(d) Accounting. The joint bank policy
statements of March 12, 1980 include
accounting guidelines for banks that
engage in financial contract activities.
Since the Financial Accounting Stand-
ards Board is presently considering ac-
counting standards for contract activi-
ties, no specific accounting require-
ments for financial contracts entered
into by parent bank holding companies
and nonbank subsidiaries are being
mandated at this time. The Board ex-
pects to review further developments
in this area.

(e) Board to monitor bank holding com-
pany transactions in financial contracts.
The Board intends to monitor closely
bank holding company transactions in
financial contracts to ensure that any
such activity is consistent with main-
taining a safe and sound banking sys-
tem. In any cases where bank holding
companies are found to be engaging in
speculative practices, the Board is pre-
pared to institute appropriate action
under the Financial Institutions Super-
visory Act of 1966, as amended.

(f) Federal Reserve Bank mnotification.
Bank holding companies should furnish
written notification to their District
Federal Reserve Bank within 10 days
after financial contract activities are
begun by the parent or a nonbank sub-
sidiary. Holding companies in which
the parent or a nonbank subsidiary
currently engage in financial contract

§225.143

activity should furnish notice by
March 31, 1983.

(Secs. 5(b) and 8 of the Bank Holding Com-
pany Act (12 U.S.C. 1844 and 1847); sec. 8(b) of
the Financial Institutions Supervisory Act
(12 U.S.C. 1818(b))

[48 FR 7720, Feb. 24, 1983]

§225.143 Policy statement on non-
voting equity investments by bank
holding companies.

(a) Introduction. (1) In recent months,
a number of bank holding companies
have made substantial equity invest-
ments in a bank or bank holding com-
pany (the ‘‘acquiree’’) located in states
other than the home state of the in-
vesting company through acquisition
of preferred stock or nonvoting com-
mon shares of the acquiree. Because of
the evident interest in these types of
investments and because they raise
substantial questions under the Bank
Holding Company Act (the ‘““Act’’), the
Board believes it is appropriate to pro-
vide guidance regarding the consist-
ency of such arrangements with the
Act.

(2) This statement sets out the
Board’s concerns with these invest-
ments, the considerations the Board
will take into account in determining
whether the investments are consistent
with the Act, and the general scope of
arrangements to be avoided by bank
holding companies. The Board recog-
nizes that the complexity of legitimate
business arrangements precludes rigid
rules designed to cover all situations
and that decisions regarding the exist-
ence or absence of control in any par-
ticular case must take into account
the effect of the combination of provi-
sions and covenants in the agreement
as a whole and the particular facts and
circumstances of each case. Neverthe-
less, the Board believes that the fac-
tors outlined in this statement provide
a framework for guiding bank holding
companies in complying with the re-
quirements of the Act.

(b) Statutory and regulatory provisions.
(1) Under section 3(a) of the Act, a
bank holding company may not acquire
direct or indirect ownership or control
of more than 5 per cent of the voting
shares of a bank without the Board’s
prior approval. (12 U.S.C. 1842(a)(3)). In
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addition, this section of the Act pro-
vides that a bank holding company
may not, without the Board’s prior ap-
proval, acquire control of a bank: That
is, in the words of the statute, ‘“‘for any
action to be taken that causes a bank
to become a subsidiary of a bank hold-
ing company.” (12 U.S.C. 1842(a)(2)).
Under the Act, a bank is a subsidiary
of a bank holding company if:

(i) The company directly or indi-
rectly owns, controls, or holds with
power to vote 25 per cent or more of
the voting shares of the bank;

(ii) The company controls in any
manner the election of a majority of
the board of directors of the bank; or

(iii) The Board determines, after no-
tice and opportunity for hearing, that
the company has the power, directly or
indirectly, to exercise a controlling in-
fluence over the management or poli-
cies of the bank. (12 U.S.C. 1841(d)).

(2) In intrastate situations, the Board
may approve bank holding company ac-
quisitions of additional banking sub-
sidiaries. However, where the acquiree
is located outside the home state of the
investing bank holding company, sec-
tion 3(d) of the Act prevents the Board
from approving any application that
will permit a bank holding company to
“‘acquire, directly or indirectly, any
voting shares of, interest in, or all or
substantially all of the assets of any
additional bank.” (12 U.S.C. 1842(d)(1)).

(c) Review of agreements. (1) In appar-
ent expectation of statutory changes
that might make interstate banking
permissible, bank holding companies
have sought to make substantial eq-
uity investments in other bank holding
companies across state lines, but with-
out obtaining more than 5 per cent of
the voting shares or control of the
acquiree. These investments involve a
combination of the following arrange-
ments:

(i) Options on, warrants for, or rights
to convert nonvoting shares into sub-
stantial blocks of voting securities of
the acquiree bank holding company or
its subsidiary bank(s);

(ii) Merger or asset acquisition agree-
ments with the out-of-state bank or
bank holding company that are to be
consummated in the event interstate
banking is permitted;

12 CFR Ch. Il (1-1-21 Edition)

(iii) Provisions that limit or restrict
major policies, operations or decisions
of the acquiree; and

(iv) Provisions that make acquisition
of the acquiree or its subsidiary
bank(s) by a third party either impos-
sible or economically impracticable.

The various warrants, options, and
rights are not exercisable by the in-
vesting bank holding company unless
interstate banking is permitted, but
may be transferred by the investor ei-
ther immediately or after the passage
of a period of time or upon the occur-
rence of certain events.

(2) After a careful review of a number
of these agreements, the Board believes
that investments in nonvoting stock,
absent other arrangements, can be con-
sistent with the Act. Some of the
agreements reviewed appear consistent
with the Act since they are limited to
investments of relatively moderate size
in nonvoting equity that may become
voting equity only if interstate bank-
ing is authorized.

(3) However, other agreements re-
viewed by the Board raise substantial
problems of consistency with the con-
trol provisions of the Act because the
investors, uncertain whether or when
interstate banking may be authorized,
have evidently sought to assure the
soundness of their investments, pre-
vent takeovers by others, and allow for
sale of their options, warrants, or
rights to a person of the investor’s
choice in the event a third party ob-
tains control of the acquiree or the in-
vestor otherwise becomes dissatisfied
with its investment. Since the Act pre-
cludes the investors from protecting
their investments through ownership
or use of voting shares or other exer-
cise of control, the investors have sub-
stituted contractual agreements for
rights normally achieved through vot-
ing shares.

(4) For example, various covenants in
certain of the agreements seek to as-
sure the continuing soundness of the
investment by substantially limiting
the discretion of the acquiree’s man-
agement over major policies and deci-
sions, including restrictions on enter-
ing into new banking activities with-
out the investor’s approval and re-
quirements for extensive consultations
with the investor on financial matters.
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By their terms, these covenants sug-
gest control by the investing company
over the management and policies of
the acquiree.

(5) Similarly, certain of the agree-
ments deprive the acquiree bank hold-
ing company, by covenant or because
of an option, of the right to sell, trans-
fer, or encumber a majority or all of
the voting shares of its subsidiary
bank(s) with the aim of maintaining
the integrity of the investment and
preventing takeovers by others. These
long-term restrictions on voting shares
fall within the presumption in the
Board’s Regulation Y that attributes
control of shares to any company that
enters into any agreement placing
long-term restrictions on the rights of
a holder of voting securities. (12 CFR
225.2(b)(4)).

(6) Finally, investors wish to reserve
the right to sell their options, warrants
or rights to a person of their choice to
prevent being locked into what may be-
come an unwanted investment. The
Board has taken the position that the
ability to control the ultimate disposi-
tion of voting shares to a person of the
investor’s choice and to secure the eco-
nomic benefits therefrom indicates
control of the shares under the Act.!
Moreover, the ability to transfer rights
to large blocks of voting shares, even if
nonvoting in the hands of the investing
company, may result in such a sub-
stantial position of leverage over the
management of the acquiree as to in-
volve a structure that inevitably re-
sults in control prohibited by the Act.

(d) Provisions that avoid control. (1) In
the context of any particular agree-
ment, provisions of the type described
above may be acceptable if combined
with other provisions that serve to pre-
clude control. The Board believes that
such agreements will not be consistent
with the Act unless provisions are in-
cluded that will preserve manage-
ment’s discretion over the policies and
decisions of the acquiree and avoid
control of voting shares.

(2) As a first step towards avoiding
control, covenants in any agreement
should leave management free to con-
duct banking and permissible non-

1See Board letter dated March 18, 1982, to
C. A. Cavendes, Sociedad Financiera.
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banking activities. Another step to
avoid control is the right of the
acquiree to ‘‘call” the equity invest-
ment and options or warrants to assure
that covenants that may become inhib-
iting can be avoided by the acquiree.
This right makes such investments or
agreements more like a loan in which
the borrower has a right to escape cov-
enants and avoid the lender’s influence
by prepaying the loan.

(3) A measure to avoid problems of
control arising through the investor’s
control over the ultimate disposition of
rights to substantial amounts of voting
shares of the acquiree would be a provi-
sion granting the acquiree a right of
first refusal before warrants, options or
other rights may be sold and requiring
a public and dispersed distribution of
these rights if the right of first refusal
is not exercised.

(4) In this connection, the Board be-
lieves that agreements that involve
rights to less than 25 percent of the
voting shares, with a requirement for a
dispersed public distribution in the
event of sale, have a much greater
prospect of achieving consistency with
the Act than agreements involving a
greater percentage. This guideline is
drawn by analogy from the provision in
the Act that ownership of 25 percent or
more of the voting securities of a bank
constitutes control of the bank.

(5) The Board expects that one effect
of this guideline would be to hold down
the size of the nonvoting equity invest-
ment by the investing company rel-
ative to the acquiree’s total equity,
thus avoiding the potential for control
because the investor holds a very large
proportion of the acquiree’s total eq-
uity. Observance of the 25 percent
guideline will also make provisions in
agreements providing for a right of
first refusal or a public and widely dis-
persed offering of rights to the
acquiree’s shares more practical and
realistic.

(6) Finally, certain arrangements
should clearly be avoided regardless of
other provisions in the agreement that
are designed to avoid control. These
are:

(i) Agreements that enable the in-
vesting bank holding company (or its
designee) to direct in any manner the
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voting of more than 5 per cent of the
voting shares of the acquiree;

(ii) Agreements whereby the invest-
ing company has the right to direct the
acquiree’s use of the proceeds of an eq-
uity investment by the investing com-
pany to effect certain actions, such as
the purchase and redemption of the
acquiree’s voting shares; and

(iii) The acquisition of more than 5
per cent of the voting shares of the
acquiree that ‘‘simultaneously’” with
their acquisition by the investing com-
pany become nonvoting shares, remain
nonvoting shares while held by the in-
vestor, and revert to voting shares
when transferred to a third party.

(e) Review by the Board. This state-
ment does not constitute the exclusive
scope of the Board’s concerns, nor are
the considerations with respect to con-
trol outlined in this statement an ex-
haustive catalog of permissible or im-
permissible arrangements. The Board
has instructed its staff to review agree-
ments of the kind discussed in this
statement and to bring to the Board’s
attention those that raise problems of
consistency with the Act. In this re-
gard, companies are requested to notify
the Board of the terms of such pro-
posed merger or asset acquisition
agreements or nonvoting equity invest-
ments prior to their execution or con-
summation.

[47 FR 30966, July 16, 1982]

§225.145 Limitations established by
the Competitive Equality Banking
Act of 1987 on the activities and
growth of nonbank banks.

(a) Introduction. Effective August 10,
1987, the Competitive Equality Banking
Act of 1987 (“CEBA’) redefined the
term ‘‘bank’ in the Bank Holding Com-
pany Act (‘““BHC Act” or ‘“Act”) to in-
clude any bank the deposits of which
are insured by the Federal Deposit In-
surance Corporation as well as any
other institution that accepts demand
or checkable deposit accounts and is
engaged in the business of making
commercial loans. 12 U.S.C. 1841(c).
CEBA also contained a grandfather
provision for certain companies af-
fected by this redefinition. CEBA
amended section 4 of the BHC Act to
permit a company that on March 5,
1987, controlled a nonbank bank (an in-

12 CFR Ch. Il (1-1-21 Edition)

stitution that became a bank as a re-
sult of enactment of CEBA) and that
was not a bank holding company on
August 9, 1987, to retain its nonbank
bank and not be treated as a bank
holding company for purposes of the
BHC Act if the company and its sub-
sidiary nonbank bank observe certain
limitations imposed by CEBA.! Certain
of these limitations are codified in sec-
tion 4(f)(3) of the BHC Act and gen-
erally restrict nonbank banks from
commencing new activities or certain
cross-marketing activities with affili-
ates after March 5, 1987, or permitting
overdrafts for affiliates or incurring
overdrafts on behalf of affiliates at a
Federal Reserve Bank. 12 TU.S.C.
1843(f)(3).2 The Board’s views regarding
the meaning and scope of these limita-
tions are set forth below and in provi-
sions of the Board’s Regulation Y (12
CFR 225.52).

(b) Congressional findings. (1) At the
outset, the Board notes that the scope
and application of the Act’s limitations
on nonbank banks must be guided by
the Congressional findings set out in
section 4(f)(3) of the BHC Act. Congress
was aware that these nonbank banks
had been acquired by companies that
engage in a wide range of nonbanking
activities, such as retailing and general
securities activities that are forbidden
to bank holding companies under sec-
tion 4 of the BHC Act. In section 4(f)(3),
Congress found that nonbank banks
controlled by grandfathered mnon-
banking companies may, because of
their relationships with affiliates, be
involved in conflicts of interest, con-
centration of resources, or other effects

112 U.S.C. 1843(f). Such a company is treat-

ed as a bank holding company, however, for
purposes of the anti-tying provisions in sec-
tion 106 of the BHC Act Amendments of 1970
(12 U.S.C. 1971 et seq.) and the insider lending
limitations of section 22(h) of the Federal
Reserve Act (12 U.S.C. 3756b). The company is
also subject to certain examination and en-
forcement provisions to assure compliance
with CEBA.

2CEBA also prohibits, with certain limited
exceptions, a company controlling a grand-
fathered nonbank bank from acquiring con-
trol of an additional bank or thrift institu-
tion or acquiring, directly or indirectly after
March 5, 1987, more than 5 percent of the as-
sets or shares of a bank or thrift institution.
12 U.S.C. 1843(£)(2).
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adverse to bank safety and soundness.
Congress also found that nonbank
banks may be able to compete unfairly
against banks controlled by bank hold-
ing companies by combining banking
services with financial services not
permissible for bank holding compa-
nies. Section 4(f)(3) states that the pur-
pose of the nonbank bank limitations
is to minimize any such potential ad-
verse effects or inequities by restrict-
ing the activities of nonbank banks
until further Congressional action in
the area of bank powers could be un-
dertaken. Similarly, the Senate Report
accompanying CEBA states that the
restrictions CEBA places on nonbank
banks ‘‘will help prevent existing
nonbank banks from changing their
basic character * * * while Congress
considers proposals for comprehensive
legislation; from drastically eroding
the separation of banking and com-
merce; and from increasing the poten-
tial for unfair competition, conflicts of
interest, undue concentration of re-
sources, and other adverse effects.” S.
Rep. No. 100-19, 100th Cong., 1st Sess. 12
(1987). See also H. Rep. No. 100-261, 100th
Cong., 1st Sess. 124 (1987) (the ‘‘Con-
ference Report’’).

(2) Thus, Congress explicitly recog-
nized in the statute itself that non-
banking companies controlling grand-
fathered nonbank banks, which include
the many of the nation’s largest com-
mercial and financial organizations,
were being accorded a significant com-
petitive advantage that could not be
matched by bank holding companies
because of the general prohibition
against nonbanking activities in sec-
tion 4 of the BHC Act. Congress recog-
nized that this inequality in regulatory
approach could inflict serious competi-
tive harm on regulated bank holding
companies as the grandfathered enti-
ties sought to exploit potential
synergies between banking and com-
mercial products and services. See Con-
ference Report at 125-126. The basic and
stated purpose of the restrictions on
grandfathered nonbank banks is to
minimize these potential anticompeti-
tive effects.

(3) The Board believes that the spe-
cific CEBA limitations should be im-
plemented in light of these Congres-
sional findings and the legislative in-
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tent reflected in the plain meaning of
the terms used in the statute. In those
instances when the language of the
statute did not provide clear guidance,
legislative materials and the Congres-
sional intent manifested in the overall
statutory structure were considered.
The Board also notes that prior prece-
dent requires that grandfather excep-
tions in the BHC Act, such as the
nonbank bank limitations and particu-
larly the exceptions thereto, are to be
interpreted narrowly in order to ensure
the proper implementation of Congres-
sional intent.3

(c) Activity limitation—(1) Scope of ac-
tivity. (i) The first limitation estab-
lished under section 4(f)(3) provides
that a nonbank bank shall not ‘‘engage
in any activity in which such bank was
not lawfully engaged as of March 5,
1987.”” The term activity as used in this
provision of CEBA is not defined. The
structure and placement of the CEBA
activity restriction within section 4 of
the BHC Act and its legislative history
do, however, provide direction as to
certain transactions that Congress in-
tended to treat as separate activities,
thereby providing guidance as to the
meaning Congress intended to ascribe
to the term generally. First, it is clear
that the term activity was not meant to
refer to banking as a single activity.
To the contrary, the term must be
viewed as distinguishing between de-
posit taking and lending activities and
treating demand deposit-taking as a
separate activity from general deposit-
taking and commercial lending as sep-
arate from the general lending cat-
egory.

(ii) Under the activity limitation, a
nonbank bank may engage only in ac-
tivities in which it was ‘‘lawfully en-
gaged’” as of March 5, 1987. As of that
date, a nonbank bank could not have
been engaged in both demand deposit-
taking and commercial lending activ-
ity without placing it and its parent
holding company in violation of the
BHC Act. Thus, under the activity lim-
itations, a nonbank bank could not

3E.9., Maryland National Corporation, T3
Federal Reserve Bulletin 310, 313-314 (1987).
Cf., Spokane & Inland Empire Railroad Co. V.
United States, 241 U.S. 344, 350 (1915).
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after March 5, 1987, commence the de-
mand deposit-taking or commercial
lending activity that it did not conduct
as of March 5, 1987. The debates and
Senate and Conference Reports on
CEBA confirm that Congress intended
the activity limitation to prevent a
grandfathered nonbank bank from con-
verting itself into a full-service bank
by both offering demand deposits and
engaging in the business of making
commercial loans.4 Thus, these types
of transactions provide a clear guide as
to the type of banking transactions
that would constitute activities under
CEBA and the degree of specificity in-
tended by Congress in interpreting that
term.

(iii) It is also clear that the activity
limitation was not intended simply to
prevent a nonbank bank from both ac-
cepting demand deposits and making
commercial loans; it has a broader
scope and purpose. If Congress had
meant the term to refer to just these
two activities, it would have used the
restriction it used in another section of
CEBA dealing with nonbank banks
owned by bank holding companies
which has this result, i.e., the nonbank
bank could not engage in any activity
that would have caused it to become a
bank under the prior bank definition in
the Act. See 12 U.S.C. 1843(2)(1)(A). In-
deed, an earlier version of CEBA under
consideration by the Senate Banking
Committee contained such a provision
for nonbank banks owned by commer-
cial holding companies, which was de-
leted in favor of the broader activity
limitation actually enacted. Com-
mittee Print No. 1, (Feb. 17, 1987). In
this regard, both the Senate Report
and Conference Report refer to demand
deposit-taking and commercial lending
as examples of activities that could be
affected by the activity limitation, not

4Conference Report at 124-25; S. Rep. No.
100-19 at 12, 32; H. Rep. No. 99-175, 99th Cong.,
1st Sess. 3 (1985) (‘‘the activities limitation is
to prevent an institution engaged in a lim-
ited range of functions from expanding into
new areas and becoming, in essence, a full-
service bank’’); 133 Cong. Rec. S4054 (daily
ed. March 27, 1987); (Comments of Senator
Proxmire).

12 CFR Ch. Il (1-1-21 Edition)

as the sole activities to be limited by
the provision.5

(iv) Finally, additional guidance as
to the meaning of the term activity is
provided by the statutory context in
which the term appears. The activity
limitation is contained in section 4 of
the BHC Act, which regulates the in-
vestments and activities of bank hold-
ing companies and their nonbank sub-
sidiaries. The Board believes it reason-
able to conclude that by placing the
CEBA activity limitation in section 4
of the BHC Act, Congress meant that
Board and judicial decisions regarding
the meaning of the term activity in that
section be looked to for guidance. This
is particularly appropriate given the
fact that grandfathered nonbank
banks, whether owned by bank holding
companies or unregulated holding com-
panies, were treated as nonbank com-
panies and not banks before enactment
of CEBA.

(v) This interpretation of the term
activity draws support from comments
by Senator Proxmire during the Sen-
ate’s consideration of the provision
that the term was not intended to
apply ‘“‘on a product-by-product, cus-
tomer-by-customer basis.”” 133 Cong.
Rec. S4054-5 (daily ed. March 27, 1987).
This is the same manner in which the
Board has interpreted the term activ-
ity in the nonbanking provision of sec-
tion 4 as referring to generic categories
of activities, not to discrete products
and services.

(vi) Accordingly, consistent with the
terms and purposes of the legislation
and the Congressional intent to mini-
mize unfair competition and the other
adverse effects set out in the CEBA
findings, the Board concludes that the
term activity as used in section 4(f)(3)
means any line of banking or non-
banking business. This definition does
not, however, envision a product-by-
product approach to the activity limi-
tation. The Board believes it would be
helpful to describe the application of
the activity limitation in the context
of the following major categories of ac-
tivities: deposit-taking, lending, trust,
and other activities engaged in by
banks.

5Conference Report at 124-125; S. Rep. No.

100-19 at 32.
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(2) Deposit-taking activities. (i) With
respect to deposit-taking, the Board
believes that the activity limitation in
section 4(f)(3) generally refers to three
types of activity: demand deposit-tak-
ing; non-demand deposit-taking with a
third party payment capability; and
time and savings deposit-taking with-
out third party payment powers. As
previously discussed, it is clear from
the terms and intent of CEBA that the
activity limitation would prevent, and
was designed to prevent, nonbank
banks that prior to the enactment of
CEBA had refrained from accepting de-
mand deposits in order to avoid cov-
erage as a bank under the BHC Act,
from starting to take these deposits
after enactment of CEBA and thus be-
coming full-service banks. Accord-
ingly, CEBA requires that the taking
of demand deposits be treated as a sep-
arate activity.

(ii) The Board also considers non-
demand deposits withdrawable by
check or other similar means for pay-
ment to third parties or others to con-
stitute a separate line of business for
purposes of applying the activity limi-
tation. In this regard, the Board has
previously recognized that this line of
business constitutes a permissible but
separate activity under section 4 of the
BHC Act. Furthermore, the offering of
accounts with transaction capability
requires different expertise and sys-
tems than non-transaction deposit-tak-
ing and represented a distinct new ac-
tivity that traditionally separated
banks from thrift and similar institu-
tions.

(iii) Support for this view may also
be found in the House Banking Com-
mittee report on proposed legislation
prior to CEBA that contained a similar
prohibition on new activities for
nonbank banks. In discussing the ac-
tivity limitation, the report recognized
a distinction between demand deposits
and accounts with transaction capa-
bility and those without transaction
capability:

With respect to deposits, the Committee
recognizes that it is legitimate for an insti-
tution currently involved in offering demand
deposits or other third party transaction ac-
counts to make use of new technologies that
are in the process of replacing the existing
check-based, paper payment system. Again,
however, the Committee does not believe
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that technology should be used as a lever for
an institution that was only incidentally in-
volved in the payment system to transform
itself into a significant offeror of transaction
account capability.®

(iv) Finally, this distinction between
demand and nondemand checkable ac-
counts and accounts not subject to
withdrawal by check was specifically
recognized by Congress in the redefini-
tion of the term bank in CEBA to in-
clude an institution that takes demand
deposits or ‘‘deposits that the depositor
may withdraw by check or other means
for payment to third parties or others”
as well as in various exemptions from
that definition for trust companies,
credit card banks, and certain indus-
trial banks."

(v) Thus, an institution that as of
March 5, 1987, offered only time and
savings accounts that were not
withdrawable by check for payment to
third parties could not thereafter begin
offering accounts with transaction ca-
pability, for example, NOW accounts or
other types of transaction accounts.

(3) Lending. As noted, the CEBA ac-
tivity limitation does not treat lending
as a single activity; it clearly distin-
guishes between commercial and other
types of lending. This distinction is
also reflected in the definition of bank
in the BHC Act in effect both prior to
and after enactment of CEBA as well as
in various of the exceptions from this
definition. In addition, commercial
lending is a specialized form of lending
involving different techniques and
analysis from other types of lending.
Based upon these factors, the Board
would view commercial lending as a
separate and distinct activity for pur-
poses of the activity limitation in sec-
tion 4(f)(3). The Board’s decisions under
section 4 of the BHC Act have not gen-
erally differentiated between types of
commercial lending, and thus the
Board would view commercial lending
as a single activity for purposes of
CEBA. Thus, a nonbank bank that
made commercial loans as of March 5,
1987, could make any type of commer-
cial loan thereafter.

6H. Rep. No. 99-175, 99th Cong., 1st Sess. 13

(1985).
7See 12 U.S.C. 1841(c)(2) (D), (F), (H), and
@.
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(i) Commercial lending. For purposes
of the activity limitation, a commer-
cial loan is defined in accordance with
the Supreme Court’s decision in Board
of Governors v. Dimension Financial Cor-
poration, 474 U.S. 361 (1986), as a direct
loan to a business customer for the
purpose of providing funds for that cus-
tomer’s business. In this regard, the
Board notes that whether a particular
transaction is a commercial loan must
be determined not from the face of the
instrument, but from the application of
the definition of commercial loan in
the Dimension decision to that trans-
action. Thus, certain transactions of
the type mentioned in the Board’s rul-
ing at issue in Dimension and in the
Senate and Conference Reports in the
CEBA legislation® would be commer-
cial loans if they meet the test for
commercial loans established in Dimen-
sion. Under this test, a commercial
loan would not include, for example, an
open-market investment in a commer-
cial entity that does not involve a bor-
rower-lender relationship or negotia-
tion of credit terms, such as a money
market transaction.

(i) Other lending. Based upon the
guidance in the Act as to the degree of
specificity required in applying the ac-
tivity limitation with respect to lend-
ing, the Board believes that, in addi-
tion to commercial lending, there are
three other types of lending activities:
consumer mortgage lending, consumer
credit card lending, and other con-
sumer lending. Mortgage lending and
credit card lending are recognized, dis-
crete lines of banking and business ac-
tivity, involving techniques and proc-
esses that are different from and more
specialized than those required for gen-
eral consumer lending. For example,
these activities are, in many cases,
conducted by specialized institutions,
such as mortgage companies and credit
card institutions, or through separate
organizational structures within an in-
stitution, particularly in the case of
mortgage lending. Additionally, the
Board’s decisions under section 4 of the
Act have recognized mortgage banking
and credit card lending as separate ac-
tivities for bank holding companies.

8S. Rep. No. 100-19 at 31; Conference Report
at 123.

12 CFR Ch. Il (1-1-21 Edition)

The Board’s Regulation Y reflects this
specialization, noting as examples of
permissible lending activity: consumer
finance, credit card and mortgage lend-
ing. 12 CFR 225.25(b)(1). Finally, CEBA
itself recognizes the specialized nature
of credit card lending by exempting an
institution specializing in that activity
from the bank definition. For purpose
of the activity limitation, a consumer
mortgage loan will mean any loan to
an individual that is secured by real es-
tate and that is not a commercial loan.
A credit card loan would be any loan
made to an individual by means of a
credit card that is not a commercial
loan.

(4) Trust activities. Under section 4 of
the Act, the Board has historically
treated trust activities as a single ac-
tivity and has not differentiated the
function on the basis of whether the
customer was an individual or a busi-
ness. See 12 CFR 225.25(b)(3). Similarly,
the trust company exemption from the
bank definition in CEBA makes no dis-
tinction between various types of trust
activities. Accordingly, the Board
would view trust activities as a sepa-
rate activity without additional dif-
ferentiation for purposes of the activ-
ity limitation in section 4(f)(3).

(5) Other activities. With respect to ac-
tivities other than the various tradi-
tional deposit-taking, lending or trust
activities, the Board believes it appro-
priate, for the reasons discussed above,
to apply the activity limitation in sec-
tion 4(f)(3) as the term activity gen-
erally applies in other provisions of
section 4 of the BHC Act. Thus, a
grandfathered nonbank bank could not,
for example, commence after March 5,
1987, any of the following activities
(unless it was engaged in such an activ-
ity as of that date): discount securities
brokerage, full-service securities bro-
kerage investment advisory services,
underwriting or dealing in government
securities as permissible for member
banks, foreign exchange transaction
services, real or personal property leas-
ing, courier services, data processing
for third parties, insurance agency ac-
tivities, 9 real estate development, real

9In this area, section 4 of the Act does not

treat all insurance agency activities as a sin-
gle activity. Thus, for example, the Act
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estate brokerage, real estate syndica-
tion, insurance underwriting, manage-
ment consulting, futures commission
merchant, or activities of the general
type listed in §225.25(b) of Regulation
Y.

(6) Meaning of engaged in. In order to
be engaged in an activity, a nonbank
bank must demonstrate that it had a
program in place to provide a par-
ticular product or service included
within the grandfathered activity to a
customer and that it was in fact offer-
ing the product or service to customers
as of March 5, 1987. Thus, a nonbank
bank is not engaged in an activity as of
March 5, 1987, if the product or service
in question was in a planning state as
of that date and had not been offered or
delivered to a customer. Consistent
with prior Board interpretations of the
term activity in the grandfather provi-
sions of section 4, the Board does not
believe that a company may be en-
gaged in an activity on the basis of a
single isolated transaction that was
not part of a program to offer the par-
ticular product or to conduct in the ac-
tivity on an ongoing basis. For exam-
ple, a nonbank bank that held an inter-
est in a single real estate project would
not thereby be engaged in real estate
development for purposes of this provi-
sion, unless evidence was presented in-
dicating the interest was held under a
program to commence a real estate de-
velopment business.

(7 Meaning of as of The Board be-
lieves that the grandfather date ‘‘as of
March 5, 1987’ as used throughout sec-
tion 4(f)(3) should refer to activities en-
gaged in on March 5, 1987, or a reason-
ably short period preceding this date
not exceeding 13 months. 133 Cong. Rec.
S3957 (daily ed. March 26, 1987). (Re-
marks of Senators Dodd and Proxmire).
Activities that the institution had ter-
minated prior to March 5, 1988, how-
ever, would not be considered to have
been conducted or engaged in as of
March 5. For example, if within 13
months of March 5, 1987, the nonbank
bank had terminated its commercial
lending activity in order to avoid the

treats the sale of credit-related life, accident
and health insurance as a separate activity
from general insurance agency activities.
See 12 U.S.C. 1843(c)(8).
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bank definition in the Act, the nonbank
bank could not recommence that activ-
ity after enactment of CEBA.

(d) Cross-marketing limitation—(1) In
general. Section 4(f)(3) also limits
cross-marketing activities by nonbank
banks and their affiliates. Under this
provision, a nonbank bank may not
offer or market a product or service of
an affiliate unless the product or serv-
ice may be offered by bank holding
companies generally under section
4(c)(8) of the BHC Act. In addition, a
nonbank bank may not permit any of
its products or services to be offered or
marketed by or through a nonbank af-
filiate unless the affiliate engages only
in activities permissible for a bank
holding company under section 4(c)(8).
These limitations are subject to an ex-
ception for products or services that
were being so offered or marketed as of
March 5, 1987, but only in the same
manner in which they were being of-
fered or marketed as of that date.

(2) Examples of impermissible cross-mar-
keting. The Conference Report illus-
trates the application of this limita-
tion to the following two covered
transactions: (i) products and services
of an affiliate that bank holding com-
panies may not offer under the BHC
Act, and (ii) products and services of
the nonbank bank. In the first case,
the restrictions would prohibit, for ex-
ample, a company from marketing life
insurance or automotive supplies
through its affiliate nonbank bank be-
cause these products are not generally
permissible under the BHC Act. Con-
ference Report at 126. In the second
case, a nonbank bank may not permit
its products or services to be offered or
marketed through a life insurance af-
filiate or automobile parts retailer be-
cause these affiliates engage in activi-
ties prohibited under the BHC Act. Id.

(3) Permissible cross-marketing. On the
other hand, a nonbank bank could offer
to its customers consumer loans from
an affiliated mortgage banking or con-
sumer finance company. These affili-
ates could likewise offer their cus-
tomers the nonbank bank’s products or
services provided the affiliates engaged
only in activities permitted for bank
holding companies under the closely-
related-to-banking standard of section
4(c)(8) of the BHC Act. If the affiliate is
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engaged in both permissible and imper-
missible activities within the meaning
of section 4(c)(8) of the BHC Act, how-
ever, the affiliate could not offer or
market the nonbank bank’s products
or services.

(4) Product approach to cross-marketing
restriction. (i) Unlike the activity re-
strictions, the cross-marketing restric-
tions of CEBA apply by their terms to
individual products and services. Thus,
an affiliate of a nonbank bank that was
engaged in activities that are not per-
missible for bank holding companies
and that was marketing a particular
product or service of a nonbank bank
on the grandfather date could continue
to market that product and, as dis-
cussed below, could change the terms
and conditions of the loan. The
nonbank affiliate could not, however,
begin to offer or market another prod-
uct or service of the nonbank bank.

(ii) The Board believes that the term
product or service must be interpreted in
light of its accepted ordinary commer-
cial usage. In some instances, commer-
cial usage has identified a group of
products so closely related that they
constitute a product line (e.g., certifi-
cates of deposit) and differences in
versions of the product (e.g., a one-year
certificate of deposit) simply represent
a difference in the terms of the prod-
uct.10 This approach is consistent with
the treatment in CEBA’s legislative
history of certificates of deposit as a
product line rather than each par-
ticular type of CD as a separate prod-
uct. 11

(iii) In the area of consumer lending,
the Board believes the following pro-
vide examples of different consumer
loan products: mortgage loans to fi-
nance the purchase of the borrower’s

10 American Bankers Association, Banking
Terminology (1981).

11During the Senate debates on CEBA,
Senator Proxmire in response to a statement
from Senator Cranston that the joint-mar-
keting restrictions do not lock into place the
specific terms or conditions of the particular
grandfathered product or service, stated:

That is correct. For example, if a nonbank
bank was jointly marketing on March 5, 1987,
a 3 year, $5,000 certificate of deposit, this bill
would not prohibit offering in the same man-
ner a 1 year, $2,000 certificate of deposit with
a different interest rate. 133 Cong. Rec. S3959
(daily ed. March 26, 1987).

12 CFR Ch. Il (1-1-21 Edition)

residence, unsecured consumer loans,
consumer installment loans secured by
the personal property to be purchased
(e.g. automobile, boat or home appli-
ance loans), or second mortgage
loans.12 Under this interpretation, a
nonbank bank that offered automobile
loans through a nonbank affiliate on
the grandfather date could market
boat loans, appliance loans or any type
of secured consumer installment loan
through that affiliate. It could not,
however, market unsecured consumer
loans, home mortgage loans or other
types of consumer loans.

(iv) In other areas, the Board believes
that the determination as to what con-
stitutes a product or service should be
made on a case-by-case basis consistent
with the principles that the terms
product or service must be interpreted in
accordance with their ordinary com-
mercial usage and must be narrower in
scope than the definition of activity.
Essentially, the concept applied in this
analysis is one of permitting the con-
tinuation of the specific product mar-
keting activity that was undertaken as
of March 5, 1987. Thus, for example,
while insurance underwriting may con-
stitute a separate activity under
CEBA, a nonbank bank could not mar-
ket a life insurance policy issued by
the affiliate if on the grandfather date
it had only marketed homeowners’
policies issued by the affiliate.

(5) Change in terms and conditions per-
mitted. (i) The cross-marketing restric-
tions would not limit the ability of the
institution to change the specific
terms and conditions of a particular
grandfathered product or service. The
Conference Report indicates a legisla-
tive intent not to lock into place the
specific terms or conditions of a grand-
fathered product or service. Conference
Report at 126. For example, a nonbank
bank marketing a three-year, $5,000

12TIn this regard, the Supreme Court in
United States v. Philadelphia National Bank,
noted that ‘‘the principal banking products
are of course various types of credit, for ex-
ample: unsecured personal and business
loans, mortgage loans, loans secured by secu-
rities or accounts receivable, automobile in-
stallment and consumer goods, installment
loans, tuition financing, bank credit cards,
revolving credit funds.” 374 U.S. 321, 326 n.5
(1963).
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certificate of deposit through an affil-
iate under the exemption could offer a
one-year $2,000 certificate of deposit
with a different interest rate after the
grandfather date. See footnote 11 above.
Modifications that alter the type of
product, however, are not permitted.
Thus, a nonbank bank that marketed
through affiliates on March 5, 1987,
only certificates of deposit could not
commence marketing MMDA’s or NOW
accounts after the grandfather date.

(ii) General changes in the character
of the product or service as the result
of market or technological innovation
are similarly permitted to the extent
that they do not transform a grand-
fathered product into a new product.
Thus, an unsecured line of credit could
not be modified to include a lien on the
borrower’s residence without becoming
a new product.

(6) Meaning of offer or market. In the
Board’s opinion, the terms offer or mar-
ket in the cross-marketing restrictions
refer to the presentation to a customer
of an institution’s products or service
through any type of program, including
telemarketing, advertising brochures,
direct mailing, personal solicitation,
customer referrals, or joint-marketing
agreements or presentations. An insti-
tution must have offered or actually
marketed the product or service on
March 5 or shortly before that date (as
discussed above) to qualify for the
grandfather privilege. Thus, if the
cross-marketing program was in the
planning stage on March 5, 1987, the
program would not quality for grand-
father treatment under CEBA.

(7) Limitations on cross-marketing to in
the same manner. (i) The cross-mar-
keting restriction in section 4(f)(3) con-
tains a grandfather provision that per-
mits products or services that would
otherwise be prohibited from being of-
fered or marketed under the provision
to continue to be offered or marketed
by a particular entity if the products
or services were being so offered or
marketed as of March 5, 1987, but ‘‘only
in the same manner in which they were
being offered or marketed as of that
date.” Thus, to qualify for the grand-
father provision, the manner of offer-
ing or marketing the otherwise prohib-
ited product or service must remain
the same as on the grandfather date.
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(ii) In interpreting this provision, the
Board notes that Congress designed the
joint-marketing restrictions to prevent
the significant risk to the public posed
by the conduct of such activities by in-
sured banks affiliated with companies
engaged in general commerce, to en-
sure objectivity in the credit-granting
process and to ‘“‘minimize the unfair
competitive advantage that grand-
fathered commercial companies owning
nonbank banks might otherwise engage
over regulated bank holding companies
and our competing commercial compa-
nies that have no subsidiary bank.”
Conference Report at 125-126. The
Board believes that determinations re-
garding the manner of cross-marketing
of a particular product or service may
best be accomplished by applying the
limitation to the particular facts in
each case consistent with the stated
purpose of this provision of CEBA and
the general principle that grandfather
restrictions and exceptions to general
prohibitions must be narrowly con-
strued in order to prevent the excep-
tion from nullifying the rule. Essen-
tially, as in the scope of the term
“product or service’’, the guiding prin-
ciple of Congressional intent with re-
spect to this term is to permit only the
continuation of the specific types of
cross-marketing activity that were un-
dertaken as of March 5, 1987.

(8) Eligibility for cross-marketing grand-
father exemption. The Conference Re-
port also clarifies that entitlement to
an exemption to continue to cross-mar-
ket products and services otherwise
prohibited by the statute applies only
to the specific company that was en-
gaged in the activity as of March 5,
1987. Conference Report at 126. Thus, an
affiliate that was not engaged in cross-
marketing products or services as of
the grandfather date may not com-
mence these activities under the ex-
emption even if such activities were
being conducted by another affiliate.
Id.; see also S. Rep. No. 100-19 at 33-34.

(e) Eligibility  for  grandfathered
nonbank bank status. In reviewing the
reports required by CEBA, the Board
notes that a number of institutions
that had not commenced business oper-
ations on August 10, 1987, the date of
enactment of CEBA, claimed grand-
father privileges under section 4(f)(3) of
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CEBA. To qualify for grandfather privi-
leges under section 4(f)(3), the institu-
tion must have ‘‘bec[olme a bank as a
result of the enactment of [CEBA]”’ and
must have been controlled by a non-
banking company on March 5, 1987. 12
U.S.C. 1843(f)(1)(A). An institution that
did not have FDIC insurance on August
10, 1987, and that did not accept de-
mand deposits or transaction accounts
or engage in the business of commer-
cial lending on that date, would not
have become a bank as a result of en-
actment of CEBA. Thus, institutions
that had not commenced operations on
August 10, 1987, could not qualify for
grandfather privileges under section
4(f)(3) of CEBA. This view is supported
by the activity limitations of section
4(f)(3), which, as noted, limit the ac-
tivities of grandfathered nonbank
banks to those in which they were law-
fully engaged as of March 5, 1987. A
nonbank bank that had not commenced
conducting business activities on
March 5, 1987, could not after enact-
ment of CEBA engage in any activities
under this provision.

[Reg. Y, 53 FR 37746, Sept. 28, 1988, as amend-
ed by Reg. Y, 62 FR 9343, Feb. 28, 1997]

Subpart J—Merchant Banking
Investments

SOURCE: Reg. Y, 66 FR 8484, Jan. 31, 2001,
unless otherwise noted.

§225.170 What type of investments are
permitted by this subpart, and
under what conditions may they be
made?

(a) What types of investments are per-
mitted by this subpart? Section 4(k)(4)(H)
of the Bank Holding Company Act (12
U.S.C. 1843(k)(4)(H)) and this subpart
authorize a financial holding company,
directly or indirectly and as principal
or on behalf of one or more persons, to
acquire or control any amount of
shares, assets or ownership interests of
a company or other entity that is en-
gaged in any activity not otherwise au-
thorized for the financial holding com-
pany under section 4 of the Bank Hold-
ing Company Act. For purposes of this
subpart, shares, assets or ownership in-
terests acquired or controlled under
section 4(k)(4)(H) and this subpart are
referred to as ‘‘merchant banking in-
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vestments.”” A financial holding com-
pany may not directly or indirectly ac-
quire or control any merchant banking
investment except in compliance with
the requirements of this subpart.

(b) Must the investment be a bona fide
merchant banking investment? The acqui-
sition or control of shares, assets or
ownership interests under this subpart
is not permitted unless it is part of a
bona fide underwriting or merchant or
investment banking activity.

(c) What types of ownership interests
may be acquired? Shares, assets or own-
ership interests of a company or other
entity include any debt or equity secu-
rity, warrant, option, partnership in-
terest, trust certificate or other instru-
ment representing an ownership inter-
est in the company or entity, whether
voting or nonvoting.

(d) Where in a financial holding com-
pany may merchant banking investments
be made? A financial holding company
and any subsidiary (other than a depos-
itory institution or subsidiary of a de-
pository institution) may acquire or
control merchant banking invest-
ments. A financial holding company
and its subsidiaries may not acquire or
control merchant banking investments
on behalf of a depository institution or
subsidiary of a depository institution.

(e) May assets other than shares be held
directly? A financial holding company
may not under this subpart acquire or
control assets, other than debt or eq-
uity securities or other ownership in-
terests in a company, unless:

(1) The assets are held by or prompt-
ly transferred to a portfolio company;

(2) The portfolio company maintains
policies, books and records, accounts,
and other indicia of corporate, partner-
ship or limited liability organization
and operation that are separate from
the financial holding company and
limit the legal liability of the financial
holding company for obligations of the
portfolio company; and

(3) The portfolio company has man-
agement that is separate from the fi-
nancial holding company to the extent
required by §225.171.

(f) What type of affiliate is required for
a financial holding company to make mer-
chant banking investments? A financial
holding company may not acquire or
control merchant banking investments
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under this subpart unless the financial
holding company qualifies under at
least one of the following paragraphs:

(1) Securities affiliate. The financial
holding company is or has an affiliate
that is registered under the Securities
Exchange Act of 1934 (15 U.S.C. 78c, 780,
780-4) as:

(i) A broker or dealer; or

(ii) A municipal securities dealer, in-
cluding a separately identifiable de-
partment or division of a bank that is
registered as a municipal securities
dealer.

(2) Insurance affiliate with an invest-
ment adviser affiliate. The financial
holding company controls:

(i) An insurance company that is pre-
dominantly engaged in underwriting
life, accident and health, or property
and casualty insurance (other than
credit-related insurance), or providing
and issuing annuities; and

(ii) A company that:

(A) Is registered with the Securities
and Exchange Commission as an in-
vestment adviser under the Investment
Advisers Act of 1940 (15 U.S.C. 80b-1 et
seq.); and

(B) Provides investment advice to an
insurance company.

§225.171 What are the limitations on
managing or operating a portfolio
company held as a merchant bank-
ing investment?

(a) May a financial holding company
routinely manage or operate a portfolio
company? Except as permitted in para-
graph (e) of this section, a financial
holding company may not routinely
manage or operate any portfolio com-
pany.

(b) When does a financial holding com-
pany routinely manage or operate a com-
pany?—(1) Examples of routine manage-
ment or operation—(i) Executive officer
interlocks at the portfolio company. A fi-
nancial holding company routinely
manages or operates a portfolio com-
pany if any director, officer or em-
ployee of the financial holding com-
pany serves as or has the responsibil-
ities of an executive officer of the port-
folio company.

(ii) Interlocks by executive officers of
the financial holding company. (A) Pro-
hibition. A financial holding company
routinely manages or operates a port-
folio company if any executive officer
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of the financial holding company
serves as or has the responsibilities of
an officer or employee of the portfolio
company.

(B) Definition. For purposes of para-
graph (b)(1)(ii)(A) of this section, the
term ‘‘financial holding company’’ in-
cludes the financial holding company
and only the following subsidiaries of
the financial holding company:

(I) A securities broker or dealer reg-
istered under the Securities Exchange
Act of 1934;

(2) A depository institution;

(3) An affiliate that engages in mer-
chant banking activities under this
subpart or insurance company invest-
ment activities under section 4(k)(4)(I)
of the Bank Holding Company Act (12
U.S.C. 1843(k)(4)(1)):

(4) A small business investment com-
pany (as defined in section 302(b) of the
Small Business Investment Act of 1958
(15 U.S.C. 682(b)) controlled by the fi-
nancial holding company or by any de-
pository institution controlled by the
financial holding company; and

(5) Any other affiliate that engages
in significant equity investment activi-
ties that are subject to a special cap-
ital charge under the capital adequacy
rules or guidelines of the Board.

(iii) Covenants regarding ordinary
course of business. A financial holding
company routinely manages or oper-
ates a portfolio company if any cov-
enant or other contractual arrange-
ment exists between the financial hold-
ing company and the portfolio com-
pany that would restrict the portfolio
company’s ability to make routine
business decisions, such as entering
into transactions in the ordinary
course of business or hiring officers or
employees other than executive offi-
cers.

(2) Presumptions of routine management
or operation. A financial holding com-
pany is presumed to routinely manage
or operate a portfolio company if:

(i) Any director, officer, or employee
of the financial holding company
serves as or has the responsibilities of
an officer (other than an executive offi-
cer) or employee of the portfolio com-
pany; or

(ii) Any officer or employee of the
portfolio company is supervised by any
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director, officer, or employee of the fi-
nancial holding company (other than
in that individual’s capacity as a direc-
tor of the portfolio company).

(¢c) How may a financial holding com-
pany rebut a presumption that it is rou-
tinely managing or operating a portfolio
company? A financial holding company
may rebut a presumption that it is rou-
tinely managing or operating a port-
folio company under paragraph (b)(2) of
this section by presenting information
to the Board demonstrating to the
Board’s satisfaction that the financial
holding company is not routinely man-
aging or operating the portfolio com-
pany.

(d) What arrangements do not involve
routinely managing or operating a port-
folio company?—(1) Director representa-
tion at portfolio companies. A financial
holding company may select any or all
of the directors of a portfolio company
or have one or more of its directors, of-
ficers, or employees serve as directors
of a portfolio company if:

(i) The portfolio company employs
officers and employees responsible for
routinely managing and operating the
company; and

(ii) The financial holding company
does not routinely manage or operate
the portfolio company, except as per-
mitted in paragraph (e) of this section.

(2) Covenants or other provisions re-
garding extraordinary events. A financial
holding company may, by virtue of
covenants or other written agreements
with a portfolio company, restrict the
ability of the portfolio company, or re-
quire the portfolio company to consult
with or obtain the approval of the fi-
nancial holding company, to take ac-
tions outside of the ordinary course of
the business of the portfolio company.
Examples of the types of actions that
may be subject to these types of cov-
enants or agreements include, but are
not limited to, the following:

(i) The acquisition of significant as-
sets or control of another company by
the portfolio company or any of its
subsidiaries;

(ii) Removal or selection of an inde-
pendent accountant or auditor or in-
vestment banker by the portfolio com-
pany;
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(iii) Significant changes to the busi-
ness plan or accounting methods or
policies of the portfolio company;

(iv) Removal or replacement of any
or all of the executive officers of the
portfolio company;

(v) The redemption, authorization or
issuance of any equity or debt securi-
ties (including options, warrants or
convertible shares) of the portfolio
company or any borrowing by the port-
folio company outside of the ordinary
course of business;

(vi) The amendment of the articles of
incorporation or by-laws (or similar
governing documents) of the portfolio
company; and

(vii) The sale, merger, consolidation,
spin-off, recapitalization, liquidation,
dissolution or sale of substantially all
of the assets of the portfolio company
or any of its significant subsidiaries.

(3) Providing advisory and underwriting
services to, and having consultations
with, a portfolio company. A financial
holding company may:

(i) Provide financial, investment and
management consulting advice to a
portfolio company in a manner con-
sistent with and subject to any restric-
tions on such activities contained in
§§225.28(b)(6) or 225.86(b)(1) of this part
(12 CFR 225.28(b)(6) and 225.86(b)(1));

(ii) Provide assistance to a portfolio
company in connection with the under-
writing or private placement of its se-
curities, including acting as the under-
writer or placement agent for such se-
curities; and

(iii) Meet with the officers or em-
ployees of a portfolio company to mon-
itor or provide advice with respect to
the portfolio company’s performance
or activities.

(e) When may a financial holding com-
pany routinely manage or operate a port-
folio company?—(1) Special circumstances
required. A financial holding company
may routinely manage or operate a
portfolio company only when interven-
tion by the financial holding company
is necessary or required to obtain a
reasonable return on the financial
holding company’s investment in the
portfolio company upon resale or other
disposition of the investment, such as
to avoid or address a significant oper-
ating loss or in connection with a loss
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of senior management at the portfolio
company.

(2) Duration Limited. A financial hold-
ing company may routinely manage or
operate a portfolio company only for
the period of time as may be necessary
to address the cause of the financial
holding company’s involvement, to ob-
tain suitable alternative management
arrangements, to dispose of the invest-
ment, or to otherwise obtain a reason-
able return upon the resale or disposi-
tion of the investment.

(3) Notice required for extended involve-
ment. A financial holding company may
not routinely manage or operate a
portfolio company for a period greater
than nine months without prior writ-
ten notice to the Board.

(4) Documentation required. A finan-
cial holding company must maintain
and make available to the Board upon
request a written record describing its
involvement in routinely managing or
operating a portfolio company.

(f) May a depository institution or its
subsidiary routinely manage or operate a
portfolio company?—(1) In general. A de-
pository institution and a subsidiary of
a depository institution may not rou-
tinely manage or operate a portfolio
company in which an affiliated com-
pany owns or controls an interest
under this subpart.

(2) Definition applying provisions gov-
erning routine management or operation.
For purposes of this section other than
paragraph (e) and for purposes of
§225.173(d), a financial holding com-
pany includes a depository institution
controlled by the financial holding
company and a subsidiary of such a de-
pository institution.

(3) Ezception for certain subsidiaries of
depository institutions. For purposes of
paragraph (e) of this section, a finan-
cial holding company includes a finan-
cial subsidiary held in accordance with
section 5136A of the Revised Statutes
(12 U.S.C. 24a) or section 46 of the Fed-
eral Deposit Insurance Act (12 U.S.C.
1831w), and a subsidiary that is a small
business investment company and that
is held in accordance with the Small
Business Investment Act (15 U.S.C. 661
et seq.), and such a subsidiary may, in
accordance with the limitations set
forth in this section, routinely manage
or operate a portfolio company in
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which an affiliated company owns or
controls an interest under this subpart.

§225.172 What are the holding periods
permitted for merchant banking in-
vestments?

(a) Must investments be made for resale?
A financial holding company may own
or control shares, assets and ownership
interests pursuant to this subpart only
for a period of time to enable the sale
or disposition thereof on a reasonable
basis consistent with the financial via-
bility of the financial holding com-
pany’s merchant banking investment
activities.

(b) What period of time is generally per-
mitted for holding merchant banking in-
vestments?—(1) In general. Except as
provided in this section or §225.173, a fi-
nancial holding company may not, di-
rectly or indirectly, own, control or
hold any share, asset or ownership in-
terest pursuant to this subpart for a
period that exceeds 10 years.

(2) Ownership interests acquired from or
transferred to companies held under this
subpart. For purposes of paragraph
(b)(1) of this section, shares, assets or
ownership interests—

(i) Acquired by a financial holding
company from a company in which the
financial holding company held an in-
terest under this subpart will be con-
sidered to have been acquired by the fi-
nancial holding company on the date
that the share, asset or ownership in-
terest was acquired by the company;
and

(ii) Acquired by a company from a fi-
nancial holding company will be con-
sidered to have been acquired by the
company on the date that the share,
asset or ownership interest was ac-
quired by the financial holding com-
pany if—

(A) The financial holding company
held the share, asset, or ownership in-
terest under this subpart; and

(B) The financial holding company
holds an interest in the acquiring com-
pany under this subpart.

(3) Interests previously held by a finan-
cial holding company under limited au-
thority. For purposes of paragraph (b)(1)
of this section, any shares, assets, or
ownership interests previously owned
or controlled, directly or indirectly, by
a financial holding company under any
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other provision of the Federal banking
laws that imposes a limited holding pe-
riod will if acquired under this subpart
be considered to have been acquired by
the financial holding company under
this subpart on the date the financial
holding company first acquired owner-
ship or control of the shares, assets or
ownership interests under such other
provision of law. For purposes of this
paragraph (b)(3), a financial holding
company includes a depository institu-
tion controlled by the financial holding
company and any subsidiary of such a
depository institution.

(4) Approval required to hold interests
held in excess of time limit. A financial
holding company may seek Board ap-
proval to own, control or hold shares,
assets or ownership interests of a com-
pany under this subpart for a period
that exceeds the period specified in
paragraph (b)(1) of this section. A re-
quest for approval must:

(1) Be submitted to the Board at least
90 days prior to the expiration of the
applicable time period;

(ii) Provide the reasons for the re-
quest, including information that ad-
dresses the factors in paragraph (b)(5)
of this section; and

(iii) Explain the financial holding
company’s plan for divesting the
shares, assets or ownership interests.

(5) Factors governing Board determina-
tions. In reviewing any proposal under
paragraph (b)(4) of this section, the
Board may consider all the facts and
circumstances related to the invest-
ment, including:

(i) The cost to the financial holding
company of disposing of the invest-
ment within the applicable period;

(ii) The total exposure of the finan-
cial holding company to the company
and the risks that disposing of the in-
vestment may pose to the financial
holding company;

(iii) Market conditions;

(iv) The nature of the portfolio com-
pany’s business;

(v) The extent and history of involve-
ment by the financial holding company
in the management and operations of
the company; and

(vi) The average holding period of the
financial holding company’s merchant
banking investments.
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(6) Restrictions applicable to invest-
ments held beyond time period. A finan-
cial holding company that directly or
indirectly owns, controls or holds any
share, asset or ownership interest of a
company under this subpart for a total
period that exceeds the period specified
in paragraph (b)(1) of this section
must—

(i) For purposes of determining the
financial holding company’s regulatory
capital, apply to the financial holding
company’s adjusted carrying value of
such shares, assets, or ownership inter-
ests a capital charge determined by the
Board that must be:

(A) Higher than the maximum mar-
ginal tier 1 capital charge applicable
under part 217 to merchant banking in-
vestments held by that financial hold-
ing company; and

(B) In no event less than 25 percent of
the adjusted carrying value of the in-
vestment; and

(ii) Abide by any other restrictions
that the Board may impose in connec-
tion with granting approval under
paragraph (b)(4) of this section.

[Reg. Y, 62 FR 9329, Feb. 28, 1997, as amended
at 78 FR 62291, Oct. 11, 2013; 80 FR 70673, Nov.
16, 2015]

§225.173 How are investments in pri-
vate equity funds treated under
this subpart?

(a) What is a private equity fund? For
purposes of this subpart, a ‘‘private eq-
uity fund” is any company that:

(1) Is formed for the purpose of and is
engaged exclusively in the business of
investing in shares, assets, and owner-
ship interests of financial and non-
financial companies for resale or other
disposition;

(2) Is not an operating company;

(3) No more than 25 percent of the
total equity of which is held, owned or
controlled, directly or indirectly, by
the financial holding company and its
directors, officers, employees and prin-
cipal shareholders;

(4) Has a maximum term of not more
than 15 years; and

(5) Is not formed or operated for the
purpose of making investments incon-
sistent with the authority granted
under section 4(k)(4)(H) of the Bank
Holding Company Act (@12 TU.S.C.
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1843(k)(4)(H)) or evading the limita-
tions governing merchant banking in-
vestments contained in this subpart.

(b) What form may a private equity
fund take? A private equity fund may
be a corporation, partnership, limited
liability company or other type of
company that issues ownership inter-
ests in any form.

(c) What is the holding period permitted
for interests in private equity funds?—(1)
In general. A financial holding company
may own, control or hold any interest
in a private equity fund under this sub-
part and any interest in a portfolio
company that is owned or controlled
by a private equity fund in which the
financial holding company owns or
controls any interest under this sub-
part for the duration of the fund, up to
a maximum of 15 years.

(2) Request to hold interest for longer
period. A financial holding company
may seek Board approval to own, con-
trol or hold an interest in or held
through a private equity fund for a pe-
riod longer than the duration of the
fund in accordance with §225.172(b) of
this subpart.

(3) Application of rules. The rules de-
scribed in §225.172(b)(2) and (3) gov-
erning holding periods of interests ac-
quired, transferred or previously held
by a financial holding company apply
to interests in, held through, or ac-
quired from a private equity fund.

(d) How do the restrictions on routine
management and operation apply to pri-
vate equity funds and investments held
through a private equity fund?—(1) Port-
folio companies held through a private eq-
uity fund. A financial holding company
may not routinely manage or operate a
portfolio company that is owned or
controlled by a private equity fund in
which the financial holding company
owns or controls any interest under
this subpart, except as permitted under
§225.171(e).

(2) Private equity funds controlled by a
financial holding company. A private eq-
uity fund that is controlled by a finan-
cial holding company may not rou-
tinely manage or operate a portfolio
company, except as permitted under
§225.171(e).

(3) Private equity funds that are not
controlled by a financial holding com-
pany. A private equity fund may rou-
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tinely manage or operate a portfolio
company so long as no financial hold-
ing company controls the private eq-
uity fund or as permitted under
§225.171(e).

(4) When does a financial holding com-
pany control a private equity fund? A fi-
nancial holding company controls a
private equity fund for purposes of this
subpart if the financial holding com-
pany, including any director, officer,
employee or principal shareholder of
the financial holding company:

(i) Serves as a general partner, man-
aging member, or trustee of the private
equity fund (or serves in a similar role
with respect to the private equity
fund);

(ii) Owns or controls 25 percent or
more of any class of voting shares or
similar interests in the private equity
fund;

(iii) In any manner selects, controls
or constitutes a majority of the direc-
tors, trustees or management of the
private equity fund; or

(iv) Owns or controls more than 5
percent of any class of voting shares or
similar interests in the private equity
fund and is the investment adviser to
the fund.

§225.174 What aggregate thresholds
apply to merchant banking invest-
ments?

(a) In general. A financial holding
company may not, without Board ap-
proval, directly or indirectly acquire
any additional shares, assets or owner-
ship interests under this subpart or
make any additional capital contribu-
tion to any company the shares, assets
or ownership interests of which are
held by the financial holding company
under this subpart if the aggregate car-
rying value of all merchant banking in-
vestments held by the financial holding
company under this subpart exceeds:

(1) 30 percent of the Tier 1 capital of
the financial holding company; or

(2) After excluding interests in pri-
vate equity funds, 20 percent of the
Tier 1 capital of the financial holding
company.

(b) How do these thresholds apply to a
private equity fund? Paragraph (a) of
this section applies to the interest ac-
quired or controlled by the financial
holding company under this subpart in
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a private equity fund. Paragraph (a) of
this section does not apply to any in-
terest in a company held by a private
equity fund or to any interest held by
a person that is not affiliated with the
financial holding company.

(c) How long do these thresholds remain
in effect? This §225.174 shall cease to be
effective on the date that a final rule
issued by the Board that specifically
addresses the appropriate regulatory
capital treatment of merchant banking
investments becomes effective.

(d) Qualifying community banking or-
ganizations. For purposes of this sec-
tion, a financial holding company that
is a qualifying community banking or-
ganization (as defined in §217.12 of this
chapter) that is subject to the commu-
nity bank leverage ratio framework (as
defined in §217.12 of this chapter) cal-
culates its Tier 1 capital (as defined in
§217.2 of this chapter) in accordance
with §217.12(b) of this chapter.

[Reg. Y, 66 FR 8484, Jan. 31, 2001, as amended
at 84 FR 61801, Nov. 13, 2019]

§225.175 What risk management,
record keeping and reporting poli-
cies are required to make merchant
banking investments?

(a) What internal controls and records
are necessary?—(1) General. A financial
holding company, including a private
equity fund controlled by a financial
holding company, that makes invest-
ments under this subpart must estab-
lish and maintain policies, procedures,
records and systems reasonably de-
signed to conduct, monitor and manage
such investment activities and the
risks associated with such investment
activities in a safe and sound manner,
including policies, procedures, records
and systems reasonably designed to:

(i) Monitor and assess the carrying
value, market value and performance
of each investment and the aggregate
portfolio;

(ii) Identify and manage the market,
credit, concentration and other risks
associated with such investments;

(iii) Identify, monitor and assess the
terms, amounts and risks arising from
transactions and relationships (includ-
ing contingent fees or contingent inter-
ests) with each company in which the
financial holding company holds an in-
terest under this subpart;
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(iv) Ensure the maintenance of cor-
porate separateness between the finan-
cial holding company and each com-
pany in which the financial holding
company holds an interest under this
subpart and protect the financial hold-
ing company and its depository institu-
tion subsidiaries from legal liability
for the operations conducted and finan-
cial obligations of each such company;
and

(v) Ensure compliance with this part
and any other provisions of law gov-
erning transactions and relationships
with companies in which the financial
holding company holds an interest
under this subpart (e.g., fiduciary prin-
ciples or sections 23A and 23B of the
Federal Reserve Act (12 U.S.C. 3T7lc,
371c-1), if applicable).

(2) Availability of records. A financial
holding company must make the poli-
cies, procedures and records required
by paragraph (a)(1) of this section
available to the Board or the appro-
priate Reserve Bank upon request.

(b) What periodic reports must be filed?
A financial holding company must pro-
vide reports to the appropriate Reserve
Bank in such format and at such times
as the Board may prescribe.

(c) Is notice required for the acquisition
of companies?—(1) Fulfillment of statu-
tory notice requirement. Except as re-
quired in paragraph (c)(2) of this sec-
tion, no post-acquisition notice under
section 4(k)(6) of the Bank Holding
Company Act (12 U.S.C. 1843(k)(6)) is
required by a financial holding com-
pany in connection with an investment
made under this subpart if the finan-
cial holding company has previously
filed a notice under §225.87 indicating
that it had commenced merchant bank-
ing investment activities under this
subpart.

(2) Notice of large individual invest-
ments. A financial holding company
must provide written notice to the
Board on the appropriate form within
30 days after acquiring more than 5
percent of the voting shares, assets or
ownership interests of any company
under this subpart, including an inter-
est in a private equity fund, at a total
cost to the financial holding company
that exceeds the lesser of 5 percent of
the Tier 1 capital of the financial hold-
ing company or $200 million.
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(3) Qualifying community banking orga-
nizations. For purposes of this para-
graph (c), a financial holding company
that is a qualifying community bank-
ing organization (as defined in §217.12
of this chapter) that is subject to the
community bank leverage ratio frame-
work (as defined in §217.12 of this chap-
ter) calculates its Tier 1 capital (as de-
fined in §217.2 of this chapter) in ac-
cordance with §217.12(b) of this chap-
ter.

[Reg. Y, 66 FR 8484, Jan. 31, 2001, as amended
at 84 FR 61801, Nov. 13, 2019]

§225.176 How do the statutory cross
marketing and sections 23A and B
limitations apply to merchant bank-
ing investments?

(a) Are cross marketing activities pro-
hibited?>—(1) In general. A depository in-
stitution, including a subsidiary of a
depository institution, controlled by a
financial holding company may not:

(i) Offer or market, directly or
through any arrangement, any product
or service of any company if more than
5 percent of the company’s voting
shares, assets or ownership interests
are owned or controlled by the finan-
cial holding company pursuant to this
subpart; or

(ii) Allow any product or service of
the depository institution, including
any product or service of a subsidiary
of the depository institution, to be of-
fered or marketed, directly or through
any arrangement, by or through any
company described in paragraph
(a)(1)(1) of this section.

(2) How are certain subsidiaries treated?
For purposes of paragraph (a)(1) of this
section, a subsidiary of a depository in-
stitution does not include a financial
subsidiary held in accordance with sec-
tion 5136A of the Revised Statutes (12
U.S.C. 24a) or section 46 of the Federal
Deposit Insurance Act. (12 TU.S.C.
1831w), any company held by a com-
pany owned in accordance with section
25 or 25A of the Federal Reserve Act (12
U.S.C. 601 et seq.; 12 U.S.C. 611 et seq.),
or any company held by a small busi-
ness investment company owned in ac-
cordance with the Small Business In-
vestment Act of 1958 (15 U.S.C. 661 et
seq.).

(3) How do the cross marketing restric-
tions apply to private equity funds? The
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restriction contained in paragraph
(a)(1) of this section does not apply to:

(i) Portfolio companies held by a pri-
vate equity fund that the financial
holding company does not control; or

(ii) The sale, offer or marketing of
any interest in a private equity fund,
whether or not controlled by the finan-
cial holding company.

(b) When are companies held under sec-
tion 4(k)(4)(H) affiliates under sections
234 and B?—(1) Rebuttable presumption
of control. The following rebuttable pre-
sumption of control shall apply for pur-
poses of sections 23A and 23B of the
Federal Reserve Act (12 U.S.C. 37lc,
371c-1): if a financial holding company
directly or indirectly owns or controls
more than 15 percent of the total eq-
uity of a company pursuant to this sub-
part, the company shall be presumed to
be an affiliate of any member bank
that is affiliated with the financial
holding company.

(2) Request to rebut presumption. A fi-
nancial holding company may rebut
this presumption by providing informa-
tion acceptable to the Board dem-
onstrating that the financial holding
company does not control the com-
pany.

(3) Presumptions that control does not
exist. Absent evidence to the contrary,
the presumption in paragraph (b)(1) of
this section will be considered to have
been rebutted without Board approval
under paragraph (b)(2) of this section if
any one of the following requirements
are met:

(i) No officer, director or employee of
the financial holding company serves
as a director, trustee, or general part-
ner (or individual exercising similar
functions) of the company;

(ii) A person that is not affiliated or
associated with the financial holding
company owns or controls a greater
percentage of the equity capital of the
portfolio company than the amount
owned or controlled by the financial
holding company, and no more than
one officer or employee of the holding
company serves as a director or trustee
(or individual exercising similar func-
tions) of the company; or

(iii) A person that is not affiliated or
associated with the financial holding
company owns or controls more than 50
percent of the voting shares of the
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portfolio company, and officers and
employees of the holding company do
not constitute a majority of the direc-
tors or trustees (or individuals exer-
cising similar functions) of the com-
pany.

(4) Convertible instruments. For pur-
poses of paragraph (b)(1) of this sec-
tion, equity capital includes options,
warrants and any other instrument
convertible into equity capital.

(5) Application of presumption to pri-
vate equity funds. A financial holding
company will not be presumed to own
or control the equity capital of a com-
pany for purposes of paragraph (b)(1) of
this section solely by virtue of an in-
vestment made by the financial hold-
ing company in a private equity fund
that owns or controls the equity cap-
ital of the company unless the finan-
cial holding company controls the pri-
vate equity fund as described in
§225.173(d)(4).

(6) Application of sections 23A and B to
U.S. branches and agencies of foreign
banks. Sections 23A and 23B of the Fed-
eral Reserve Act (12 U.S.C. 371c, 371c-1)
shall apply to all covered transactions
between each U.S. branch and agency
of a foreign bank that acquires or con-
trols, or that is affiliated with a com-
pany that acquires or controls, mer-
chant banking investments and—

(i) Any portfolio company that the
foreign bank or affiliated company
controls or is presumed to control
under paragraph (b)(1) of this section;
and

(ii) Any company that the foreign
bank or affiliated company controls or
is presumed to control under paragraph
(b)(1) of this section if the company is
engaged in acquiring or controlling
merchant banking investments and the
proceeds of the covered transaction are
used for the purpose of funding the
company’s merchant banking invest-
ment activities.

§225.177 Definitions.

(a) What do references to a financial
holding company include? (1) Except as
otherwise expressly provided, the term
“financial holding company’’ as used in
this subpart means the financial hold-
ing company and all of its subsidiaries,
including a private equity fund or
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other fund controlled by the financial
holding company.

(2) Except as otherwise expressly pro-
vided, the term ‘‘financial holding
company’’ does not include a deposi-
tory institution or subsidiary of a de-
pository institution or any portfolio
company controlled directly or indi-
rectly by the financial holding com-
pany.

(b) What do references to a depository
institution include? For purposes of this
subpart, the term ‘‘depository institu-
tion” includes a U.S. branch or agency
of a foreign bank.

(c) What is a portfolio company? A
portfolio company is any company or
entity:

(1) That is engaged in any activity
not authorized for the financial holding
company under section 4 of the Bank
Holding Company Act (12 U.S.C. 1843);
and

(2) Any shares, assets or ownership
interests of which are held, owned or
controlled directly or indirectly by the
financial holding company pursuant to
this subpart, including through a pri-
vate equity fund that the financial
holding company controls.

(d) Who are the executive officers of a
company? (1) An executive officer of a
company is any person who partici-
pates or has the authority to partici-
pate (other than in the capacity as a
director) in major policymaking func-
tions of the company, whether or not
the officer has an official title, the
title designates the officer as an assist-
ant, or the officer serves without sal-
ary or other compensation.

(2) The term ‘‘executive officer’” does
not include—

(i) Any person, including a person
with an official title, who may exercise
a certain measure of discretion in the
performance of his duties, including
the discretion to make decisions in the
ordinary course of the company’s busi-
ness, but who does not participate in
the determination of major policies of
the company and whose decisions are
limited by policy standards fixed by
senior management of the company; or

(ii) Any person who is excluded from
participating (other than in the capac-
ity of a director) in major policy-
making functions of the company by
resolution of the board of directors or
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by the bylaws of the company and who
does not in fact participate in such pol-
icymaking functions.

CONDITIONS TO ORDERS

Subpart K—Proprietary Trading
and Relationships With Hedge
Funds and Private Equity
Funds

SOURCE: 76 FR 8275, Feb. 14, 2011, unless
otherwise noted.

§225.180 Definitions.

For purposes of this subpart:

(a) Banking entity means—

(1) Any insured depository institu-
tion;

(2) Any company that controls an in-
sured depository institution;

(3) Any company that is treated as a
bank holding company for purposes of
section 8 of the International Banking
Act of 1978; and

(4) Any affiliate or subsidiary of any
of the foregoing entities.

(b) Hedge fund and private equity fund
mean an issuer that would be an in-
vestment company, as defined in the
Investment Company Act of 1940 (15
U.S.C. 80a-1 et seq.), but for section
3(c)(1) or 3(c)(7) of that Act, or such
similar funds as the appropriate Fed-
eral banking agencies, the Securities
and Exchange Commission, and the
Commodity Futures Trading Commis-
sion may, by rule, as provided in sec-
tion 13(b)(2) of the Bank Holding Com-
pany Act (12 U.S.C. 1851(b)(2)), deter-
mine.

(c) Insured depository institution has
the same meaning as given that term
in section 3 of the Federal Deposit In-
surance Act (12 U.S.C. 1813), except
that for purposes of this subpart the
term shall not include an institution
that functions solely in a trust or fidu-
ciary capacity if—

(1) All or substantially all of the de-
posits of such institution are in trust
funds and are received in a bona fide fi-
duciary capacity;

(2) No deposits of such institution
which are insured by the Federal De-
posit Insurance Corporation are offered
or marketed by or through an affiliate
of such institution;
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(3) Such institution does not accept
demand deposits or deposits that the
depositor may withdraw by check or
similar means for payment to third
parties or others or make commercial
loans; and

(4) Such institution does not—

(i) Obtain payment or payment re-
lated services from any Federal Re-
serve bank, including any service re-
ferred to in section 11A of the Federal
Reserve Act (12 U.S.C. 248a); or

(ii) Exercise discount or borrowing
privileges pursuant to section 19(b)(7)
of the Federal Reserve Act (12 U.S.C.
416(b)(7)).

(d) Nonbank financial company super-
vised by the Board means a nonbank fi-
nancial company supervised by the
Board of Governors, as defined in sec-
tion 102 of the Dodd-Frank Wall Street
Reform and Consumer Protection Act
of 2010 (12 U.S.C. 5311).

(e) Board means the Board of Gov-
ernors of the Federal Reserve System.

(f) Illiquid fund means a hedge fund or
private equity fund that:

(1) As of May 1, 2010—

(i) Was principally invested in il-
liquid assets; or

(ii) Was invested in, and contrac-
tually committed to principally invest
in, illiquid assets; and

(2) Makes all investments pursuant
to, and consistent with, an investment
strategy to principally invest in il-
liquid assets.

(g) Illiquid assets means any real prop-
erty, security, obligation, or other
asset that—

(1) Is not a liquid asset;

(2) Because of statutory or regu-
latory restrictions applicable to the
hedge fund, private equity fund or
asset, cannot be offered, sold, or other-
wise transferred by the hedge fund or
private equity fund to a person that is
unaffiliated with the relevant banking
entity; or

(3) Because of contractual restric-
tions applicable to the hedge fund, pri-
vate equity fund or asset, cannot be of-
fered, sold, or otherwise transferred by
the hedge fund or private equity fund
for a period of 3 years or more to a per-
son that is unaffiliated with the rel-
evant banking entity.

(h) Liquid asset means:

(1) Cash or cash equivalents;
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(2) An asset that is traded on a recog-
nized, established exchange, trading fa-
cility or other market on which there
exist independent, bona fide offers to
buy and sell so that a price reasonably
related to the last sales price or cur-
rent bona fide competitive bid and
offer quotations can be determined for
the particular asset almost instanta-
neously;

(3) An asset for which there are bona
fide, competitive bid and offer
quotations in a recognized inter-dealer
quotation system or similar system or
for which multiple dealers furnish bona
fide, competitive bid and offer
quotations to other brokers and dealers
on request;

(4) An asset the price of which is
quoted routinely in a widely dissemi-
nated publication that is readily avail-
able to the general public or through
an electronic service that provides in-
dicative data from real-time financial
networks;

(5) An asset with an initial term of
one year or less and the payments on
which at maturity may be settled,
closed-out, or paid in cash or one or
more other liquid assets described in
paragraphs (h)(1), (2), (3), or (4); and

(6) Any other asset that the Board de-
termines, based on all the facts and cir-
cumstances, is a liquid asset.

(i) Principally invested and related
definitions. A hedge fund or private eq-
uity fund:

(1) Is principally invested in illiquid
assets if at least 75 percent of the
fund’s consolidated total assets are—

(i) Illiquid assets; or

(ii) Risk-mitigating hedges entered
into in connection with and related to
individual or aggregated positions in,
or holdings of, illiquid assets;

(2) Is contractually committed to prin-
cipally invest in illiquid assets if the
fund’s organizational documents, other
documents that constitute a contrac-
tual obligation of the fund, or written
representations contained in the fund’s
offering materials distributed to poten-
tial investors provide for the fund to be
principally invested in assets described
in paragraph (i)(1) at all times other
than during temporary periods, such as
the period prior to the initial receipt of
capital contributions from investors or
the period during which the fund’s in-
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vestments are being liquidated and
capital and profits are being returned
to investors; and

(3) Has an investment strategy to prin-
cipally invest in illiquid assets if the
fund—

(i) Markets or holds itself out to in-
vestors as intending to principally in-
vest in assets described in paragraph
(i)(1) of this section; or

(i1) Has a documented investment
policy of principally investing in assets
described in paragraph (i)(1) of this sec-
tion.

§225.181 Conformance Period for
Banking Entities Engaged in Pro-
hibited Proprietary Trading or Pri-
vate Fund Activities.

(a) Conformance Period—(1) In general.
Except as provided in paragraph (b)(2)
or (3) of this section, a banking entity
shall bring its activities and invest-
ments into compliance with the re-
quirements of section 13 of the Bank
Holding Company Act (12 U.S.C. 1851)
and this subpart no later than 2 years
after the earlier of:

(i) July 21, 2012; or

(ii) Twelve months after the date on
which final rules adopted under section
13(b)(2) of the Bank Holding Company
Act (12 U.S.C. 1851(b)(2)) are published
in the FEDERAL REGISTER.

(2) New banking entities. A company
that was not a banking entity, or a
subsidiary or affiliate of a banking en-
tity, as of July 21, 2010, and becomes a
banking entity, or a subsidiary or affil-
iate of a banking entity, after that
date shall bring its activities and in-
vestments into compliance with the re-
quirements of section 13 of the Bank
Holding Company Act (12 U.S.C. 1851)
and this subpart before the later of—

(i) The conformance date determined
in accordance with paragraph (a)(1) of
this section; or

(ii) Two years after the date on which
the company becomes a banking entity
or a subsidiary or affiliate of a banking
entity.

(3) Extended conformance period. The
Board may extend the two-year period
under paragraph (a)(1) or (2) of this sec-
tion by not more than three separate
one-year periods, if, in the judgment of
the Board, each such one-year exten-
sion is consistent with the purposes of
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section 13 of the Bank Holding Com-
pany Act (12 U.S.C. 1851) and this sub-
part and would not be detrimental to
the public interest.

(b) Illiquid funds—(1) Extended transi-
tion period. The Board may further ex-
tend the period provided by paragraph
(a) of this section during which a bank-
ing entity may acquire or retain an eq-
uity, partnership, or other ownership
interest in, or otherwise provide addi-
tional capital to, a private equity fund
or hedge fund if—

(i) The fund is an illiquid fund; and

(ii) The acquisition or retention of
such interest, or provision of addi-
tional capital, is necessary to fulfill a
contractual obligation of the banking
entity that was in effect on May 1, 2010.

(2) Duration limited. The Board may
grant a banking entity only one exten-
sion under paragraph (b)(1) of this sec-
tion and such extension—

(i) May not exceed 5 years beyond
any conformance period granted under
paragraph (a)(3) of this section; and

(ii) Shall terminate automatically on
the date during any such extension on
which the banking entity is no longer
under a contractual obligation de-
scribed in paragraph (b)(1)(ii).

(3) Contractual obligation. For pur-
poses of this paragraph (b)—

(i) A banking entity has a contrac-
tual obligation to take or retain an eq-
uity, partnership, or other ownership
interest in an illiquid fund if the bank-
ing entity is prohibited from redeem-
ing all of its equity, partnership, or
other ownership interests in the fund,
and from selling or otherwise transfer-
ring all such ownership interests to a
person that is not an affiliate of the
banking entity—

(A) Under the terms of the banking
entity’s equity, partnership, or other
ownership interest in the fund or the
banking entity’s other contractual ar-
rangements with the fund or unaffili-
ated investors in the fund; or

(B) If the banking entity is the spon-
sor of the fund, under the terms of a
written representation made by the
banking entity in the fund’s offering
materials distributed to potential in-
vestors;

(ii) A banking entity has a contrac-
tual obligation to provide additional
capital to an illiquid fund if the bank-
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ing entity is required to provide addi-
tional capital to such fund—

(A) Under the terms of its equity,
partnership or other ownership interest
in the fund or the banking entity’s
other contractual arrangements with
the fund or unaffiliated investors in
the fund; or

(B) If the banking entity is the spon-
sor of the fund, under the terms of a
written representation made by the
banking entity in the fund’s offering
materials distributed to potential in-
vestors; and

(iii) A banking entity shall be consid-
ered to have a contractual obligation
for purposes of paragraph (b)(3)(i) or
(ii) of this section only if—

(A) The obligation may not be termi-
nated by the banking entity or any of
its subsidiaries or affiliates under the
terms of its agreement with the fund;
and

(B) In the case of an obligation that
may be terminated with the consent of
other persons, the banking entity and
its subsidiaries and affiliates have used
their reasonable best efforts to obtain
such consent and such consent has
been denied.

(c) Approval required to hold interests
in excess of time limit. The conformance
period in paragraph (a) of this section
may be extended in accordance with
paragraph (a)(3) or (b) of this section
only with the approval of the Board. A
banking entity that seeks the Board’s
approval for an extension of the con-
formance period under paragraph (a)(3)
or for an extended transition period
under paragraph (b)(1) must—

(1) Submit a request in writing to the
Board at least 180 days prior to the ex-
piration of the applicable time period;

(2) Provide the reasons why the bank-
ing entity believes the extension
should be granted, including informa-
tion that addresses the factors in para-
graph (d)(1) of this section; and

(3) Provide a detailed explanation of
the banking entity’s plan for divesting
or conforming the activity or invest-
ment(s).

(d) Factors governing Board determina-
tions—(1) Extension requests generally. In
reviewing any application by a specific
company for an extension under para-
graph (a)(3) or (b)(1) of this section, the
Board may consider all the facts and
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circumstances related to the activity,
investment, or fund, including, to the
extent relevant—

(i) Whether the activity or invest-
ment—

(A) Involves or results in material
conflicts of interest between the bank-
ing entity and its clients, customers or
counterparties;

(B) Would result, directly or indi-
rectly, in a material exposure by the
banking entity to high-risk assets or
high-risk trading strategies;

(C) Would pose a threat to the safety
and soundness of the banking entity; or

(D) Would pose a threat to the finan-
cial stability of the United States;

(ii) Market conditions;

(iii) The nature of the activity or in-
vestment;

(iv) The date that the banking enti-
ty’s contractual obligation to make or
retain an investment in the fund was
incurred and when it expires;

(v) The contractual terms governing
the banking entity’s interest in the
fund;

(vi) The degree of control held by the
banking entity over investment deci-
sions of the fund;

(vii) The types of assets held by the
fund, including whether any assets
that were illiquid when first acquired
by the fund have become liquid assets,
such as, for example, because any stat-
utory, regulatory, or contractual re-
strictions on the offer, sale, or transfer
of such assets have expired;

(viii) The date on which the fund is
expected to wind up its activities and
liquidate, or its investments may be re-
deemed or sold;

(ix) The total exposure of the bank-
ing entity to the activity or invest-
ment and the risks that disposing of, or
maintaining, the investment or activ-
ity may pose to the banking entity or
the financial stability of the United
States;

(x) The cost to the banking entity of
divesting or disposing of the activity or
investment within the applicable pe-
riod;

(xi) Whether the divestiture or con-
formance of the activity or investment
would involve or result in a material
conflict of interest between the bank-
ing entity and unaffiliated clients, cus-
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tomers or counterparties to which it
owes a duty;

(xii) The banking entity’s prior ef-
forts to divest or conform the activity
or investment(s), including, with re-
spect to an illiquid fund, the extent to
which the banking entity has made ef-
forts to terminate or obtain a waiver of
its contractual obligation to take or
retain an equity, partnership, or other
ownership interest in, or provide addi-
tional capital to, the illiquid fund; and

(xiii) Any other factor that the Board
believes appropriate.

(2) Timing of Board review. The Board
will seek to act on any request for an
extension under paragraph (a)(3) or
(b)(1) of this section no later than 90
calendar days after the receipt of a
complete record with respect to such
request.

(3) Consultation. In the case of a
banking entity that is primarily super-
vised by another Federal banking agen-
cy, the Securities and Exchange Com-
mission, or the Commodity Futures
Trading Commission, the Board will
consult with such agency prior to the
approval of a request by the banking
entity for an extension under para-
graph (a)(3) or (b)(1) of this section.

(e) Authority to impose restrictions on
activities or investments during any ex-
tension period—(1) In general. The Board
may impose such conditions on any ex-
tension approved under paragraph
(a)(3) or (b)(1) of this section as the
Board determines are necessary or ap-
propriate to protect the safety and
soundness of the banking entity or the
financial stability of the United States,
address material conflicts of interest
or other unsound banking practices, or
otherwise further the purposes of sec-
tion 13 of the Bank Holding Company
Act (12 U.S.C. 1851) and this subpart.

(2) Consultation. In the case of a
banking entity that is primarily super-
vised by another Federal banking agen-
cy, the Securities and Exchange Com-
mission, or the Commodity Futures
Trading Commission, the Board will
consult with such agency prior to im-
posing conditions on the approval of a
request by the banking entity for an
extension under paragraph (a)(3) or
(b)(1) of this section.
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§225.182 Conformance Period for
Nonbank Financial Companies Su-
pervised by the Board Engaged in
Proprietary Trading or Private
Fund Activities.

(a) Divestiture requirement. A nonbank
financial company supervised by the
Board shall come into compliance with
all applicable requirements of section
13 of the Bank Holding Company Act
(12 U.S.C. 1851) and this subpart, in-
cluding any capital requirements or
quantitative limitations adopted there-
under and applicable to the company,
not later than 2 years after the date
the company becomes a nonbank finan-
cial company supervised by the Board.

(b) Extensions. The Board may, by
rule or order, extend the two-year pe-
riod under paragraph (a) by not more
than three separate one-year periods,
if, in the judgment of the Board, each
such one-year extension is consistent
with the purposes of section 13 of the
Bank Holding Company Act (12 U.S.C.
1851) and this subpart and would not be
detrimental to the public interest.

(c) Approval required to hold interests
in excess of time limit. A nonbank finan-
cial company supervised by the Board
that seeks the Board’s approval for an
extension of the conformance period
under paragraph (b) of this section
must—

(1) Submit a request in writing to the
Board at least 180 days prior to the ex-
piration of the applicable time period;

(2) Provide the reasons why the
nonbank financial company supervised
by the Board believes the extension
should be granted; and

(3) Provide a detailed explanation of
the company’s plan for conforming the
activity or investment(s) to any appli-
cable requirements established under
section 13(a)(2) or (f)(4) of the Bank
Holding Company Act (@12 TU.S.C.
1851(a)(2) and (f)(4)).

(d) Factors governing Board determina-
tions—(1) In general. In reviewing any
application for an extension under
paragraph (b) of this section, the Board
may consider all the facts and cir-
cumstances related to the nonbank fi-
nancial company and the request in-
cluding, to the extent determined rel-
evant by the Board, the factors de-
scribed in §225.181(d)(1).
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(2) Timing. The Board will seek to act
on any request for an extension under
paragraph (b) of this section no later
than 90 calendar days after the receipt
of a complete record with respect to
such request.

(f) Authority to impose restrictions on
activities or investments during any ezx-
tension period. The Board may impose
conditions on any extension approved
under paragraph (b) of this section as
the Board determines are necessary or
appropriate to protect the safety and
soundness of the nonbank financial
company or the financial stability of
the United States, address material
conflicts of interest or other unsound
practices, or otherwise further the pur-
poses of section 13 of the Bank Holding
Company Act (12 U.S.C. 1851) and this
subpart.

Subpart L—Conditions to Orders

SOURCE: 76 FR 8275, Feb. 14, 2011, unless
otherwise noted.

§225.200 Conditions to Board’s section
20 orders.

(a) Introduction. Under section 20 of
the Glass-Steagall Act (12 U.S.C. 377)
and section 4(c)(8) of the Bank Holding
Company Act (12 U.S.C. 1843(c)(8)), a
nonbank subsidiary of a bank holding
company may to a limited extent un-
derwrite and deal in securities for
which underwriting and dealing by a
member bank is prohibited. Pursuant
to the Securities Act of 1933 and the
Securities Exchange Act of 1934, these
so-called section 20 subsidiaries are re-
quired to register with the SEC as
broker-dealers and are subject to all
the financial reporting, anti-fraud and
financial responsibility rules applica-
ble to broker-dealers. In addition,
transactions between insured deposi-
tory institutions and their section 20
affiliates are restricted by sections 23A
and 23B of the Federal Reserve Act (12
U.S.C. 371c and 371c-1). The Board ex-
pects a section 20 subsidiary, like any
other subsidiary of a bank holding
company, to be operated prudently.
Doing so would include observing cor-
porate formalities (such as the mainte-
nance of separate accounting and cor-
porate records), and instituting appro-
priate risk management, including
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independent trading and exposure lim-
its consistent with parent company
guidelines.

(b) Conditions. As a condition of each
order approving establishment of a sec-
tion 20 subsidiary, a bank holding com-
pany shall comply with the following
conditions.

(1) Capital. (i) A bank holding com-
pany shall maintain adequate capital
on a fully consolidated basis. If oper-
ating a section 20 authorized to under-
write and deal in all types of debt and
equity securities, a bank holding com-
pany shall maintain strong capital on a
fully consolidated basis.

(ii) In the event that a bank or thrift
affiliate of a section 20 subsidiary shall
become less than well capitalized (as
defined in section 38 of the Federal De-
posit Insurance Act, 12 U.S.C. 18310),
and the bank holding company shall
fail to restore it promptly to the well
capitalized level, the Board may, in its
discretion, reimpose the funding, credit
extension and credit enhancement fire-
walls contained in its 1989 order allow-
ing underwriting and dealing in bank-
ineligible securities, ! or order the bank
holding company to divest the section
20 subsidiary.

(iii) A foreign bank that operates a
branch or agency in the United States
shall maintain strong capital on a fully
consolidated basis at levels above the
minimum levels required by the Basle
Capital Accord. In the event that the
Board determines that the foreign
bank’s capital has fallen below these
levels and the foreign bank fails to re-
store its capital position promptly, the
Board may, in its discretion, reimpose
the funding, credit extension and credit
enhancement firewalls contained in its
1990 order allowing foreign banks to
underwrite and deal in bank-ineligible
securities,? or order the foreign bank
to divest the section 20 subsidiary.

(2) Internal controls. (i) Each bank
holding company or foreign bank shall

1Firewalls 5-8, 19, 21 and 22 of J.P. Morgan
& Co., The Chase Manhattan Corp., Bankers
Trust New York Corp., Citicorp, and Security
Pacific Corp., 75 Federal Reserve Bulletin 192,
214-16 (1989).

2Firewalls 5-8, 19, 21 and 22 of Canadian Im-
perial Bank of Commerce, The Royal Bank of
Canada, Barclays PLC and Barclays Bank
PLC, 76 Federal Reserve Bulletin 158, (1990).
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cause its subsidiary banks, thrifts,
branches or agencies3 to adopt policies
and procedures, including appropriate
limits on exposure, to govern their par-
ticipation in transactions underwritten
or arranged by a section 20 affiliate.

(ii) Each bank holding company or
foreign bank shall ensure that an inde-
pendent and thorough credit evalua-
tion has been undertaken in connection
with participation by a bank, thrift, or
branch or agency in such transactions,
and that adequate documentation of
that evaluation is maintained for re-
view by examiners of the appropriate
federal banking agency and the Federal
Reserve.

(3) Interlocks restriction. (i) Directors,
officers or employees of a bank or
thrift subsidiary of a bank holding
company, or a bank or thrift subsidiary
or branch or agency of a foreign bank,
shall not serve as a majority of the
board of directors or the chief execu-
tive officer of an affiliated section 20
subsidiary.

(ii) Directors, officers or employees
of a section 20 subsidiary shall not
serve as a majority of the board of di-
rectors or the chief executive officer of
an affiliated bank or thrift subsidiary
or branch or agency, except that the
manager of a branch or agency may act
as a director of the underwriting sub-
sidiary.

(iii) For purposes of this standard,
the manager of a branch or agency of a
foreign bank generally will be consid-
ered to be the chief executive officer of
the branch or agency.

(4) Customer disclosure—(i) Disclosure
to section 20 customers. A section 20 sub-
sidiary shall provide, in writing, to
each of its retail customers,¢ at the
time an investment account is opened,
the same minimum disclosures, and ob-
tain the same customer acknowledg-
ment, described in the Interagency
Statement on Retail Sales of Non-
deposit Investment Products (State-
ment) as applicable in such situations.

3The terms ‘“‘branch’” and ‘‘agency’ refer

to a U.S. branch and agency of a foreign
bank.

4For purposes of this operating standard, a
retail customer is any customer that is not
an ‘“‘accredited investor” as defined in 17
CFR 230.501(a).

288



Federal Reserve System

These disclosures must be provided re-
gardless of whether the section 20 sub-
sidiary is itself engaged in activities
through arrangements with a bank
that is covered by the Statement.

(i1) Disclosures accompanying invest-
ment advice. A director, officer, or em-
ployee of a bank, thrift, branch or
agency may not express an opinion on
the value or the advisability of the pur-
chase or the sale of a bank-ineligible
security that he or she knows is being
underwritten or dealt in by a section 20
affiliate unless he or she notifies the
customer of the affiliate’s role.

(5) Intra-day credit. Any intra-day ex-
tension of credit to a section 20 sub-
sidiary by an affiliated bank, thrift,
branch or agency shall be on market
terms consistent with section 23B of
the Federal Reserve Act.

(6) Restriction on funding purchases of
securities during underwriting period. No
bank, thrift, branch or agency shall
knowingly extend credit to a customer
secured by, or for the purpose of pur-
chasing, any bank-ineligible security
that a section 20 affiliate is under-
writing or has underwritten within the
past 30 days, unless:

(i) The extension of credit is made
pursuant to, and consistent with any
conditions imposed in a preexisting
line of credit that was not established
in contemplation of the underwriting;
or

(ii) The extension of credit is made in
connection with clearing transactions
for the section 20 affiliate.

(7)) Reporting requirement. (i) Each
bank holding company or foreign bank
shall submit quarterly to the appro-
priate Federal Reserve Bank any
FOCUS report filed with the NASD or
other self-regulatory organizations,
and any information required by the
Board to monitor compliance with
these operating standards and section
20 of the Glass-Steagall Act, on forms
provided by the Board.

(i1) In the event that a section 20 sub-
sidiary is required to furnish notice
concerning its capitalization to the Se-
curities and Exchange Commaission pur-
suant to 17 CFR 240.17a-11, a copy of
the notice shall be filed concurrently
with the appropriate Federal Reserve
Bank.

§225.190

(8) Foreign banks. A foreign bank
shall ensure that any extension of cred-
it by its branch or agency to a section
20 affiliate, and any purchase by such
branch or agency, as principal or fidu-
ciary, of securities for which a section
20 affiliate is a principal underwriter,
conforms to sections 23A and 23B of the
Federal Reserve Act, and that its
branches and agencies not advertise or
suggest that they are responsible for
the obligations of a section 20 affiliate,
consistent with section 23B(c) of the
Federal Reserve Act.

[62 FR 45306, Aug. 27, 1997, as amended by
Reg. Y, 63 FR 14804, Mar. 27, 1998]

Subpart M—Minimum Require-
ments for Appraisal Manage-
ment Companies

SOURCE: 80 FR 32681, June 9, 2015, unless
otherwise noted.

§225.190 Authority,
scope.

(a) Authority. This subpart is issued
by the Board of Governors of the Fed-
eral Reserve System (the Board) pursu-
ant to title XI of the Financial Institu-
tions Reform, Recovery, and Enforce-
ment Act of 1989 (FIRREA) (Pub. L.
101-73, 103 Stat. 183 (1989)), 12 U.S.C.
3310, 3331-3351, section 1473 of the Dodd-
Frank Wall Street Reform and Con-
sumer Protection Act, 12 U.S.C. 3353,
and section 5(b) of the Bank Holding
Company Act, 12 U.S.C. 1844(b).

(b) Purpose and scope. (1) The purpose
of this subpart is to implement sec-
tions 1109, 1117, 1121, and 1124 of
FIRREA Title XI, 12 U.S.C. 3338, 3346,
3350, and 3353. Title XI provides protec-
tion for Federal financial and public
policy interests in real estate related
transactions by requiring real estate
appraisals used in connection with Fed-
erally related transactions to be per-
formed in writing, in accordance with
uniform standards, by appraisers whose
competency has been demonstrated and
whose professional conduct will be sub-
ject to effective supervision. This sub-
part implements the requirements of
title XI as amended by the Dodd-Frank
Wall Street Reform and Consumer Pro-
tection Act and applies to all Federally
related transactions and to States and

purpose, and
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to appraisal management companies
(AMCs) performing appraisal manage-
ment services in connection with con-
sumer credit transactions secured by a
consumer’s principal dwelling or
securitizations of those transactions.

(2) This subpart:

(i) Identifies which real estate re-
lated financial transactions require the
services of an appraiser.

(ii) Prescribes which categories of
Federally related transactions shall be
appraised by a State-certified appraiser
and which by a State-licensed ap-
praiser;

(iii) Prescribes minimum standards
for the performance of real estate ap-
praisals in connection with Federal re-
lated transactions under the jurisdic-
tion of the Board;

(iv) Prescribes minimum require-
ments to be applied by participating
States in the registration and super-
vision of AMCs; and

(v) Prescribes minimum require-
ments to be applied by participating
States to report certain information
concerning AMCs registered with the
States to a national registry of AMCs.

(c) Rule of construction. Nothing in
this subpart should be construed to
prevent a State from establishing re-
quirements in addition to those in this
subpart. In addition, nothing in this
subpart should be construed to alter
guidance in, and applicability of, the
Interagency Appraisal and Evaluation
Guidelines! or other relevant agency
guidance that cautions banks and bank
holding companies, that each organiza-
tion is accountable for overseeing the
activities of third-party service pro-
viders and ensuring that any services
provided by a third party comply with
applicable laws, regulations, and super-
visory guidance applicable directly to
the creditor.

§225.191 Definitions.

For purposes of this subpart:

(a) Affiliate has the meaning provided
in 12 U.S.C. 1841.

(b) AMC National Registry means the
registry of State-registered AMCs and

1See, Agencies issue final appraisal and
evalutation guidelines, hittp:/
www.federalreserve.gov/newsevents /press/bereg/
20101202a.htm.
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Federally regulated AMCs maintained
by the Appraisal Subcommittee.

(c) Appraisal Foundation means the
Appraisal Foundation established on
November 30, 1987, as a not-for-profit
corporation under the laws of Illinois.

(A)A) Appraisal management company
(AMC) means a person that:

(i) Provides appraisal management
services to creditors or to secondary
mortgage market participants, includ-
ing affiliates;

(ii) Provides such services in connec-
tion with valuing a consumer’s prin-
cipal dwelling as security for a con-
sumer credit transaction or incor-
porating such transactions into
securitizations; and

(iii) Within a 12-month period, as de-
fined in §225.192(d), oversees an ap-
praiser panel of more than 15 State-cer-
tified or State-licensed appraisers in a
State or 256 or more State-certified or
State-licensed appraisers in two or
more States, as described in §225.192;

(2) An AMC does not include a de-
partment or division of an entity that
provides appraisal management serv-
ices only to that entity.

(e) Appraisal management services
means one or more of the following:

(1) Recruiting, selecting, and retain-
ing appraisers;

(2) Contracting with State-certified
or State-licensed appraisers to perform
appraisal assignments;

(3) Managing the process of having an
appraisal performed, including pro-
viding administrative services such as
receiving appraisal orders and ap-
praisal reports, submitting completed
appraisal reports to creditors and sec-
ondary market participants, collecting
fees from creditors and secondary mar-
ket participants for services provided,
and paying appraisers for services per-
formed; and

(4) Reviewing and verifying the work
of appraisers.

(f) Appraiser panel means a network,
list or roster of licensed or certified ap-
praisers approved by an AMC to per-
form appraisals as independent con-
tractors for the AMC. Appraisers on an
AMC’s ‘‘appraiser panel’” under this
part include both appraisers accepted
by the AMC for consideration for fu-
ture appraisal assignments in covered
transactions or for secondary mortgage
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market participants in connection with
covered transactions and appraisers en-
gaged by the AMC to perform one or
more appraisals in covered trans-
actions or for secondary mortgage mar-
ket participants in connection with
covered transactions. An appraiser is
an independent contractor for purposes
of this part if the appraiser is treated
as an independent contractor by the
AMC for purposes of Federal income
taxation.

(g) Consumer credit means credit of-
fered or extended to a consumer pri-
marily for personal, family, or house-
hold purposes.

(h) Covered transaction means any
consumer credit transaction secured by
the consumer’s principal dwelling.

(1) Creditor means:

(1) A person who regularly extends
consumer credit that is subject to a fi-
nance charge or is payable by written
agreement in more than four install-
ments (not including a down payment),
and to whom the obligation is initially
payable, either on the face of the note
or contract, or by agreement when
there is no note or contract.

(2) A person regularly extends con-
sumer credit if the person extended
credit (other than credit subject to the
requirements of 12 CFR 1026.32) more
than 5 times for transactions secured
by a dwelling in the preceding calendar
year. If a person did not meet these nu-
merical standards in the preceding cal-
endar year, the numerical standards
shall be applied to the current calendar
year. A person regularly extends con-
sumer credit if, in any 12-month period,
the person originates more than one
credit extension that is subject to the
requirements of 12 CFR 1026.32 or one
or more such credit extensions through
a mortgage broker.

(j) Dwelling means:

(1) A residential structure that con-
tains one to four units, whether or not
that structure is attached to real prop-
erty. The term includes an individual
condominium unit, cooperative unit,
mobile home, and trailer, if it is used
as a residence.

(2) A consumer can have only one
“principal’” dwelling at a time. Thus, a
vacation or other second home would
not be a principal dwelling. However, if
a consumer buys or builds a new dwell-

§225.192

ing that will become the consumer’s
principal dwelling within a year or
upon the completion of construction,
the new dwelling is considered the
principal dwelling for purposes of this
section.

(k) Federally regulated AMC means an
AMC that is owned and controlled by
an insured depository institution, as
defined in 12 U.S.C. 1813 and regulated
by the Office of the Comptroller of the
Currency, the Board of Governors of
the Federal Reserve System, or the
Federal Deposit Insurance Corporation.

(1) Federally related transaction regula-
tions means regulations established by
the Office of the Comptroller of the
Currency, the Board of Governors of
the Federal Reserve System, the Fed-
eral Deposit Insurance Corporation, or
the National Credit Union Administra-
tion, pursuant to sections 1112, 1113,
and 1114 of FIRREA Title XI, 12 U.S.C.
3341-3343.

(m) Person means a natural person or
an organization, including a corpora-
tion, partnership, proprietorship, asso-
ciation, cooperative, estate, trust, or
government unit.

(n) Secondary mortgage market partici-
pant means a guarantor or insurer of
mortgage-backed securities, or an un-
derwriter or issuer of mortgage-backed
securities. Secondary mortgage market
participant only includes an individual
investor in a mortgage-backed security
if that investor also serves in the ca-
pacity of a guarantor, insurer, under-
writer, or issuer for the mortgage-
backed security.

(0) States mean the 50 States and the
District of Columbia and the terri-
tories of Guam, Mariana Islands, Puer-
to Rico, and the U.S. Virgin Islands.

(p) Uniform Standards of Professional
Appraisal Practice (USPAP) means the
appraisal standards promulgated by
the Appraisal Standards Board of the
Appraisal Foundation.

§225.192 Appraiser panel—annual size
calculation.

For purposes of determining whether,
within a 12-month period, an AMC
oversees an appraiser panel of more
than 15 State-certified or State-li-
censed appraisers in a State or 25 or
more State-certified or State-licensed
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appraisers in two or more States pursu-
ant to §225.191(d)(1)(ii)—

(a) An appraiser is deemed part of the
AMC’s appraiser panel as of the ear-
liest date on which the AMC:

(1) Accepts the appraiser for the
AMC’s consideration for future ap-
praisal assignments in covered trans-
actions or for secondary mortgage mar-
ket participants in connection with
covered transactions; or

(2) Engages the appraiser to perform
one or more appraisals on behalf of a
creditor for a covered transaction or
secondary mortgage market partici-
pant in connection with a covered
transaction.

(b) An appraiser who is deemed part
of the AMC’s appraiser panel pursuant
to paragraph (a) of this section is
deemed to remain on the panel until
the date on which the AMC:

(1) Sends written notice to the ap-
praiser removing the appraiser from
the appraiser panel, with an expla-
nation of its action; or

(2) Receives written notice from the
appraiser asking to be removed from
the appraiser panel or notice of the
death or incapacity of the appraiser.

(c) If an appraiser is removed from an
AMC’s appraiser panel pursuant to
paragraph (b) of this section, but the
AMC subsequently accepts the ap-
praiser for consideration for future as-
signments or engages the appraiser at
any time during the twelve months
after the AMC’s removal, the removal
will be deemed not to have occurred,
and the appraiser will be deemed to
have been part of the AMC’s appraiser
panel without interruption.

(d) The period for purposes of count-
ing appraisers on an AMC’s appraiser
panel may be the calendar year or a 12-
month period established by law or
rule of each State with which the AMC
is required to register.

§225.193 Appraisal management com-
pany registration.

Each State electing to register AMCs
pursuant to paragraph (b)(1) of this sec-
tion must:

(a) Establish and maintain within the
State appraiser certifying and licens-
ing agency a licensing program that is
subject to the limitations set forth in
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§225.194 and with the legal authority
and mechanisms to:

(1) Review and approve or deny an
AMC’s application for initial registra-
tion;

(2) Review and renew or review and
deny an AMC’s registration periodi-
cally;

(3) Examine the books and records of
an AMC operating in the State and re-
quire the AMC to submit reports, infor-
mation, and documents;

(4) Verify that the appraisers on the
AMC’s appraiser panel hold valid State
certifications or licenses, as applicable;

(6) Conduct investigations of AMCs
to assess potential violations of appli-
cable appraisal-related laws, regula-
tions, or orders;

(6) Discipline, suspend, terminate, or
deny renewal of the registration of an
AMC that violates applicable ap-
praisal-related laws, regulations, or or-
ders; and

(7) Report an AMC’s violation of ap-
plicable appraisal-related laws, regula-
tions, or orders, as well as disciplinary
and enforcement actions and other rel-
evant information about an AMC’s op-
erations, to the Appraisal Sub-
committee.

(b) Impose requirements on AMCs
that are not owned and controlled by
an insured depository institution and
not regulated by a Federal financial in-
stitutions regulatory agency to:

(1) Register with and be subject to
supervision by the State appraiser cer-
tifying and licensing agency;

(2) Engage only State-certified or
State-licensed appraisers for Federally
related transactions in conformity
with any Federally related transaction
regulations;

(3) HEstablish and comply with proc-
esses and controls reasonably designed
to ensure that the AMC, in engaging an
appraiser, selects an appraiser who is
independent of the transaction and who
has the requisite education, expertise,
and experience necessary to com-
petently complete the appraisal assign-
ment for the particular market and
property type;

(4) Direct the appraiser to perform
the assignment in accordance with
USPAP; and

(5) Establish and comply with proc-
esses and controls reasonably designed
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to ensure that the AMC conducts its
appraisal management services in ac-
cordance with the requirements of sec-
tion 129E(a)-(i) of the Truth in Lending
Act, 15 U.S.C. 1639¢e(a)-(i), and regula-
tions thereunder.

§225.194 Ownership limitations for
State-registered appraisal manage-
ment companies.

(a) Appraiser certification or licensing
of owners. (1) An AMC subject to State
registration pursuant to §225.193 shall
not be registered by a State or included
on the AMC National Registry if such
AMC, in whole or in part, directly or
indirectly, is owned by any person who
has had an appraiser license or certifi-
cate refused, denied, cancelled, surren-
dered in lieu of revocation, or revoked
in any State for a substantive cause, as
determined by the appropriate State
appraiser certifying and licensing
agency.

(2) An AMC subject to State registra-
tion pursuant to §225.193 is not barred
by paragraph (a)(1) of this section from
being registered by a State or included
on the AMC National Registry if the li-
cense or certificate of the appraiser
with an ownership interest was not re-
voked for a substantive cause and has
been reinstated by the State or States
in which the appraiser was licensed or
certified.

(b) Good moral character of owners. An
AMC shall not be registered by a State
if any person that owns more than 10
percent of the AMC—

(1) Is determined by the State ap-
praiser certifying and licensing agency
not to have good moral character; or

(2) Fails to submit to a background
investigation carried out by the State

appraiser certifying and licensing
agency.
§225.195 Requirements for Federally

regulated appraisal
companies.

(a) Requirements in providing services.
To provide appraisal management serv-
ices for a creditor or secondary mort-
gage market participant relating to a
covered transaction, a Federally regu-
lated AMC must comply with the re-
quirements in §225.193(b)(2) through (5).

(b) Ownership limitations. (1) A Feder-
ally regulated AMC shall not be in-
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cluded on the AMC National Registry if
such AMC, in whole or in part, directly
or indirectly, is owned by any person
who has had an appraiser license or
certificate refused, denied, cancelled,
surrendered in lieu of revocation, or re-
voked in any State for a substantive
cause, as determined by the ASC.

(2) A Federally regulated AMC is not
barred by this paragraph (b) from being
included on the AMC National Registry
if the license or certificate of the ap-
praiser with an ownership interest was
not revoked for a substantive cause
and has been reinstated by the State or
States in which the appraiser was li-
censed or certified.

(c) Reporting information for the AMC
National Registry. A Federally regulated
AMC must report to the State or
States in which it operates the infor-
mation required to be submitted by the
State to the Appraisal Subcommittee
pursuant to the Appraisal Subcommit-
tee’s policies regarding the determina-
tion of the AMC National Registry fee,
including but not necessarily limited
to the collection of information related
to the limitations set forth in this sec-
tion.

§225.196 Information to be presented
to the Appraisal Subcommittee by
participating States.

Each State electing to register AMCs
for purposes of permitting AMCs to
provide appraisal management services
relating to covered transactions in the
State must submit to the Appraisal
Subcommittee the information re-
quired to be submitted by Appraisal
Subcommittee regulations or guidance
concerning AMCs that operate in the
State.

APPENDIX A TO PART 225—CAPITAL ADE-
QUACY GUIDELINES FOR BANK HOLD-
ING COMPANIES: RISK-BASED MEAS-
URE

I. OVERVIEW

The Board of Governors of the Federal Re-
serve System has adopted a risk-based cap-
ital measure to assist in the assessment of
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the capital adequacy of bank holding compa-
nies (banking organizations).l The principal
objectives of this measure are to: (i) Make
regulatory capital requirements more sen-
sitive to differences in risk profiles among
banking organizations; (ii) factor off-balance
sheet exposures into the assessment of cap-
ital adequacy; (iii) minimize disincentives to
holding liquid, low-risk assets; and ({iv)
achieve greater consistency in the evalua-
tion of the capital adequacy of major bank-
ing organizations throughout the world.2

The risk-based capital guidelines include
both a definition of capital and a framework
for calculating weighted risk assets by as-
signing assets and off-balance sheet items to
broad risk categories. An institution’s risk-
based capital ratio is calculated by dividing
its qualifying capital (the numerator of the
ratio) by its weighted risk assets (the de-
nominator).3 The definition of qualifying
capital is outlined below in section II, and
the procedures for calculating weighted risk
assets are discussed in section III. Attach-
ment I illustrates a sample calculation of
weighted risk assets and the risk-based cap-
ital ratio.

In addition, when certain organizations
that engage in trading activities calculate
their risk-based capital ratio under this ap-
pendix A, they must also refer to appendix E
of this part, which incorporates capital
charges for certain market risks into the
risk-based capital ratio. When calculating
their risk-based capital ratio under this ap-
pendix A, such organizations are required to
refer to appendix E of this part for supple-
mental rules to determine qualifying and ex-
cess capital, calculate risk-weighted assets,
calculate market risk equivalent assets, and

1Supervisory ratios that relate capital to
total assets for bank holding companies are
outlined in appendices B and D of this part.

2The risk-based capital measure is based
upon a framework developed jointly by su-
pervisory authorities from the countries rep-
resented on the Basle Committee on Banking
Regulations and Supervisory Practices
(Basle Supervisors’ Committee) and endorsed
by the Group of Ten Central Bank Gov-
ernors. The framework is described in a
paper prepared by the BSC entitled ‘“‘Inter-
national Convergence of Capital Measure-
ment,” July 1988.

3Banking organizations will initially be
expected to utilize period-end amounts in
calculating their risk-based capital ratios.
When necessary and appropriate, ratios
based on average balances may also be cal-
culated on a case-by-case basis. Moreover, to
the extent banking organizations have data
on average balances that can be used to cal-
culate risk-based ratios, the Federal Reserve
will take such data into account.
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calculate risk-based capital ratios adjusted
for market risk.

The risk-based capital guidelines also es-
tablish a schedule for achieving a minimum
supervisory standard for the ratio of quali-
fying capital to weighted risk assets and pro-
vide for transitional arrangements during a
phase-in period to facilitate adoption and
implementation of the measure at the end of
1992. These interim standards and transi-
tional arrangements are set forth in section
IV.

The risk-based guidelines apply on a con-
solidated basis to any bank holding company
with consolidated assets of $500 million or
more. The risk-based guidelines also apply
on a consolidated basis to any bank holding
company with consolidated assets of less
than $500 million if the holding company (i)
is engaged in significant nonbanking activi-
ties either directly or through a nonbank
subsidiary; (ii) conducts significant off-bal-
ance sheet activities (including
securitization and asset management or ad-
ministration) either directly or through a
nonbank subsidiary; or (iii) has a material
amount of debt or equity securities out-
standing (other than trust preferred securi-
ties) that are registered with the Securities
and Exchange Commission (SEC). The Fed-
eral Reserve may apply the risk-based guide-
lines at its discretion to any bank holding
company, regardless of asset size, if such ac-
tion is warranted for supervisory purposes.?

The risk-based guidelines are to be used in
the inspection and supervisory process as
well as in the analysis of applications acted
upon by the Federal Reserve. Thus, in con-
sidering an application filed by a bank hold-
ing company, the Federal Reserve will take
into account the organization’s risk-based
capital ratio, the reasonableness of its cap-
ital plans, and the degree of progress it has
demonstrated toward meeting the interim
and final risk-based capital standards.

The risk-based capital ratio focuses prin-
cipally on broad categories of credit risk, al-
though the framework for assigning assets
and off-balance sheet items to risk cat-
egories does incorporate elements of transfer
risk, as well as limited instances of interest
rate and market risk. The risk-based ratio
does not, however, incorporate other factors
that can affect an organization’s financial
condition. These factors include overall in-
terest rate exposure; liquidity, funding and
market risks; the quality and level of earn-
ings; investment or loan portfolio concentra-
tions; the quality of loans and investments;
the effectiveness of loan and investment
policies; and management’s ability to mon-
itor and control financial and operating
risks.

4[Reserved]
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In addition to evaluating capital ratios, an
overall assessment of capital adequacy must
take account of these other factors, includ-
ing, in particular, the level and severity of
problem and classified assets. For this rea-
son, the final supervisory judgment on an or-
ganization’s capital adequacy may differ sig-
nificantly from conclusions that might be
drawn solely from the level of the organiza-
tion’s risk-based capital ratio.

The risk-based capital guidelines establish
minimum ratios of capital to weighted risk
assets. In light of the considerations just dis-
cussed, banking organizations generally are
expected to operate well above the minimum
risk-based ratios. In particular, banking or-
ganizations contemplating significant expan-
sion proposals are expected to maintain
strong capital levels substantially above the
minimum ratios and should not allow signifi-
cant diminution of financial strength below
these strong levels to fund their expansion
plans. Institutions with high or inordinate
levels of risk are also expected to operate
above minimum capital standards. In all
cases, institutions should hold capital com-
mensurate with the level and nature of the
risks to which they are exposed. Banking or-
ganizations that do not meet the minimum
risk-based standard, or that are otherwise
considered to be inadequately capitalized,
are expected to develop and implement plans
acceptable to the Federal Reserve for achiev-
ing adequate levels of capital within a rea-
sonable period of time.

The Board will monitor the implementa-
tion and effect of these guidelines in relation
to domestic and international developments
in the banking industry. When necessary and
appropriate, the Board will consider the need
to modify the guidelines in light of any sig-
nificant changes in the economy, financial
markets, banking practices, or other rel-
evant factors.

The Federal Reserve may determine that
the regulatory capital treatment for a bank-
ing organization’s exposure or other rela-
tionship to an entity not consolidated on the
banking organization’s balance sheet is not
commensurate with the actual risk relation-
ship of the banking organization to the enti-
ty. In making this determination, the Fed-
eral Reserve may require the banking orga-
nization to treat the entity as if it were con-
solidated onto the balance sheet of the bank-
ing organization for risk-based capital pur-
poses and calculate the appropriate risk-
based capital ratios accordingly, all as speci-
fied by the Federal Reserve.

II. DEFINITION OF QUALIFYING CAPITAL FOR
THE RISK BASED CAPITAL RATIO

(i) A banking organization’s qualifying
total capital consists of two types of capital
components: ‘‘core capital elements’” (tier 1
capital elements) and ‘‘supplementary cap-
ital elements’” (tier 2 capital elements).
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These capital elements and the various lim-
its, restrictions, and deductions to which
they are subject, are discussed below. To
qualify as an element of tier 1 or tier 2 cap-
ital, an instrument must be fully paid up and
effectively unsecured. Accordingly, if a
banking organization has purchased, or has
directly or indirectly funded the purchase of,
its own capital instrument, that instrument
generally is disqualified from inclusion in
regulatory capital. A qualifying tier 1 or tier
2 capital instrument must be subordinated to
all senior indebtedness of the organization. If
issued by a bank, it also must be subordi-
nated to claims of depositors. In addition,
the instrument must not contain or be cov-
ered by any covenants, terms, or restrictions
that are inconsistent with safe and sound
banking practices.

(ii) On a case-by-case basis, the Federal Re-
serve may determine whether, and to what
extent, any instrument that does not fit
wholly within the terms of a capital element
set forth below, or that does not have the
characteristics or the ability to absorb losses
commensurate with the capital treatment
specified below, will qualify as an element of
tier 1 or tier 2 capital. In making such a de-
termination, the Federal Reserve will con-
sider the similarity of the instrument to in-
struments explicitly addressed in the guide-
lines; the ability of the instrument to absorb
losses, particularly while the organization
operates as a going concern; the maturity
and redemption features of the instrument;
and other relevant terms and factors.

(iii) The redemption of capital instruments
before stated maturity could have a signifi-
cant impact on an organization’s overall cap-
ital structure. Consequently, an organization
should consult with the Federal Reserve be-
fore redeeming any equity or other capital
instrument included in tier 1 or tier 2 capital
prior to stated maturity if such redemption
could have a material effect on the level or
composition of the organization’s capital
base. Such consultation generally would not
be necessary when the instrument is to be
redeemed with the proceeds of, or replaced
by, a like amount of a capital instrument
that is of equal or higher quality with regard
to terms and maturity and the Federal Re-
serve considers the organization’s capital po-
sition to be fully sufficient.

A. The Definition and Components of
Qualifying Capital

1. Tier 1 capital. Tier 1 capital generally is
defined as the sum of core capital elements
less any amounts of goodwill, other intan-
gible assets, interest-only strips receivables,
deferred tax assets, nonfinancial equity in-
vestments, and other items that are required
to be deducted in accordance with section
II.B. of this appendix. Tier 1 capital must
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represent at least 50 percent of qualifying
total capital.

a. Core capital elements (tier 1 capital ele-
ments). The elements qualifying for inclusion
in the tier 1 component of a banking organi-
zation’s qualifying total capital are:

i. Qualifying common stockholders’ equity;

ii. Qualifying noncumulative perpetual
preferred stock, including related surplus,
and senior perpetual preferred stock issued
to the United States Department of the
Treasury (Treasury) under the Troubled
Asset Relief Program (TARP), established by
the Emergency Economic Stabilization Act
of 2008 (EESA), Division A of Public Law 110-
343 (which for purposes of this appendix shall
be considered qualifying noncumulative per-
petual preferred stock), including related
surplus;

iii. Minority interest related to qualifying
common or noncumulative perpetual pre-
ferred stock directly issued by a consoli-
dated U.S. depository institution or foreign
bank subsidiary (Class A minority interest);
and

iv. Restricted core capital elements. The
aggregate of these items is limited within
tier 1 capital as set forth in section II.A.1.b.
of this appendix. These elements are defined
to include:

(1) Qualifying cumulative perpetual pre-
ferred stock (including related surplus);

(2) Minority interest related to qualifying
cumulative perpetual preferred stock di-
rectly issued by a consolidated U.S. deposi-
tory institution or foreign bank subsidiary
(Class B minority interest);

(3) Minority interest related to qualifying
common stockholders’ equity or perpetual
preferred stock issued by a consolidated sub-
sidiary that is neither a U.S. depository in-
stitution nor a foreign bank (Class C minor-
ity interest);

(4) Qualifying trust preferred securities;
and

(5) Subordinated debentures issued prior to
October 4, 2010, to the Treasury under the
TARP (TARP Subordinated Securities) es-
tablished by the EESA by a bank holding
company that has made a valid election to
be taxed under Subchapter S of Chapter 1 of
the U.S. Internal Revenue Code (S-Corp BHC)
or by a bank holding company organized in
mutual form (Mutual BHC).

b. Limits on restricted core capital elements—
i. Limits. (1) The aggregate amount of re-
stricted core capital elements that may be
included in the tier 1 capital of a banking or-
ganization must not exceed 25 percent of the
sum of all core capital elements, including
restricted core capital elements, net of good-
will less any associated deferred tax liabil-
ity. Stated differently, the aggregate
amount of restricted core capital elements is
limited to one-third of the sum of core cap-
ital elements, excluding restricted core cap-
ital elements, net of goodwill less any asso-
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ciated deferred tax liability. Notwith-
standing the foregoing, the full amount of
TARP Subordinated Securities issued by an
S—-Corp BHC or Mutual BHC may be included
in its tier 1 capital, provided that the bank-
ing organization must include the TARP
Subordinated Securities in restricted core
capital elements for the purposes of deter-
mining the aggregate amount of other re-
stricted core capital elements that may be
included in tier 1 capital in accordance with
this section.

(2) In addition, the aggregate amount of re-
stricted core capital elements (other than
qualifying mandatory convertible preferred
securities®) that may be included in the tier
1 capital of an internationally active bank-
ing organization® must not exceed 15 percent
of the sum of all core capital elements, in-
cluding restricted core capital elements, net
of goodwill less any associated deferred tax
liability.

(3) Amounts of restricted core capital ele-
ments in excess of this limit generally may
be included in tier 2 capital. The excess
amounts of restricted core capital elements
that are in the form of Class C minority in-
terest and qualifying trust preferred securi-
ties are subject to further limitation within
tier 2 capital in accordance with section
II.A.2.d.iv. of this appendix. A banking orga-
nization may attribute excess amounts of re-
stricted core capital elements first to any
qualifying cumulative perpetual preferred
stock or to Class B minority interest, and
second to qualifying trust preferred securi-
ties or to Class C minority interest, which
are subject to a tier 2 sublimit.

ii. Transition.

(1) The quantitative limits for restricted
core capital elements set forth in sections

5Qualifying mandatory convertible pre-

ferred securities generally consist of the
joint issuance by a bank holding company to
investors of trust preferred securities and a
forward purchase contract, which the inves-
tors fully collateralize with the securities,
that obligates the investors to purchase a
fixed amount of the bank holding company’s
common stock, generally in three years. A
bank holding company wishing to issue
mandatorily convertible preferred securities
and include them in tier 1 capital must con-
sult with the Federal Reserve prior to
issuance to ensure that the securities’ terms
are consistent with tier 1 capital treatment.

6For this purpose, an internationally ac-
tive banking organization is a banking orga-
nization that (1) as of its most recent year-
end FR Y-9C reports total consolidated as-
sets equal to $250 billion or more or (2) on a
consolidated basis, reports total on-balance-
sheet foreign exposure of $10 billion or more
on its filings of the most recent year-end
FFIEC 009 Country Exposure Report.
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II.A.1.b.i. and I1.A.2.d.iv. of this appendix be-
come effective on March 31, 2011. Prior to
that time, a banking organization with re-
stricted core capital elements in amounts
that cause it to exceed these limits must
consult with the Federal Reserve on a plan
for ensuring that the banking organization is
not unduly relying on these elements in its
capital base and, where appropriate, for re-
ducing such reliance to ensure that the orga-
nization complies with these limits as of
March 31, 2011.

(2) Until March 31, 2011, the aggregate
amount of qualifying cumulative perpetual
preferred stock (including related surplus)
and qualifying trust preferred securities that
a banking organization may include in tier 1
capital is limited to 25 percent of the sum of
the following core capital elements: quali-
fying common stockholders’ equity, Quali-
fying noncumulative and cumulative per-
petual preferred stock (including related sur-
plus), qualifying minority interest in the eq-
uity accounts of consolidated subsidiaries,
and qualifying trust preferred securities.
Amounts of qualifying cumulative perpetual
preferred stock (including related surplus)
and qualifying trust preferred securities in
excess of this limit may be included in tier 2
capital.

(3) Until March 31, 2011, internationally ac-
tive banking organizations generally are ex-
pected to limit the amount of qualifying cu-
mulative perpetual preferred stock (includ-
ing related surplus) and qualifying trust pre-
ferred securities included in tier 1 capital to
15 percent of the sum of core capital ele-
ments set forth in section II.A.1.b.ii.2. of this
appendix.

c. Definitions and requirements for core cap-
ital elements—i. Qualifying common stock-
holders’ equity.

(1) Definition. Qualifying common stock-
holders’ equity is limited to common stock;
related surplus; and retained earnings, in-
cluding capital reserves and adjustments for
the cumulative effect of foreign currency
translation, net of any treasury stock, less
net unrealized holding losses on available-
for-sale equity securities with readily deter-
minable fair values. For this purpose, net un-
realized holding gains on such equity securi-
ties and net unrealized holding gains (losses)
on available-for-sale debt securities are not
included in qualifying common stockholders’
equity.

(2) Restrictions on terms and features. A cap-
ital instrument that has a stated maturity
date or that has a preference with regard to
liquidation or the payment of dividends is
not deemed to be a component of qualifying
common stockholders’ equity, regardless of
whether or not it is called common equity.
Terms or features that grant other pref-
erences also may call into question whether
the capital instrument would be deemed to
be qualifying common stockholders’ equity.
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Features that require, or provide significant
incentives for, the issuer to redeem the in-
strument for cash or cash equivalents will
render the instrument ineligible as a compo-
nent of qualifying common stockholders’ eq-
uity.

(3) Reliance on voting common stockholders’
equity. Although section II.A.1. of this appen-
dix allows for the inclusion of elements other
than common stockholders’ equity within
tier 1 capital, voting common stockholders’
equity, which is the most desirable capital
element from a supervisory standpoint, gen-
erally should be the dominant element with-
in tier 1 capital. Thus, banking organizations
should avoid over-reliance on preferred stock
and nonvoting elements within tier 1 capital.
Such nonvoting elements can include por-
tions of common stockholders’ equity where,
for example, a banking organization has a
class of nonvoting common equity, or a class
of voting common equity that has substan-
tially fewer voting rights per share than an-
other class of voting common equity. Where
a banking organization relies excessively on
nonvoting elements within tier 1 capital, the
Federal Reserve generally will require the
banking organization to allocate a portion of
the nonvoting elements to tier 2 capital.

ii. Qualifying perpetual preferred stock.

(1) Qualifying requirements. Perpetual pre-
ferred stock qualifying for inclusion in tier 1
capital has no maturity date and cannot be
redeemed at the option of the holder. Per-
petual preferred stock will qualify for inclu-
sion in tier 1 capital only if it can absorb
losses while the issuer operates as a going
concern.

(2) Restrictions on terms and features. Per-
petual preferred stock included in tier 1 cap-
ital may not have any provisions restricting
the banking organization’s ability or legal
right to defer or waive dividends, other than
provisions requiring prior or concurrent de-
ferral or waiver of payments on more junior
instruments, which the Federal Reserve gen-
erally expects in such instruments con-
sistent with the notion that the most junior
capital elements should absorb losses first.
Dividend deferrals or waivers for preferred
stock, which the Federal Reserve expects
will occur either voluntarily or at its direc-
tion when an organization is in a weakened
condition, must not be subject to arrange-
ments that would diminish the ability of the
deferral to shore up the banking organiza-
tion’s resources. Any perpetual preferred
stock with a feature permitting redemption
at the option of the issuer may qualify as
tier 1 capital only if the redemption is sub-
ject to prior approval of the Federal Reserve.
Features that require, or create significant
incentives for the issuer to redeem the in-
strument for cash or cash equivalents will
render the instrument ineligible for inclu-
sion in tier 1 capital. For example, perpetual
preferred stock that has a credit-sensitive
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dividend feature—that is, a dividend rate
that is reset periodically based, in whole or
in part, on the banking organization’s cur-
rent credit standing—generally does not
qualify for inclusion in tier 1 capital.? Simi-
larly, perpetual preferred stock that has a
dividend rate step-up or a market value con-
version feature—that is, a feature whereby
the holder must or can convert the preferred
stock into common stock at the market
price prevailing at the time of conversion—
generally does not qualify for inclusion in
tier 1 capital.8

(3) Noncumulative and cumulative features.
Perpetual preferred stock that is noncumu-
lative generally may not permit the accumu-
lation or payment of unpaid dividends in any
form, including in the form of common
stock. Perpetual preferred stock that pro-
vides for the accumulation or future pay-
ment of unpaid dividends is deemed to be cu-
mulative, regardless of whether or not it is
called noncumulative.

iii. Qualifying minority interest. Minority in-
terest in the common and preferred stock-
holders’ equity accounts of a consolidated
subsidiary (minority interest) represents
stockholders’ equity associated with com-
mon or preferred equity instruments issued
by a banking organization’s consolidated
subsidiary that are held by investors other
than the banking organization. Minority in-
terest is included in tier 1 capital because, as
a general rule, it represents equity that is
freely available to absorb losses in the
issuing subsidiary. Nonetheless, minority in-
terest typically is not available to absorb
losses in the banking organization as a
whole, a feature that is a particular concern
when the minority interest is issued by a
subsidiary that is neither a U.S. depository
institution nor a foreign bank. For this rea-
son, this appendix distinguishes among three
types of qualifying minority interest. Class
A minority interest is minority interest re-

"Traditional floating-rate or adjustable-
rate perpetual preferred stock (that is, per-
petual preferred stock in which the dividend
rate is not affected by the issuer’s credit
standing or financial condition but is ad-
justed periodically in relation to an inde-
pendent index based solely on general mar-
ket interest rates), however, generally quali-
fies for inclusion in tier 1 capital provided
all other requirements are met.

8Notwithstanding this provision, senior
perpetual preferred stock issued to the
Treasury under the TARP, established by the
EESA, may be included in tier 1 capital. In
addition, traditional convertible perpetual
preferred stock, which the holder must or
can convert into a fixed number of common
shares at a preset price, generally qualifies
for inclusion in tier 1 capital provided all
other requirements are met.

12 CFR Ch. Il (1-1-21 Edition)

lated to qualifying common and noncumu-
lative perpetual preferred equity instru-
ments issued directly (that is, not through a
subsidiary) by a consolidated U.S. depository
institution? or foreign bank 10 subsidiary of a
banking organization. Class A minority in-
terest is not subject to a formal limitation
within tier 1 capital. Class B minority inter-
est is minority interest related to qualifying
cumulative perpetual preferred equity in-
struments issued directly by a consolidated
U.S. depository institution or foreign bank
subsidiary of a banking organization. Class B
minority interest is a restricted core capital
element subject to the limitations set forth
in section II.A.1.b.i. of this appendix, but is
not subject to a tier 2 sub-limit. Class C mi-
nority interest is minority interest related
to qualifying common or perpetual preferred
stock issued by a banking organization’s
consolidated subsidiary that is neither a U.S.
depository institution nor a foreign bank.
Class C minority interest is eligible for in-
clusion in tier 1 capital as a restricted core
capital element and is subject to the limita-
tions set forth in sections II.A.l.b.i. and
II.A.2.d.iv. of this appendix. Minority inter-
est in small business investment companies,
investment funds that hold nonfinancial eq-
uity investments (as defined in section
II.B.5.b. of this appendix), and subsidiaries
engaged in nonfinancial activities are not in-
cluded in the banking organization’s tier 1 or
total capital if the banking organization’s
interest in the company or fund is held under
one of the legal authorities listed in section
II1.B.5.b. of this appendix.

iv. Qualifying trust preferred securities.

(1) A banking organization that wishes to
issue trust preferred securities and include
them in tier 1 capital must first consult with

97U.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, and inter-
national banking facilities of domestic
banks.

10 For this purpose, a foreign 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.
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the Federal Reserve. Trust preferred securi-
ties are defined as undated preferred securi-
ties issued by a trust or similar entity spon-
sored (but generally not consolidated) by a
banking organization that is the sole com-
mon equity holder of the trust. Qualifying
trust preferred securities must allow for
dividends to be deferred for at least twenty
consecutive quarters without an event of de-
fault, unless an event of default leading to
acceleration permitted under section
II.A.1.c.iv.(2) has occurred. The required no-
tification period for such deferral must be
reasonably short, no more than 15 business
days prior to the payment date. Qualifying
trust preferred securities are otherwise sub-
ject to the same restrictions on terms and
features as qualifying perpetual preferred
stock under section II.A.l.c.ii.(2) of this ap-
pendix.

(2) The sole asset of the trust must be a
junior subordinated note issued by the spon-
soring banking organization that has a min-
imum maturity of thirty years, is subordi-
nated with regard to both liquidation and
priority of periodic payments to all senior
and subordinated debt of the sponsoring
banking organization (other than other jun-
ior subordinated notes underlying trust pre-
ferred securities). Otherwise the terms of a
junior subordinated note must mirror those
of the preferred securities issued by the
trust.1! The note must comply with section

11Under generally accepted accounting
principles, the trust issuing the preferred se-
curities generally is not consolidated on the
banking organization’s balance sheet; rather
the underlying subordinated note is recorded
as a liability on the organization’s balance
sheet. Only the amount of the trust preferred
securities issued, which generally is equal to
the amount of the underlying subordinated
note less the amount of the sponsoring bank-
ing organization’s common equity invest-
ment in the trust (which is recorded as an
asset on the banking organization’s consoli-
dated balance sheet), may be included in tier
1 capital. Because this calculation method
effectively deducts the banking organiza-
tion’s common stock investment in the trust
in computing the numerator of the capital
ratio, the common equity investment in the
trust should be excluded from the calcula-
tion of risk-weighted assets in accordance
with footnote 17 of this appendix. Where a
banking organization has issued trust pre-
ferred securities as part of a pooled issuance,
the organization generally must not buy
back a security issued from the pool. Where
a banking organization does hold such a se-
curity (for example, as a result of an acquisi-
tion of another banking organization), the
amount of the trust preferred securities in-
cludable in regulatory capital must, con-
sistent with section II.(i) of this appendix, be
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II.A.2.d. of this appendix and the Federal Re-
serve’s subordinated debt policy statement
set forth in 12 CFR 250.16612 except that the
note may provide for an event of default and
the acceleration of principal and accrued in-
terest upon (a) nonpayment of interest for 20
or more consecutive quarters or (b) termi-
nation of the trust without redemption of
the trust preferred securities, distribution of
the notes to investors, or assumption of the
obligation by a successor to the banking or-
ganization.

(3) In the last five years before the matu-
rity of the note, the outstanding amount of
the associated trust preferred securities is
excluded from tier 1 capital and included in
tier 2 capital, where the trust preferred secu-
rities are subject to the amortization provi-
sions and quantitative restrictions set forth
in sections II.A.2.d.iii. and iv. of this appen-
dix as if the trust preferred securities were
limited-life preferred stock.

2. Supplementary capital elements (tier 2 cap-
ital elements). The tier 2 component of an in-
stitution’s qualifying capital may consist of
the following items that are defined as sup-
plementary capital elements:

(i) Allowance for loan and lease losses (sub-
ject to limitations discussed below);

(ii) Perpetual preferred stock and related
surplus (subject to conditions discussed
below);

(iii) Hybrid capital instruments (as defined
below), perpetual debt, and mandatory con-
vertible debt securities;

(iv) Term subordinated debt and inter-
mediate-term preferred stock, including re-
lated surplus (subject to limitations dis-
cussed below);

(v) Unrealized holding gains on equity se-
curities (subject to limitations discussed in
section II.A.2.e. of this appendix).

The maximum amount of tier 2 capital
that may be included in an institution’s
qualifying total capital is limited to 100 per-
cent of tier 1 capital (net of goodwill, other

reduced by the notional amount of the bank-

ing organization’s investment in the security
issued by the pooling entity.

12Trust preferred securities issued before
April 15, 2005, generally would be includable
in tier 1 capital despite noncompliance with
sections II.A.1.c.iv. or II.A.2.d. of this appen-
dix or 12 CFR 250.166 provided the non-com-
plying terms of the instrument (i) have been
commonly used by banking organizations,
(ii) do not provide an unreasonably high de-
gree of protection to the holder in cir-
cumstances other than bankruptcy of the
banking organization, and (iii) do not effec-
tively allow a holder in due course of the
note to stand ahead of senior or subordinated
debt holders in the event of bankruptcy of
the banking organization.
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intangible assets, interest-only strips receiv-
ables and nonfinancial equity investments
that are required to be deducted in accord-
ance with section II.B. of this appendix A).

The elements of supplementary capital are
discussed in greater detail below.

a. Allowance for loan and lease losses. Allow-
ances for loan and lease losses are reserves
that have been established through a charge
against earnings to absorb future losses on
loans or lease financing receivables. Allow-
ances for loan and lease losses exclude ‘‘allo-
cated transfer risk reserves,”’13 and reserves
created against identified losses.

During the transition period, the risk-
based capital guidelines provide for reducing
the amount of this allowance that may be in-
cluded in an institution’s total capital. Ini-
tially, it is unlimited. However, by year-end
1990, the amount of the allowance for loan
and lease losses that will qualify as capital
will be limited to 1.5 percent of an institu-
tion’s weighted risk assets. By the end of the
transition period, the amount of the allow-
ance qualifying for inclusion in Tier 2 cap-
ital may not exceed 1.25 percent of weighted
risk assets. 14

b. Perpetual preferred stock. Perpetual pre-
ferred stock (and related surplus) that meets
the requirements set forth in section
II.A.l.c.ii.(1) of this appendix is eligible for
inclusion in tier 2 capital without limit. 15

13 Allocated transfer risk reserves are re-
serves that have been established in accord-
ance with Section 905(a) of the International
Lending Supervision Act of 1983, 12 U.S.C.
3904(a), against certain assets whose value
U.S. supervisory authorities have found to be
significantly impaired by protracted transfer
risk problems.

14The amount of the allowance for loan
and lease losses that may be included in Tier
2 capital is based on a percentage of gross
weighted risk assets. A banking organization
may deduct reserves for loan and lease losses
in excess of the amount permitted to be in-
cluded in Tier 2 capital, as well as allocated
transfer risk reserves, from the sum of gross
weighted risk assets and use the resulting
net sum of weighted risk assets in computing
the denominator of the risk-based capital
ratio.

15Long-term preferred stock with an origi-
nal maturity of 20 years or more (including
related surplus) will also qualify in this cat-
egory as an element of tier 2 capital. If the
holder of such an instrument has the right to
require the issuer to redeem, repay, or repur-
chase the instrument prior to the original
stated maturity, maturity would be defined
for risk-based capital purposes as the ear-
liest possible date on which the holder can
put the instrument back to the issuing bank-
ing organization. In the last five years before
the maturity of the stock, it must be treated

12 CFR Ch. Il (1-1-21 Edition)

c. Hybrid capital instruments, perpetual debt,
and mandatory convertible debt securities. Hy-
brid capital instruments include instruments
that are essentially permanent in nature and
that have certain characteristics of both eq-
uity and debt. Such instruments may be in-
cluded in Tier 2 without limit. The general
criteria hybrid capital instruments must
meet in order to qualify for inclusion in Tier
2 capital are listed below:

(1) The instrument must be unsecured;
fully paid-up and subordinated to general
creditors. If issued by a bank, it must also be
subordinated to claims or depositors.

(2) The instrument must not be redeemable
at the option of the holder prior to maturity,
except with the prior approval of the Federal
Reserve. (Consistent with the Board’s cri-
teria for perpetual debt and mandatory con-
vertible securities, this requirement implies
that holders of such instruments may not ac-
celerate the payment of principal except in
the event of bankruptcy, insolvency, or reor-
ganization.)

(3) The instrument must 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
must convert to common or perpetual pre-
ferred stock in the event that the accumu-
lated losses exceed the sum of the retained
earnings and capital surplus accounts of the
issuer.

(4) The instrument must provide the option
for the issuer to defer interest payments if:
a) the issuer does not report a profit in the
preceding annual period (defined as com-
bined profits for the most recent four quar-
ters), and b) the issuer eliminates cash divi-
dends on common and preferred stock.

Perpetual debt and mandatory convertible
debt securities that meet the criteria set
forth in 12 CFR part 225, appendix B, also
qualify as unlimited elements of Tier 2 cap-
ital for bank holding companies.

d. Subordinated debt and intermediate-term
preferred stock—i. Five-year minimum maturity.
Subordinated debt and intermediate-term
preferred stock must have an original
weighted average maturity of at least five
years to qualify as tier 2 capital. If the hold-
er has the option to require the issuer to re-
deem, repay, or repurchase the instrument
prior to the original stated maturity, matu-
rity would be defined, for risk-based capital
purposes, as the earliest possible date on
which the holder can put the instrument
back to the issuing banking organization.

ii. Other restrictions on subordinated debt.
Subordinated debt included in tier 2 capital

as limited-life preferred stock, subject to the
amortization provisions and quantitative re-
strictions set forth in sections II.A.2.d.iii.
and iv. of this appendix.
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must comply with the Federal Reserve’s sub-
ordinated debt policy statement set forth in
12 CFR 250.166.16 Accordingly, such subordi-
nated debt must meet the following require-
ments:

(1) The subordinated debt must be unse-
cured.

(2) The subordinated debt must clearly
state on its face that it is not a deposit and
is not insured by a Federal agency.

(3) The subordinated debt must not have
credit-sensitive features or other provisions
that are inconsistent with safe and sound
banking practice.

(4) Subordinated debt issued by a sub-
sidiary U.S. depository institution or foreign
bank of a bank holding company must be
subordinated in right of payment to the
claims of all the institution’s general credi-
tors and depositors, and generally must not
contain provisions permitting debt holders
to accelerate payment of principal or inter-
est upon the occurrence of any event other
than receivership of the institution. Subordi-
nated debt issued by a bank holding com-
pany or its subsidiaries that are neither U.S.
depository institutions nor foreign banks
must be subordinated to all senior indebted-
ness of the issuer; that is, the debt must be
subordinated at a minimum to all borrowed
money, similar obligations arising from off-
balance sheet guarantees and direct credit
substitutes, and obligations associated with
derivative products such as interest rate and
foreign exchange contracts, commodity con-
tracts, and similar arrangements. Subordi-
nated debt issued by a bank holding com-
pany or any of its subsidiaries that is not a
U.S. depository institution or foreign bank
must not contain provisions permitting debt
holders to accelerate the payment of prin-
cipal or interest upon the occurrence of any
event other than the bankruptcy of the bank
holding company or the receivership of a
major subsidiary depository institution.
Thus, a provision permitting acceleration in

16The subordinated debt policy statement
set forth in 12 CFR 250.166 notes that certain
terms found in subordinated debt may pro-
vide protection to investors without ad-
versely affecting the overall benefits of the
instrument to the issuing banking organiza-
tion and, thus, would be acceptable for sub-
ordinated debt included in capital. For ex-
ample, a provision that prohibits a bank
holding company from merging, consoli-
dating, or selling substantially all of its as-
sets unless the new entity redeems or as-
sumes the subordinated debt or that des-
ignates the failure to pay principal and in-
terest on a timely basis as an event of de-
fault would be acceptable, so long as the oc-
currence of such events does not allow the
debt holders to accelerate the payment of
principal or interest on the debt.
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the event that any other affiliate of the bank
holding company issuer enters into bank-
ruptcy or receivership makes the instrument
ineligible for inclusion in tier 2 capital.

iii. Discounting in last five years. As a lim-
ited-life capital instrument approaches ma-
turity, it begins to take on characteristics of
a short-term obligation. For this reason, the
outstanding amount of term subordinated
debt and limited-life preferred stock eligible
for inclusion in tier 2 capital is reduced, or
discounted, as these instruments approach
maturity: one-fifth of the outstanding
amount is excluded each year during the in-
strument’s last five years before maturity.
When remaining maturity is less than one
year, the instrument is excluded from tier 2
capital.

iv. Limits. The aggregate amount of term
subordinated debt (excluding mandatory
convertible debt) and limited-life preferred
stock as well as, beginning March 31, 2011,
qualifying trust preferred securities and
Class C minority interest in excess of the
limits set forth in section II.A.1.b.i. of this
appendix that may be included in tier 2 cap-
ital is limited to 50 percent of tier 1 capital
(net of goodwill and other intangible assets
required to be deducted in accordance with
section II.B.1.b. of this appendix). Amounts
of these instruments in excess of this limit,
although not included in tier 2 capital, will
be taken into account by the Federal Re-
serve in its overall assessment of a banking
organization’s funding and financial condi-
tion.

e. 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 Federal
Reserve may exclude all or a portion of these
unrealized gains from Tier 2 capital if the
Federal Reserve determines that the equity
securities are not prudently valued. Unreal-
ized gains (losses) on other types of assets,
such as bank premises and available-for-sale
debt securities, are not included in supple-
mentary capital, but the Federal Reserve
may take these unrealized gains (losses) into
account as additional factors when assessing
an institution’s overall capital adequacy.

f. Revaluation reserves. i. Such reserves re-
flect the formal balance sheet restatement
or revaluation for capital purposes of asset
carrying values to reflect current market
values. The Federal Reserve generally has
not included unrealized asset appreciation in
capital ratio calculations, although it has
long taken such values into account as a sep-
arate factor in assessing the overall finan-
cial strength of a banking organization.

ii. Consistent with long-standing super-
visory practice, the excess of market values
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over book values for assets held by bank
holding companies will generally not be rec-
ognized in supplementary capital or in the
calculation of the risk-based capital ratio.
However, all bank holding companies are en-
couraged to disclose their equivalent of
premises (building) and security revaluation
reserves. The Federal Reserve will consider
any appreciation, as well as any deprecia-
tion, in specific asset values as additional
considerations in assessing overall capital
strength and financial condition.

B. Deductions from Capital and Other
Adjustments

Certain assets are deducted from an orga-
nization’s capital for the purpose of calcu-
lating the risk-based capital ratio.l” These
assets include:

(i)(a) Goodwill—deducted from the sum of
core capital elements.

(b) Certain identifiable intangible assets,
that is, intangible assets other than good-
will—deducted from the sum of core capital
elements in accordance with section II.B.1.b.
of this appendix.

(c) Certain credit-enhancing interest-only
strips receivables—deducted from the sum of
core capital elements in accordance with
sections II.B.1.c. through e. of this appendix.

(ii) Investments in banking and finance
subsidiaries that are not consolidated for ac-
counting or supervisory purposes, and in-
vestments in other designated subsidiaries or
associated companies at the discretion of the
Federal Reserve—deducted from total cap-
ital components (as described in greater de-
tail below).

(iii) Reciprocal holdings of capital instru-
ments of banking organizations—deducted
from total capital components.

(iv) Deferred tax assets—portions are de-
ducted from the sum of core capital elements
in accordance with section II.B.4. of this ap-
pendix A.

(v) Nonfinancial equity investments—por-
tions are deducted from the sum of core cap-
ital elements in accordance with section
II.B.5 of this appendix A.

1. Goodwill and other intangible assets—a.
Goodwill. Goodwill is an intangible asset that
represents the excess of the cost of an ac-
quired entity over the net of the amounts as-
signed to assets acquired and liabilities as-
sumed. Goodwill is deducted from the sum of
core capital elements in determining tier 1
capital.

b. Other intangible assets. i. All servicing as-
sets, including servicing assets on assets
other than mortgages (i.e., nonmortgage
servicing assets), are included in this appen-

17 Any assets deducted from capital in com-
puting the numerator of the ratio are not in-
cluded in weighted risk assets in computing
the denominator of the ratio.

12 CFR Ch. Il (1-1-21 Edition)

dix as identifiable intangible assets. The
only types of identifiable intangible assets
that may be included in, that is, not de-
ducted from, an organization’s capital are
readily marketable mortgage servicing as-
sets, nonmortgage servicing assets, and pur-
chased credit card relationships. The total
amount of these assets that may be included
in capital is subject to the limitations de-
scribed below in sections II.B.1.d. and e. of
this appendix.

ii. The treatment of identifiable intangible
assets set forth in this section generally will
be used in the calculation of a bank holding
company’s capital ratios for supervisory and
applications purposes. However, in making
an overall assessment of a bank holding com-
pany’s capital adequacy for applications pur-
poses, the Board may, if it deems appro-
priate, take into account the quality and
composition of an organization’s capital, to-
gether with the quality and value of its tan-
gible and intangible assets.

c. Credit-enhancing interest-only strips receiv-
ables (I/0s) i. Credit-enhancing I/Os are on-
balance sheet assets that, in form or in sub-
stance, represent a contractual right to re-
ceive some or all of the interest due on
transferred assets and expose the bank hold-
ing company to credit risk directly or indi-
rectly associated with transferred assets
that exceeds a pro rata share of the bank
holding company’s claim on the assets,
whether through subordination provisions or
other credit enhancement techniques. Such
I/Os, whether purchased or retained, includ-
ing other similar ‘‘spread’ assets, may be in-
cluded in, that is, not deducted from, a bank
holding company’s capital subject to the
limitations described below in sections
II.B.1.d. and e. of this appendix.

ii. Both purchased and retained credit-en-
hancing I/Os, on a non-tax adjusted basis, are
included in the total amount that is used for
purposes of determining whether a bank
holding company exceeds the tier 1 limita-
tion described below in this section. In deter-
mining whether an I/O or other types of
spread assets serve as a credit enhancement,
the Federal Reserve will look to the eco-
nomic substance of the transaction.

d. Fair value limitation. The amount of
mortgage servicing assets, nonmortgage
servicing assets, and purchased credit card
relationships that a bank holding company
may include in capital shall be the lesser of
90 percent of their fair value, as determined
in accordance with section II.B.1.f. of this
appendix, or 100 percent of their book value,
as adjusted for capital purposes in accord-
ance with the instructions to the Consoli-
dated Financial Statements for Bank Hold-
ing Companies (FR Y-9C Report). The
amount of credit-enhancing I/Os that a bank
holding company may include in capital
shall be its fair value. If both the application
of the limits on mortgage servicing assets,

302



Federal Reserve System

nonmortgage servicing assets, and purchased
credit card relationships and the adjustment
of the balance sheet amount for these assets
would result in an amount being deducted
from capital, the bank holding company
would deduct only the greater of the two
amounts from its core capital elements in
determining tier 1 capital.

e. Tier 1 capital limitation. i. The total
amount of mortgage servicing assets, non-
mortgage servicing assets, and purchased
credit card relationships that may be in-
cluded in capital, in the aggregate, cannot
exceed 100 percent of tier 1 capital. Nonmort-
gage servicing assets and purchased credit
card relationships are subject, in the aggre-
gate, to a separate sublimit of 25 percent of
tier 1 capital. In addition, the total amount
of credit-enhancing I/Os (both purchased and
retained) that may be included in capital
cannot exceed 25 percent of tier 1 capital.18

ii. For purposes of calculating these limi-
tations on mortgage servicing assets, non-
mortgage servicing assets, purchased credit
card relationships, and credit-enhancing I/
Os, 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, nonmort-
gage servicing assets, and purchased credit
card relationships, but prior to the deduction
of any disallowed mortgage servicing assets,
any disallowed nonmortgage servicing as-
sets, any disallowed purchased credit card
relationships, any disallowed credit-enhanc-
ing I/Os (both purchased and retained), any
disallowed deferred tax assets, and any non-
financial equity investments.

iii. Bank holding companies may elect to
deduct goodwill, disallowed mortgage serv-
icing assets, disallowed nonmortgage serv-
icing assets, and disallowed credit-enhancing
I/Os (both purchased and retained) on a basis
that is net of any associated deferred tax li-
ability. Deferred tax liabilities netted in this
manner cannot also be netted against de-
ferred tax assets when determining the
amount of deferred tax assets that are de-
pendent upon future taxable income.

18 Amounts of servicing assets, purchased
credit card relationships, and credit-enhanc-
ing I/Os (both retained and purchased) in ex-
cess of these limitations, as well as all other
identifiable intangible assets, including core
deposit intangibles and favorable leaseholds,
are to be deducted from a bank holding com-
pany’s core capital elements in determining
tier 1 capital. However, identifiable intan-
gible assets (other than mortgage servicing
assets and purchased credit card relation-
ships) acquired on or before February 19,
1992, generally will not be deducted from cap-
ital for supervisory purposes, although they
will continue to be deducted for applications
purposes.
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f. Valuation. Bank holding companies must
review the book value of goodwill and other
intangible assets at least quarterly and
make adjustments to these values as nec-
essary. The fair value of mortgage servicing
assets, nonmortgage servicing assets, pur-
chased credit card relationships, and credit-
enhancing I/Os also must be determined at
least quarterly. This determination shall in-
clude adjustments for any significant
changes in original valuation assumptions,
including changes in prepayment estimates
or account attrition rates. Examiners will
review both the book value and the fair
value assigned to these assets, together with
supporting documentation, during the in-
spection process. In addition, the Federal Re-
serve may require, on a case-by-case basis,
an independent valuation of a bank holding
company’s goodwill, other intangible assets,
or credit-enhancing I/Os.

g. Growing organiczations. Consistent with
long-standing Board policy, banking organi-
zations experiencing substantial growth,
whether internally or by acquisition, are ex-
pected to maintain strong capital positions
substantially above minimum supervisory
levels, without significant reliance on intan-
gible assets or credit-enhancing I/Os.

2. Investments in certain subsidiaries— a. Un-
consolidated banking or finance subsidiaries.
The aggregate amount of investments in
banking or finance subsidiaries!® whose fi-
nancial statements are not consolidated for
accounting or regulatory reporting purposes,
regardless of whether the investment is
made by the parent bank holding company
or its direct or indirect subsidiaries, will be
deducted from the consolidated parent bank-
ing organization’s total capital compo-
nents. 20 Generally, investments for this pur-
pose are defined as equity and debt capital
investments and any other instruments that
are deemed to be capital in the particular
subsidiary.

19For this purpose, a banking and finance

subsidiary generally is defined as any com-
pany engaged in banking or finance in which
the parent institution holds directly or indi-
rectly more than 50 percent of the out-
standing voting stock, or which is otherwise
controlled or capable of being controlled by
the parent institution. For purposes of this
section, the definition of banking and fi-
nance subsidiary does not include a trust or
other special purpose entity used to issue
trust preferred securities.

20 An exception to this deduction would be
made in the case of shares acquired in the
regular course of securing or collecting a
debt previously contracted in good faith. The
requirements for consolidation are spelled
out in the instructions to the FR Y-9C Re-
port.

303



Pt. 225, App. A

Advances (that is, loans, extensions of
credit, guarantees, commitments, or any
other forms of credit exposure) to the sub-
sidiary that are not deemed to be capital will
generally not be deducted from an organiza-
tion’s capital. Rather, such advances gen-
erally will be included in the parent banking
organization’s consolidated assets and be as-
signed to the 100 percent risk category, un-
less such obligations are backed by recog-
nized collateral or guarantees, in which case
they will be assigned to the risk category ap-
propriate to such collateral or guarantees.
These advances may, however, also be de-
ducted from the consolidated parent banking
organization’s capital if, in the judgment of
the Federal Reserve, the risks stemming
from such advances are comparable to the
risks associated with capital investments or
if the advances involve other risk factors
that warrant such an adjustment to capital
for supervisory purposes. These other factors
could include, for example, the absence of
collateral support.

Inasmuch as the assets of unconsolidated
banking and finance subsidiaries are not
fully reflected in a banking organization’s
consolidated total assets, such assets may be
viewed as the equivalent of off-balance sheet
exposures since the operations of an uncon-
solidated subsidiary could expose the parent
organization and its affiliates to consider-
able risk. For this reason, it is generally ap-
propriate to view the capital resources in-
vested in these unconsolidated entities as
primarily supporting the risks inherent in
these off-balance sheet assets, and not gen-
erally available to support risks or absorb
losses elsewhere in the organization.

b. Other subsidiaries and investments. The
deduction of investments, regardless of
whether they are made by the parent bank
holding company or by its direct or indirect
subsidiaries, from a consolidated banking or-
ganization’s capital will also be applied in
the case of any subsidiaries, that, while con-
solidated for accounting purposes, are not
consolidated for certain specified super-
visory or regulatory purposes, such as to fa-
cilitate functional regulation. For this pur-
pose, aggregate capital investments (that is,
the sum of any equity or debt instruments
that are deemed to be capital) in these sub-
sidiaries will be deducted from the consoli-
dated parent banking organization’s total
capital components. 21

2lInvestments in unconsolidated subsidi-
aries will be deducted from both Tier 1 and
Tier 2 capital. As a general rule, one-half (50
percent) of the aggregate amount of capital
investments will be deducted from the bank
holding company’s Tier 1 capital and one-
half (50 percent) from its Tier 2 capital. How-
ever, the Federal Reserve may, on a case-by-
case basis, deduct a proportionately greater

12 CFR Ch. Il (1-1-21 Edition)

Advances (that is, loans, extensions of
credit, guarantees, commitments, or any
other forms of credit exposure) to such sub-
sidiaries that are not deemed to be capital
will generally not be deducted from capital.
Rather, such advances will normally be in-
cluded in the parent banking organization’s
consolidated assets and assigned to the 100
percent risk category, unless such obliga-
tions are backed by recognized collateral or
guarantees, in which case they will be as-
signed to the risk category appropriate to
such collateral or guarantees. These ad-
vances may, however, be deducted from the
consolidated parent banking organization’s
capital if, in the judgment of the Federal Re-
serve, the risks stemming from such ad-
vances are comparable to the risks associ-
ated with capital investments or if such ad-
vances involve other risk factors that war-
rant such an adjustment to capital for super-
visory purposes. These other factors could
include, for example, the absence of collat-
eral support. 22

In general, when investments in a consoli-
dated subsidiary are deducted from a con-
solidated parent banking organization’s cap-
ital, the subsidiary’s assets will also be ex-
cluded from the consolidated assets of the
parent banking organization in order to as-
sess the latter’s capital adequacy. 23

The Federal Reserve may also deduct from
a banking organization’s capital, on a case-
by-case basis, investments in certain other
subsidiaries in order to determine if the con-
solidated banking organization meets min-
imum supervisory capital requirements
without reliance on the resources invested in
such subsidiaries.

amount from Tier 1 if the risks associated

with the subsidiary so warrant. If the
amount deductible from Tier 2 capital ex-
ceeds actual Tier 2 capital, the excess would
be deducted from Tier 1 capital. Bank hold-
ing companies’ risk-based capital ratios, net
of these deductions, must exceed the min-
imum standards set forth in section IV.

22In assessing the overall capital adequacy
of a banking organization, the Federal Re-
serve may also consider the organization’s
fully consolidated capital position.

23Tf the subsidiary’s assets are consolidated
with the parent banking organization for fi-
nancial reporting purposes, this adjustment
will involve excluding the subsidiary’s assets
on a line-by-line basis from the consolidated
parent organization’s assets. The parent
banking organization’s capital ratio will
then be calculated on a consolidated basis
with the exception that the assets of the ex-
cluded subsidiary will not be consolidated
with the remainder of the parent banking or-
ganization.
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The Federal Reserve will not automati-
cally deduct investments in other unconsoli-
dated subsidiaries or investments in joint
ventures and associated companies.2? None-
theless, the resources invested in these enti-
ties, like investments in unconsolidated
banking and finance subsidiaries, support as-
sets not consolidated with the rest of the
banking organization’s activities and, there-
fore, may not be generally available to sup-
port additional leverage or absorb losses
elsewhere in the banking organization. More-
over, experience has shown that banking or-
ganizations stand behind the losses of affili-
ated institutions, such as joint ventures and
associated companies, in order to protect the
reputation of the organization as a whole. In
some cases, this has led to losses that have
exceeded the investments in such organiza-
tions.

For this reason, the Federal Reserve will
monitor the level and nature of such invest-
ments for individual banking organizations
and may, on a case-by-case basis, deduct
such investments from total capital compo-
nents, apply an appropriate risk-weighted
capital charge against the organization’s
proportionate share of the assets of its asso-
ciated companies, require a line-by-line con-
solidation of the entity (in the event that
the parent’s control over the entity makes it
the functional equivalent of a subsidiary), or
otherwise require the organization to oper-
ate with a risk-based capital ratio above the
minimum.

In considering the appropriateness of such
adjustments or actions, the Federal Reserve
will generally take into account whether:

(1) The parent banking organization has
significant influence over the financial or
managerial policies or operations of the sub-
sidiary, joint venture, or associated com-
pany,

(2) The banking organization is the largest
investor in the affiliated company; or

(3) Other circumstances prevail that ap-
pear to closely tie the activities of the affili-
ated company to the parent banking organi-
zation.

3. Reciprocal holdings of banking organiza-
tions’ capital instruments. Reciprocal holdings
of banking organizations’ capital instru-
ments (that is, instruments that qualify as
Tier 1 or Tier 2 capital) will be deducted
from an organization’s total capital compo-
nents for the purpose of determining the nu-
merator of the risk-based capital ratio.

24The definition of such entities is con-
tained in the instructions to the Consoli-
dated Financial Statements for Bank Hold-
ing Companies. Under regulatory reporting
procedures, associated companies and joint
ventures generally are defined as companies
in which the banking organization owns 20 to
50 percent of the voting stock.
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Reciprocal holdings are cross-holdings re-
sulting from formal or informal arrange-
ments in which two or more banking organi-
zations swap, exchange, or otherwise agree
to hold each other’s capital instruments.
Generally, deductions will be limited to in-
tentional cross-holdings. At present, the
Board does not intend to require banking or-
ganizations to deduct non-reciprocal hold-
ings of such capital instruments. 25

4. Deferred-tax assets. a. The amount of de-
ferred-tax assets that is dependent upon fu-
ture taxable income, net of the valuation al-
lowance for deferred-tax assets, that may be
included in, that is, not deducted from, a
bank holding company’s capital may not ex-
ceed the lesser of:

i. The amount of these deferred-tax assets
that the bank holding company is expected
to realize within one year of the calendar
quarter-end date, based on its projections of
future taxable income for that year, 26 or

ii. 10 percent of tier 1 capital.

25Deductions of holdings of capital securi-
ties also would not be made in the case of
interstate ‘‘stake out” investments that
comply with the Board’s Policy Statement
on Nonvoting Equity Investments, 12 CFR
225.143 (Federal Reserve Regulatory Service
4-172.1; 68 Federal Reserve Bulletin 413
(1982)). In addition, holdings of capital in-
struments issued by other banking organiza-
tions but taken in satisfaction of debts pre-
viously contracted would be exempt from
any deduction from capital. The Board in-
tends to monitor nonreciprocal holdings of
other banking organizations’ capital instru-
ments and to provide information on such
holdings to the Basle Supervisors’ Com-
mittee as called for under the Basle capital
framework.

26To determine the amount of expected de-
ferred-tax assets realizable in the next 12
months, an institution should assume that
all existing temporary differences fully re-
verse as of the report date. Projected future
taxable income should not include net oper-
ating loss carry-forwards to be used during
that year or the amount of existing tem-
porary differences a bank holding company
expects to reverse within the year. Such pro-
jections should include the estimated effect
of tax-planning strategies that the organiza-
tion expects to implement to realize net op-
erating losses or tax-credit carry-forwards
that would otherwise expire during the year.
Institutions do not have to prepare a new 12-
month projection each quarter. Rather, on
interim report dates, institutions may use
the future-taxable income projections for
their current fiscal year, adjusted for any
significant changes that have occurred or are
expected to occur.
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b. The reported amount of deferred-tax as-
sets, net of any valuation allowance for de-
ferred-tax assets, in excess of the lesser of
these two amounts is to be deducted from a
banking organization’s core capital elements
in determining tier 1 capital. For purposes of
calculating the 10 percent limitation, tier 1
capital is defined as the sum of core capital
elements, net of goodwill and net of all iden-
tifiable intangible assets other than mort-
gage servicing assets, nonmortgage servicing
assets, and purchased credit card relation-
ships, but prior to the deduction of any dis-
allowed mortgage servicing assets, any dis-
allowed nonmortgage servicing assets, any
disallowed purchased credit card relation-
ships, any disallowed credit-enhancing I/Os,
any disallowed deferred-tax assets, and any
nonfinancial equity investments. There gen-
erally is no limit in tier 1 capital on the
amount of deferred-tax assets that can be re-
alized from taxes paid in prior carry-back
years or from future reversals of existing
taxable temporary differences.

5. Nonfinancial equity investments—a. Gen-
eral. A bank holding company must deduct
from its core capital elements the sum of the
appropriate percentages (as determined
below) of the adjusted carrying value of all
nonfinancial equity investments held by the
parent bank holding company or by its di-
rect or indirect subsidiaries. For purposes of
this section II.B.5, investments held by a
bank holding company include all invest-
ments held directly or indirectly by the bank
holding company or any of its subsidiaries.

b. Scope of nonfinancial equity investments.
A nonfinancial equity investment means any
equity investment held by the bank holding
company: under the merchant banking au-
thority of section 4(k)(4)(H) of the BHC Act
and subpart J of the Board’s Regulation Y (12
CFR 225.175 et seq.); under section 4(c)(6) or
4(c)(7) of BHC Act in a nonfinancial company
or in a company that makes investments in
nonfinancial companies; in a nonfinancial
company through a small business invest-
ment company (SBIC) under section 302(b) of
the Small Business Investment Act of 1958;27
in a nonfinancial company under the port-
folio investment provisions of the Board’s
Regulation K (12 CFR 211.8(¢)(3)); or in a non-
financial company under section 24 of the
Federal Deposit Insurance Act (other than
section 24(f)).28 A nonfinancial company is

27T An equity investment made under sec-
tion 302(b) of the Small Business Investment
Act of 1958 in an SBIC that is not consoli-
dated with the parent banking organization
is treated as a nonfinancial equity invest-
ment.

288ee 12 U.S.C. 1843(c)(6), (c)(7) and
(k)(@H); 156 TU.S.C. 682(b); 12 CFR
211.5(b)(1)(iii); and 12 U.S.C. 1831a. In a case
in which the Board of Directors of the FDIC,

12 CFR Ch. Il (1-1-21 Edition)

an entity that engages in any activity that
has not been determined to be financial in
nature or incidental to financial activities
under section 4(k) of the Bank Holding Com-
pany Act (12 U.S.C. 1843(k)).

c. Amount of deduction from core capital. i.
The bank holding company must deduct
from its core capital elements the sum of the
appropriate percentages, as set forth in
Table 1, of the adjusted carrying value of all
nonfinancial equity investments held by the
bank holding company. The amount of the
percentage deduction increases as the aggre-
gate amount of nonfinancial equity invest-
ments held by the bank holding company in-
creases as a percentage of the bank holding
company’s Tier 1 capital.

TABLE 1—DEDUCTION FOR NONFINANCIAL
EQUITY INVESTMENTS

Deduction from
Core Capital Ele-
ments (as a per-

centage of the ad-
justed carrying
value of the in-

Aggregate adjusted carrying value of all

nonfinancial equity investments held di-

rectly or indirectly by the bank holding

company (as a percentage of the Tier 1

capital of the parem)tianking organiza-
tion

vestment)
Less than 15 percent 8 percent.
15 percent to 24.99 percent .. | 12 percent.
25 percent and above ..........cccoceeieenne 25 percent.

1For purposes of calculating the adjusted carrying value of
nonfinancial equity investments as a percentage of Tier 1 cap-
ital, Tier 1 capital is defined as the sum of core capital ele-
ments net of goodwill and net of all identifiable intangible as-
sets other than mortgage servicing assets, nonmortgage serv-
icing 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 en-
hancing I/Os (both purchased and retained), any disallowed
deferred tax assets, and any nonfinancial equity investments.

ii. 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 holding company’s Tier 1 capital.
For example, if the adjusted carrying value
of all nonfinancial equity investments held
by a bank holding company equals 20 percent
of the Tier 1 capital of the bank holding
company, then the amount of the deduction
would be 8 percent of the adjusted carrying
value of all investments up to 15 percent of
the company’s Tier 1 capital, and 12 percent

acting directly in exceptional cases and after
a review of the proposed activity, has per-
mitted a lesser capital deduction for an in-
vestment approved by the Board of Directors
under section 24 of the Federal Deposit In-
surance Act, such deduction shall also apply
to the consolidated bank holding company
capital calculation so long as the bank’s in-
vestments under section 24 and SBIC invest-
ments represent, in the aggregate, less than
15 percent of the Tier 1 capital of the bank.
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of the adjusted carrying value of all invest-
ments in excess of 15 percent of the com-
pany’s Tier 1 capital.

iii. The total adjusted carrying value of
any nonfinancial equity investment that is
subject to deduction under this paragraph is
excluded from the bank holding company’s
risk-weighted assets for purposes of com-
puting the denominator of the company’s
risk-based capital ratio.29

iv. As noted in section I, this appendix es-
tablishes minimum risk-based capital ratios
and banking organizations are at all times
expected to maintain capital commensurate
with the level and nature of the risks to
which they are exposed. The risk to a bank-
ing organization from nonfinancial equity
investments increases with its concentration
in such investments and strong capital levels
above the minimum requirements are par-
ticularly important when a banking organi-
zation has a high degree of concentration in
nonfinancial equity investments (e.g., in ex-
cess of 50 percent of Tier 1 capital). The Fed-
eral Reserve intends to monitor banking or-
ganizations and apply heightened super-
vision to equity investment activities as ap-
propriate, including where the banking orga-
nization has a high degree of concentration
in nonfinancial equity investments, to en-
sure that each organization maintains cap-
ital levels that are appropriate in light of its
equity investment activities. The Federal
Reserve also reserves authority to impose a
higher capital charge in any case where the
circumstances, such as the level of risk of
the particular investment or portfolio of in-
vestments, the risk management systems of
the banking organization, or other informa-
tion, indicate that a higher minimum capital
requirement is appropriate.

d. SBIC investments. i. No deduction is re-
quired for nonfinancial equity investments
that are held by a bank holding company
through one or more SBICs that are consoli-
dated with the bank holding company or in
one or more SBICs that are not consolidated
with the bank holding company to the ex-
tent that all such investments, in the aggre-
gate, do not exceed 15 percent of the aggre-
gate of the bank holding company’s pro rata
interests in the Tier 1 capital of its sub-
sidiary banks. Any nonfinancial equity in-
vestment that is held through or in an SBIC
and not required to be deducted from Tier 1
capital under this section II.B.5.d. will be as-
signed a 100 percent risk-weight and included

29 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 risk-weighted as-
sets in calculating the denominator for the
risk-based capital ratio.
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in the parent holding company’s consoli-
dated risk-weighted assets. 30

ii. To the extent the adjusted carrying
value of all nonfinancial equity investments
that a bank holding company holds through
one or more SBICs that are consolidated
with the bank holding company or in one or
more SBICs that are not consolidated with
the bank holding company exceeds, in the
aggregate, 15 percent of the aggregate Tier 1
capital of the company’s subsidiary banks,
the appropriate percentage of such amounts
(as set forth in Table 1) must be deducted
from the bank holding company’s core cap-
ital elements. In addition, the aggregate ad-
justed carrying value of all nonfinancial eq-
uity investments held through a consoli-
dated SBIC and in a non-consolidated SBIC
(including any investments for which no de-
duction is required) must be included in de-
termining, for purposes of Table 1, the total
amount of nonfinancial equity investments
held by the bank holding company in rela-
tion to its Tier 1 capital.

e. Transition provisions. No deduction under
this section II.B.5 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 holding company prior to
March 13, 2000, or that was made after such

30If a bank holding company has an invest-

ment in an SBIC that is consolidated for ac-
counting purposes but that is not wholly
owned by the bank holding company, the ad-
justed carrying value of the bank holding
company’s nonfinancial equity investments
through the SBIC is equal to the holding
company’s proportionate share of the ad-
justed carrying value of the SBIC’s equity
investments in nonfinancial companies. The
remainder of the SBIC’s adjusted carrying
value (i.e. the minority interest holders’ pro-
portionate share) is excluded from the risk-
weighted assets of the bank holding com-
pany. If a bank holding company has an in-
vestment in a SBIC that is not consolidated
for accounting purposes and has current in-
formation that identifies the percentage of
the SBIC’s assets that are equity invest-
ments in nonfinancial companies, the bank
holding company may reduce the adjusted
carrying value of its investment in the SBIC
proportionately to reflect the percentage of
the adjusted carrying value of the SBIC’s as-
sets that are not equity investments in non-
financial companies. If a bank holding com-
pany 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 percent and included in the
bank’s risk-weighted assets.
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date pursuant to a binding written commit-
ment3! entered into by the bank holding
company prior to March 13, 2000, provided
that in either case the bank holding com-
pany has continuously held the investment
since the relevant investment date.32 For
purposes of this section II.B.5.e., a non-
financial equity investment made prior to
March 13, 2000, includes any shares or other
interests received by the bank holding com-
pany through a stock split or stock dividend
on an investment made prior to March 13,
2000, provided the bank holding company
provides no consideration for the shares or
interests received and the transaction does
not materially increase the bank’ holding
company’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 holding company provides any consid-
eration for the shares or interests received
upon exercise of the options or warrants.
Any nonfinancial equity investment (or por-
tion thereof) that is not required to be de-
ducted from Tier 1 capital under this section
II.B.5.e. must be included in determining the
total amount of nonfinancial equity invest-

31 A “binding written commitment’” means
a legally binding written agreement that re-
quires the banking organization 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 banking organization
the right to acquire equity or make an in-
vestment, but do not require the banking or-
ganization to take such actions, are not con-
sidered a binding written commitment for
purposes of this section I1.B.5.

32For example, if a bank holding company
made an equity investment in 100 shares of a
nonfinancial company prior to March 13,
2000, that investment would not be subject to
a deduction under this section II.B.5. How-
ever, if the bank holding company 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 com-
pany, and such investment was not made
pursuant to a binding written commitment
entered into before March 13, 2000, the ad-
justed carrying value of the additional in-
vestment would be subject to a deduction
under this section II.B.5. In addition, if the
bank holding company sold and repurchased
shares of the company after March 13, 2000,
the adjusted carrying value of the re-ac-
quired shares would be subject to a deduc-
tion under this section II.B.5.

33Unrealized
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ments held by the bank holding company in
relation to its Tier 1 capital for purposes of
Table 1. In addition, any nonfinancial equity
investment (or portion thereof) that is not
required to be deducted from Tier 1 capital
under this section II.B.5.e. will be assigned a
100-percent risk weight and included in the
bank holding company’s consolidated risk-
weighted assets.

f. Adjusted carrying value. i. For purposes of
this section II.B.5., the ‘‘adjusted carrying
value” of investments is the aggregate value
at which the investments are carried on the
balance sheet of the consolidated bank hold-
ing company reduced by any unrealized gains
on those investments that are reflected in
such carrying value but excluded from the
bank holding company’s Tier 1 capital and
associated deferred tax liabilities. For exam-
ple, for investments held as available-for-
sale (AFS), the adjusted carrying value of
the investments would be the aggregate car-
rying value of the investments (as reflected
on the consolidated balance sheet of the
bank holding company) 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. 33

ii. 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 parent
banking organization’s adjusted carrying
value of the investment is determined under
the equity method of accounting (net of any
intangibles associated with the investment
that are deducted from the consolidated
bank holding company’s core capital in ac-
cordance with section II.B.1 of this appen-
dix). Even though the assets of the non-
financial company are consolidated for ac-
counting purposes, these assets (as well as
the credit equivalent amounts of the com-
pany’s off-balance sheet items) should be ex-
cluded from the banking organization’s risk-
weighted assets for regulatory capital pur-
poses.

g. Equity investments. For purposes of this
section II.B.5, an equity investment means
any equity instrument (including common
stock, preferred stock, partnership interests,
interests in limited liability companies,

gains on AFS investments
may be included in supplementary capital to
the extent permitted under section II.A.2.e of
this appendix A. In addition, the unrealized
losses on AFS equity investments are de-
ducted from Tier 1 capital in accordance
with section II.A.l.a of this appendix A.
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trust certificates and warrants and call op-
tions that give the holder the right to pur-
chase an equity instrument), any equity fea-
ture of a debt instrument (such as a warrant
or call option), and any debt instrument that
is convertible into equity where the instru-
ment or feature is held under one of the legal
authorities listed in section II.B.5.b. of this
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appendix. An investment in any other instru-
ment (including subordinated debt) may be
treated as an equity investment if, in the
judgment of the Federal Reserve, the instru-
ment is the functional equivalent of equity
or exposes the state member bank to essen-
tially the same risks as an equity instru-
ment.

ATTACHMENT [l—SUMMARY OF DEFINITION OF QUALIFYING CAPITAL FOR BANK HOLDING COMPANIES*
[Using the Year-End 1992 Standard]

Components

Minimum requirements

CORE CAPITAL (Tier 1)
Common stockholders’ equity
Qualifying noncumulative perpetual preferred stock ...

Qualifying cumulative perpetual preferred stock

Minority interest in equity accounts of consolidated
subsidiaries.

Less: Gooduwill, other intangible assets, credit-enhancing inter-
est-only strips and nonfinancial equity investments required
to be deducted from capital !

SUPPLEMENTARY CAPITAL (Tier 2)

Allowance for loan and lease losses

Perpetual preferred stock

Hybrid capital instruments and equity contract notes ...

Subordinated debt and intermediate-term preferred
stock (original weighted average maturity of 5 years
or more).

Revaluation reserves (equity and building)

DEDUCTIONS (from sum of tier 1 and tier 2)
Investments in unconsolidated subsidiaries

Reciprocal holdings of banking organizations’ capital securities
Other deductions (such as other subsidiaries or joint
ventures) as determined by supervisory authority.

TOTAL CAPITAL (tier 1 + tier 2— deductions)

Must equal or exceed 4% of weighted-risk assets.

No limit.

No limit; bank holding companies should avoid undue reliance
on preferred stock in tier 1.

Limited to 25% of the sum of common stock, qualifying per-
petual stock, and minority interests.

Organizations should avoid using minority interests to intro-
duce elements not otherwise qualifying for tier 1 capital.

Total of tier 2 is limited to 100% of tier 1.2

Limited to 1.25% of weighted-risk assets. 2

No limit within tier 2.

No limit within tier 2.

Subordinated debt and intermediate-term preferred stock are
limited to 50% of tier 12; amortized for capital purposes as
they approach maturity.

Not included; organizations encouraged to disclose; may be
evaluated on a case-by-case basis for international compari-
sons; and taken into account in making an overall assess-
ment of capital.

As a general rule, one-half of the aggregate investments will
be deducted from tier 1 capital and one-half from tier 2 cap-
ital. 3

On a case-by-case basis or as a matter of policy after a formal
rulemaking.
Must equal or exceed 8% of weighted-risk assets.

"Requirements for the deduction of other intangible assets and residual interests are set forth in section 11.B.1. of this appen-

dix.

2 Amounts in excess of limitations are permitted but do not qualify as capital.
3 A proportionately greater amount may be deducted from tier 1 capital, if the risks associated with the subsidiary so warrant.
*See discussion in section Il of the guidelines for a complete description of the requirements for, and the limitations on, the

components of qualifying capital.

III. PROCEDURES FOR COMPUTING WEIGHTED
RISK ASSETS AND OFF-BALANCE SHEET ITEMS

A. Procedures

Assets and credit equivalent amounts of
off-balance sheet items of bank holding com-
panies are assigned to one of several broad
risk categories, according to the obligor, or,
if relevant, the guarantor or the nature of
the collateral. The aggregate dollar value of
the amount in each category is then multi-
plied by the risk weight associated with that
category. The resulting weighted values
from each of the risk categories are added
together, and this sum is the banking orga-
nization’s total weighted risk assets that
comprise the denominator of the risk-based
capital ratio. Attachment I provides a sam-
ple calculation.

Risk weights for all off-balance sheet
items are determined by a two-step process.
First, the ‘‘credit equivalent amount’’ of off-
balance sheet items is determined, in most
cases, by multiplying the off-balance sheet
item by a credit conversion factor. Second,
the credit equivalent amount is treated like
any balance sheet asset and generally is as-
signed to the appropriate risk category ac-
cording to the obligor, or, if relevant, the
guarantor or the nature of the collateral.

In general, if a particular item qualifies for
placement in more than one risk category, it
is assigned to the category that has the low-
est risk weight. A holding of a U.S. munic-
ipal revenue bond that is fully guaranteed by
a U.S. bank, for example, would be assigned
the 20 percent risk weight appropriate to
claims guaranteed by U.S. banks, rather
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than the 50 percent risk weight appropriate
to U.S. municipal revenue bonds. 3¢

The Federal Reserve will, on a case-by-case
basis, determine the appropriate risk weight
for any asset or credit equivalent amount of
an off-balance sheet item that does not fit
wholly within the terms of one of the risk
weight categories set forth below or that im-
poses risks on a bank holding company that
are incommensurate with the risk weight
otherwise specified below for the asset or off-
balance sheet item. In addition, the Federal
Reserve will, on a case-by-case basis, deter-
mine the appropriate credit conversion fac-
tor for any off-balance sheet item that does
not fit wholly within the terms of one of the
credit conversion factors set forth below or
that imposes risks on a banking organization
that are incommensurate with the credit
conversion factors otherwise specified below

34 An investment in shares of a fund whose
portfolio consists primarily of various secu-
rities or money market instruments that, if
held separately, would be assigned to dif-
ferent risk categories, generally is assigned
to the risk category appropriate to the high-
est risk-weighted asset that the fund is per-
mitted to hold in accordance with the stated
investment objectives set forth in the pro-
spectus. An organization may, at its option,
assign a fund investment on a pro rata basis
to different risk categories according to the
investment limits in the fund’s prospectus.
In no case will an investment in shares in
any fund be assigned to a total risk weight of
less than 20 percent. If an organization
chooses to assign a fund investment on a pro
rata basis, and the sum of the investment
limits of assets in the fund’s prospectus ex-
ceeds 100 percent, the organization must as-
sign 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 gen-
erally will be disregarded when determining
the risk category into which the organiza-
tion’s holding in the overall fund should be
assigned. The prudent use of hedging instru-
ments by a fund to reduce the risk of its as-
sets will not increase the risk weighting of
the fund investment. For example, the use of
hedging instruments by a fund to reduce the
interest rate risk of its government bond
portfolio will not increase the risk weight of
that fund above the 20 percent category.
Nonetheless, if a fund engages in any activi-
ties that appear speculative in nature or has
any other characteristics that are incon-
sistent with the preferential risk weighting
assigned to the fund’s assets, holdings in the
fund will be assigned to the 100 percent risk
category.

12 CFR Ch. Il (1-1-21 Edition)

for the off-balance sheet item. In making
such a determination, the Federal Reserve
will consider the similarity of the asset or
off-balance sheet item to assets or off-bal-
ance sheet items explicitly treated in the
guidelines, as well as other relevant factors.

B. Collateral, Guarantees, and Other
Considerations

1. Collateral. The only forms of collateral
that are formally recognized by the risk-
based capital framework are: Cash on deposit
in a subsidiary lending institution; securities
issued or guaranteed by the central govern-
ments of the OECD-based group of coun-
tries,3® U.S. Government agencies, or U.S.
Government-sponsored agencies; and securi-
ties issued by multilateral lending institu-
tions or regional development banks. Claims
fully secured by such collateral generally are
assigned to the 20 percent risk-weight cat-
egory. Collateralized transactions meeting
all the conditions described in section
III.C.1. may be assigned a zero percent risk
weight.

With regard to collateralized claims that
may be assigned to the 20 percent risk-
weight category, the extent to which quali-
fying securities are recognized as collateral
is determined by their current market value.
If such a claim is only partially secured, that
is, the market value of the pledged securities
is less than the face amount of a balance-
sheet asset or an off-balance-sheet item, the

35The 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.

310



Federal Reserve System

portion that is covered by the market value
of the qualifying collateral is assigned to the
20 percent risk category, and the portion of
the claim that is not covered by collateral in
the form of cash or a qualifying security is
assigned to the risk category appropriate to
the obligor or, if relevant, the guarantor.
For example, to the extent that a claim on a
private sector obligor is collateralized by the
current market value of U.S. Government se-
curities, it would be placed in the 20 percent
risk category and the balance would be as-
signed to the 100 percent risk category.

2. 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, and foreign banks are also recognized.
If a claim is partially guaranteed, that is,
coverage of the guarantee is less than the
face amount of a balance sheet asset or an
off-balance sheet item, the portion that is
not fully covered by the guarantee is as-
signed to the risk category appropriate to
the obligor or, if relevant, to any collateral.
The face amount of a claim covered by two
types of guarantees that have different risk
weights, such as a U.S. Government guar-
antee and a state guarantee, is to be appor-
tioned between the two risk categories ap-
propriate to the guarantors.

The existence of other forms of collateral
or guarantees that the risk-based capital
framework does not formally recognize may
be taken into consideration in evaluating
the risks inherent in an organization’s loan
portfolio—which, in turn, would affect the
overall supervisory assessment of the organi-
zation’s capital adequacy.

3. Recourse obligations, direct credit sub-
stitutes, residual interests, and asset- and mort-
gage-backed securities. Direct credit sub-
stitutes, assets transferred with recourse,
and securities issued in connection with
asset securitizations and structured
financings are treated as described below.
The term  ‘‘asset securitizations” or
“‘securitizations’ in this rule includes struc-
tured financings, as well as asset
securitization transactions.

a. Definitions—i. 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.”

ii. 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 holding
company to protect investors from losses
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arising from credit risk in the assets trans-
ferred or the loans serviced. Credit-enhanc-
ing representations and warranties include
promises to protect a party from losses re-
sulting from the default or nonperformance
of another party or from an insufficiency in
the value of the collateral. Credit-enhancing
representations and warranties do not in-
clude:

1. Barly 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;

2. 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

3. Warranties that permit the return of as-
sets in instances of misrepresentation, fraud
or incomplete documentation.

iii. Direct credit substitute means an ar-
rangement in which a bank holding company
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 holding company (third-
party asset) and the risk assumed by the
bank holding company exceeds the pro rata
share of the bank holding company’s interest
in the third-party asset. If the bank holding
company has no claim on the third-party
asset, then the bank holding company’s as-
sumption of any credit risk with respect to
the third party asset is a direct credit sub-
stitute. Direct credit substitutes include, but
are not limited to:

1. Financial standby letters of credit that
support financial claims on a third party
that exceed a bank holding company’s pro
rata share of losses in the financial claim;

2. Guarantees, surety arrangements, credit
derivatives, and similar instruments backing
financial claims that exceed a bank holding
company’s pro rata share in the financial
claim;

3. Purchased subordinated interests or se-
curities that absorb more than their pro rata
share of losses from the underlying assets;

4. Credit derivative contracts under which
the bank holding company assumes more
than its pro rata share of credit risk on a
third party exposure;

5. Loans or lines of credit that provide
credit enhancement for the financial obliga-
tions of an account party;

6. Purchased loan servicing assets if the
servicer is responsible for credit losses or if
the servicer makes or assumes credit-en-
hancing representations and warranties with
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respect to the loans serviced. Mortgage
servicer cash advances that meet the condi-
tions of section III.B.3.a.viii. of this appendix
are not direct credit substitutes;

7. Clean-up calls on third party assets.
Clean-up calls that are 10 percent or less of
the original pool balance that are exer-
cisable at the option of the bank holding
company are not direct credit substitutes;
and

8. Liquidity facilities that provide liquid-
ity support to ABCP (other than eligible
ABCP liquidity facilities).

iv. 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.

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

vi. 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.

vii. 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.

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

1. To repay money borrowed by, or ad-
vanced to, or for the account of, a second
party (the account party), or

2. 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.

ix. 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
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the event that funds are required to repay
maturing ABCP.

xX. Mortgage servicer cash advance means
funds that a residential mortgage loan
servicer advances to ensure an uninterrupted
flow of payments, including advances made
to cover foreclosure costs or other expenses
to facilitate the timely collection of the
loan. A mortgage servicer cash advance is
not a recourse obligation or a direct credit
substitute if:

1. The servicer is entitled to full reim-
bursement and this right is not subordinated
to other claims on the cash flows from the
underlying asset pool; or

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

xi. Nationally recognized statistical rating or-
ganization (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.

xii. Recourse means the retention, by a
bank holding company, in form or in sub-
stance, of any credit risk directly or indi-
rectly associated with an asset it has trans-
ferred and sold that exceeds a pro rata share
of the banking organization’s claim on the
asset. If a banking organization has no claim
on a transferred asset, then the retention of
any risk of credit loss is recourse. A recourse
obligation typically arises when a bank hold-
ing company transfers assets and retains an
explicit obligation to repurchase the assets
or absorb losses due to a default on the pay-
ment of principal or interest or any other de-
ficiency in the performance of the under-
lying obligor or some other party. Recourse
may also exist implicitly if a bank holding
company provides credit enhancement be-
yond any contractual obligation to support
assets it has sold. The following are exam-
ples of recourse arrangements:

1. Credit-enhancing representations and
warranties made on the transferred assets;

2. Loan servicing assets retained pursuant
to an agreement under which the bank hold-
ing company will be responsible for credit
losses associated with the loans being serv-
iced. Mortgage servicer cash advances that
meet the conditions of section III.B.3.a.X. of
this appendix are not recourse arrangements;

3. Retained subordinated interests that ab-
sorb more than their pro rata share of losses
from the underlying assets;

4. Assets sold under an agreement to repur-
chase, if the assets are not already included
on the balance sheet;

5. Loan strips sold without contractual re-
course where the maturity of the transferred
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loan is shorter than the maturity of the
commitment under which the loan is drawn;

6. Credit derivatives issued that absorb
more than the bank holding company’s pro
rata share of losses from the transferred as-
sets;

7. 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 holding company are not
recourse arrangements; and

8. Liquidity facilities that provide liquid-
ity support to ABCP (other than eligible
ABCP liquidity facilities).

xiii. 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) of financial assets, whether
through a securitization or otherwise, and
that exposes the bank holding company to
credit risk directly or indirectly associated
with the transferred assets that exceeds a
pro rata share of the bank holding com-
pany’s claim on the assets, whether through
subordination provisions or other credit en-
hancement techniques. Residual interests
generally include credit-enhancing I/Os,
spread accounts, cash collateral accounts,
retained subordinated interests, other forms
of over-collateralization, and similar assets
that function as a credit enhancement. Re-
sidual interests further include those expo-
sures that, in substance, cause the bank
holding company to retain the credit risk of
an asset or exposure that had qualified as a
residual 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 this appendix.

xiv. Risk participation means a participa-
tion in which the originating party remains
liable to the beneficiary for the full amount
of an obligation (e.g., a direct credit sub-
stitute) notwithstanding that another party
has acquired a participation in that obliga-
tion.

xv. 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.

xvi. Sponsor means a bank holding com-
pany that establishes an ABCP program; ap-
proves the sellers permitted to participate in
the program; approves the asset pools to be
purchased by the program; or administers
the program by monitoring the assets, ar-
ranging for debt placement, compiling
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monthly reports, or ensuring compliance
with the program documents and with the
program’s credit and investment policy.

xvii. Structured finance program means a
program where vreceivable interests and
asset-backed securities issued by multiple
participants are purchased by a special pur-
pose entity that repackages those exposures
into securities that can be sold to investors.
Structured finance programs allocate credit
risks, generally, between the participants
and credit enhancement provided to the pro-
gram.

xviii. 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 weight
of recourse obligations and direct credit sub-
stitutes. i. Credit equivalent amount. Except as
otherwise provided in sections III.B.3.c.
through f. and III.B.5. of this appendix, the
credit-equivalent amount for a recourse obli-
gation or direct credit substitute is the full
amount of the credit-enhanced assets for
which the bank holding company directly or
indirectly retains or assumes credit risk
multiplied by a 100 percent conversion fac-
tor.

ii. Risk-weight factor. To determine the
bank holding company’s risk-weight factor
for off-balance sheet recourse obligations
and direct credit substitutes, the credit
equivalent amount is assigned to the risk
category appropriate to the obligor in the
underlying transaction, after considering
any associated guarantees or collateral. For
a direct credit substitute that is an on-bal-
ance sheet asset (e.g., a purchased subordi-
nated security), a bank holding company
must calculate risk-weighted assets using
the amount of the direct credit substitute
and the full amount of the assets it supports,
i.e., all the more senior positions in the
structure. The treatment of direct credit
substitutes that have been syndicated or in
which risk participations have been con-
veyed or acquired is set forth in section
III.D.1 of this appendix.

c. Externally-rated positions: credit-equiva-
lent amounts and risk weights of recourse obli-
gations, direct credit substitutes, residual inter-
ests, and asset- and mortgage-backed securities
(including asset-backed commercial paper)—i.
Traded positions. With respect to a recourse
obligation, direct credit substitute, residual
interest (other than a credit-enhancing I/
Ostrip) or asset- and mortgage-backed secu-
rity (including asset-backed commercial
paper) that is a traded position and that has
received an external rating on a long-term
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position that is one grade below investment other similar instruments, such as interest-
grade or better or a short-term rating that is only or principal-only strips that are not
investment grade, the bank holding company  credit enhancements, must be assigned to
may multiply the face amount of the posi-  the 100 percent risk category. If a traded po-
tion by the appropriate risk weight, deter-  gition has received more than one external
mined in accordance with the tables below.  rating the lowest single rating will apply.
Stripped mortgage-backed securities and

Long-term rating category Examples ﬁr']sgé"r'gé%?;
Highest or second highest investment grade .. 20
Third highest investment grade ...... 50
Lowest investment grade ... | BBB 100
One category below investment grade .. 1 BB .. BN 200
Short-term rating Examples (Fllrllsl;g:gé%rtl;
Highest investment grade 20
Second highest investment grade .. 50
Lowest investment grade 100

ii. Non-traded positions. A recourse obliga- chased and retained) in accordance with sec-
tion, direct credit substitute, or residual in- tions II.B.2.c. through e. of this appendix, a
terest (but not a credit-enhancing I/O strip) bank holding company must maintain risk-
extended in connection with a securitization based capital for a credit-enhancing I/O strip
that is not a traded position may be assigned (both purchased and retained), regardless of
a risk weight in accordance with section the external rating on that position, equal to

II1.B.3.c.i. of this appendix if: the remaining amount of the credit-enhanc-
1. It has been externally rated by more ing I/O (net of any existing associated de-
than one NRSRO; ferred tax liability), even if the amount of

2. It has received an external rating on a risk-based capital required to be maintained
long-term position that is one grade below exceeds the full risk-based capital require-
investment grade or better or on a short- ment for the assets transferred. Transactions
term position that is investment grade by all that, in substance, result in the retention of

NRSROs providing a rating; credit risk associated with a transferred
3. The ratings are publicly available; and credit-enhancing I/O strip will be treated as
4. The ratings are based on the same cri- if the credit-enhancing I/O strip was retained

teria used to rate traded positions. by the bank holding company and not trans-
If the ratings are different, the lowest rat- ferred.

ing will determine the risk category to ii. Capital requirement for other residual in-

which the recourse obligation, direct credit terests. 1. If a residual interest does not meet
substitute, or residual interest will be as- the requirements of sections III.B.3.c. or d. of
signed. this appendix, a bank holding must maintain
d. Senior positions not externally rated. For a  risk-based capital equal to the remaining
recourse obligation, direct credit substitute, amount of the residual interest that is re-
residual interest, or asset-or mortgage- tained on the balance sheet (net of any exist-
backed security that is not externally rated ing associated deferred tax liability), even if
but is senior or preferred in all features to a the amount of risk-based capital required to
traded position (including collateralization be maintained exceeds the full risk-based
and maturity), a bank holding company may capital requirement for the assets trans-
apply a risk weight to the face amount of the ferred. Transactions that, in substance, re-
senior position in accordance with section sult in the retention of credit risk associated
ITI.B.3.c.i. of this appendix, based on the with a transferred residual interest will be
traded position, subject to any current or treated as if the residual interest was re-
prospective supervisory guidance and the tained by the bank holding company and not
bank holding company satisfying the Federal transferred.
Reserve that this treatment is appropriate. 2. Where the aggregate capital requirement
This section will apply only if the traded for residual interests and other recourse ob-
subordinated position provides substantive ligations in connection with the same trans-
credit support to the unrated position until fer of assets exceed the full risk-based cap-
the unrated position matures. ital requirement for those assets, a bank
e. Capital requirement for residual interests—  holding company must maintain risk-based
i. Capital requirement for credit-enhancing I/O  capital equal to the greater of the risk-based
strips. After applying the concentration limit capital requirement for the residual interest
to credit-enhancing I/O strips (both pur- as calculated under section III.B.3.e.ii.l. of
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this appendix or the full risk-based capital
requirement for the assets transferred.

f. Positions that are not rated by an NRSRO.
A position (but not a residual interest) main-
tained in connection with a securitization
and that is not rated by a NRSRO may be
risk-weighted based on the bank holding
company’s determination of the credit rating
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of the position, as specified in the table
below, multiplied by the face amount of the
position. In order to obtain this treatment,
the bank holding company’s system for de-
termining the credit rating of the position
must meet one of the three alternative
standards set out in sections III.B.3.f.i.
through III.B.3.f.iii. of this appendix.

Rating category Examples ::I{:\s};()ev:gle%q;
Highest or second highest investment grade 100
Third highest investment grade ...... AL 100
Lowest investment grade BBB 100
One category below investment grade BB .. e 200

i. Internal risk rating used for asset-backed
programs. A direct credit substitute (other
than a purchased credit-enhancing I/0O) is as-
sumed in connection with an asset-backed
commercial paper program sponsored by the
bank holding company and the bank holding
company is able to demonstrate to the satis-
faction of the Federal Reserve, prior to rely-
ing upon its use, that the bank holding com-
pany’s internal credit risk rating system is
adequate. Adequate internal credit risk rat-
ing systems usually contain the following
criteria:

1. The internal credit risk system is an in-
tegral part of the bank holding company’s
risk management system, which explicitly
incorporates the full range of risks arising
from a bank holding company’s participation
in securitization activities;

2. 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;

3. The bank holding company’s internal
credit risk 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;

4. The bank holding company’s internal
credit risk system must identify gradations
of risk among ‘‘pass’ assets and other risk
positions;

5. The bank holding company must have
clear, explicit criteria that are used to clas-
sify assets into each internal risk grade, in-
cluding subjective factors;

6. The bank holding company must have
independent credit risk management or loan
review personnel assigning or reviewing the
credit risk ratings;

7. The bank holding company must have an
internal audit procedure that periodically
verifies that the internal credit risk ratings
are assigned in accordance with the estab-
lished criteria;

8. The bank holding company must mon-
itor the performance of the internal credit
risk ratings assigned to nonrated, nontraded
direct credit substitutes over time to deter-
mine the appropriateness of the initial credit
risk rating assignment and adjust individual
credit risk ratings, or the overall internal
credit risk ratings system, as needed; and

9. The internal credit risk system must
make credit risk rating assumptions that are
consistent with, or more conservative than,
the credit risk rating assumptions and meth-
odologies of NRSROs.

ii. Program Ratings. A direct credit sub-
stitute or recourse obligation (other than a
residual interest) is assumed or retained in
connection with a structured finance pro-
gram and a 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 holding company
may apply the rating category that cor-
responds to the bank holding company’s po-
sition. In order to rely on a program rating,
the bank holding company must dem-
onstrate to the Federal Reserve’s satisfac-
tion that the credit risk rating assigned to
the program meets the same standards gen-
erally used by NRSROs for rating traded po-
sitions. The bank holding company must
also demonstrate to the Federal Reserve’s
satisfaction that the criteria underlying the
NRSRO’s assignment of ratings for the pro-
gram are satisfied for the particular posi-
tion. If a bank holding company participates
in a securitization sponsored by another
party, the Federal Reserve may authorize
the bank holding company to use this ap-
proach based on a programmatic rating ob-
tained by the sponsor of the program.

iii. Computer Program. The bank holding
company is using an acceptable credit as-
sessment computer program to determine
the rating of a direct credit substitute or re-
course obligation (but not residual interest)
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issued in connection with a structured fi-
nance program. A NRSRO must have devel-
oped the computer program, and the bank
holding company must demonstrate to the
Federal Reserve’s satisfaction that ratings
under the program correspond credibly and
reliably with the rating of traded positions.

g. Limitations on risk-based capital require-
ments—i. Low-level exposure. If the maximum
contractual exposure to loss retained or as-
sumed by a bank holding company in connec-
tion with a recourse obligation or a direct
credit substitute is less than the effective
risk-based capital requirement for the en-
hanced assets, the risk-based capital require-
ment is limited to the maximum contractual
exposure, less any liability account estab-
lished in accordance with generally accepted
accounting principles. This limitation does
not apply when a bank holding company pro-
vides credit enhancement beyond any con-
tractual obligation to support assets it has
sold.

ii. Mortgage-related securities or participation
certificates retained in a mortgage loan swap. If
a bank holding company holds a mortgage-
related security or a participation certifi-
cate as a result of a mortgage loan swap with
recourse, capital is required to support the
recourse obligation plus the percentage of
the mortgage-related security or participa-
tion certificate that is not covered by the re-
course obligation. The total amount of cap-
ital required for the on-balance sheet asset
and the recourse obligation, however, is lim-
ited to the capital requirement for the un-
derlying loans, calculated as if the organiza-
tion continued to hold these loans as on-bal-
ance sheet assets.

iii. Related on-balance sheet assets. If a re-
course obligation or direct credit substitute
subject to section III.B.3. of this appendix
also appears as a balance sheet asset, the
balance sheet asset is not included in an or-
ganization’s risk-weighted assets to the ex-
tent the value of the balance sheet asset is
already included in the off-balance sheet
credit equivalent amount for the recourse
obligation or direct credit substitute, except
in the case of loan servicing assets and simi-
lar arrangements with embedded recourse
obligations or direct credit substitutes. In
that case, both the on-balance sheet assets
and the related recourse obligations and di-
rect credit substitutes are incorporated into
the risk-based capital calculation.

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

5. Small Business Loans and Leases on Per-
sonal Property Transferred with Recourse. a.
Notwithstanding other provisions of this ap-
pendix A, a qualifying banking organization
that has transferred small business loans and
leases on personal property (small business
obligations) with recourse shall include in
weighted-risk assets only the amount of re-
tained recourse, provided two conditions are
met. First, the transaction must be treated
as a sale under GAAP and, second, the bank-
ing organization must establish pursuant to
GAAP a non-capital reserve sufficient to
meet the organization’s reasonably esti-
mated liability under the recourse arrange-
ment. Only loans and leases to businesses
that meet the criteria for a small business
concern established by the Small Business
Administration under section 3(a) of the
Small Business Act are eligible for this cap-
ital treatment.

b. For purposes of this appendix A, a bank-
ing organization is qualifying if it meets the
criteria for well capitalized or, by order of
the Board, adequately capitalized, as those
criteria are set forth in the Board’s prompt
corrective action regulation for state mem-
ber banks (12 CFR 208.40). For purposes of de-
termining whether an organization meets
these criteria, its capital ratios must be cal-
culated without regard to the capital treat-
ment for transfers of small business obliga-
tions with recourse specified in section
III.B.5.a. of this appendix A. The total out-
standing amount of recourse retained by a
qualifying banking organization on transfers
of small business obligations receiving the
preferential capital treatment cannot exceed
15 percent of the organization’s total risk-
based capital. By order, the Board may ap-
prove a higher limit.

c. If a bank holding company ceases to be
qualifying or exceeds the 15 percent capital
limitation, the preferential capital treat-
ment will continue to apply to any transfers
of small business obligations with recourse
that were consummated during the time that
the organization was qualifying and did not
exceed the capital limit.

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 exposures held in a bank-
ruptcy-remote, special purpose entity.

b. If a bank holding company has multiple
overlapping exposures (such as a program-
wide credit enhancement and multiple pool-
specific liquidity facilities) to an ABCP pro-
gram that is not consolidated for risk-based
capital purposes, the bank holding company
is not required to hold duplicative risk-based
capital under this appendix against the over-
lapping position. Instead, the bank holding
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company should apply to the overlapping po-
sition the applicable risk-based capital
treatment that results in the highest capital
charge.

C. Risk Weights

Attachment III contains a listing of the
risk categories, a summary of the types of
assets assigned to each category and the risk
weight associated with each category, that
is, 0 percent, 20 percent, 50 percent, and 100
percent. A brief explanation of the compo-
nents of each category follows.

1. Category 1: zero percent. This category in-
cludes cash (domestic and foreign) owned and
held in all offices of subsidiary depository in-
stitutions or in transit and gold bullion held
in either a subsidiary depository institu-
tion’s own vaults or in another’s vaults on
an allocated basis, to the extent it is offset
by gold bullion liabilities.36¢ The category
also includes all direct claims (including se-
curities, loans, and leases) on, and the por-
tions of claims that are directly and uncon-
ditionally guaranteed by, the central govern-
ments37 of the OECD countries and U.S. Gov-
ernment agencies,3® as well as all direct

36 All other holdings of bullion are assigned
to the 100 percent risk category.

37TA 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, and stock held in these
banks as a condition of membership is as-
signed to the zero percent risk category. The
definition of central government does not in-
clude state, provincial, or local govern-
ments; or commercial enterprises owned by
the central government. In addition, it does
not include local government entities or
commercial enterprises whose obligations
are guaranteed by the central government,
although any claims on such entities guaran-
teed by central governments are placed in
the same general risk category as other
claims guaranteed by central governments.
OECD central governments are defined as
central governments of the OECD-based
group of countries; non-OECD central gov-
ernments are defined as central governments
of countries that do not belong to the OECD-
based group of countries.

38 A U.S. Government agency is defined as
an instrumentality of the U.S. Government
whose obligations are fully and explicitly
guaranteed as to the timely payment of prin-
cipal and interest by the full faith and credit
of the U.S. Government. Such agencies in-
clude the Government National Mortgage
Association (GNMA), the Veterans Adminis-
tration (VA), the Federal Housing Adminis-
tration (FHA), the Export-Import Bank
(Exim Bank), the Overseas Private Invest-
ment Corporation (OPIC), the Commodity

Credit Corporation (CCC),
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local currency claims on, and the portions of
local currency claims that are directly and
unconditionally guaranteed by, the central
governments of non-OECD countries, to the
extent that subsidiary depository institu-
tions have liabilities booked in that cur-
rency. A claim is not considered to be uncon-
ditionally guaranteed by a central govern-
ment if the validity of the guarantee is de-
pendent upon some affirmative action by the
holder or a third party. Generally, securities
guaranteed by the U.S. Government or its
agencies that are actively traded in financial
markets, such as GNMA securities, are con-
sidered to be unconditionally guaranteed.

This category also includes claims
collateralized by cash on deposit in the sub-
sidiary lending institution or by securities
issued or guaranteed by OECD central gov-
ernments or U.S. government agencies for
which a positive margin of collateral is
maintained on a daily basis, fully taking
into account any change in the banking or-
ganization’s exposure to the obligor or
counterparty under a claim in relation to
the market value of the collateral held in
support of that claim.

This category also includes ABCP (i) pur-
chased by a bank holding company on or
after September 19, 2008, from an SEC-reg-
istered open-end investment company that
holds itself out as a money market mutual
fund under SEC Rule 2a-7 (17 CFR 270.2a-7)
and (ii) pledged by the bank holding com-
pany to a Federal Reserve Bank to secure fi-
nancing from the ABCP lending facility
(AMLF) established by the Board on Sep-
tember 19, 2008.

2. Category 2: 20 percent. a. This category
includes cash items in the process of collec-
tion, both foreign and domestic; short-term
claims (including demand deposits) on, and
the portions of short-term claims that are
guaranteed by,3® U.S. depository institu-
tions40 and foreign banks%; and long-term

and the Small
Business Administration (SBA).

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

40 See footnote 9 of this appendix for the
definition of a U.S. depository institution.
For this purpose, the definition also includes
U.S.-chartered depository institutions owned
by foreigners. However, branches and agen-
cies of foreign banks located in the U.S., as
well as all bank holding companies, are ex-
cluded.

41 See footnote 10 of this appendix for the
definition of a foreign bank. Foreign banks
Continued
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claims on, and the portions of long-term
claims that are guaranteed by, U.S. deposi-
tory institutions and OECD banks. 42

b. This category also includes the portions
of claims that are conditionally guaranteed
by OECD central governments and U.S. Gov-
ernment agencies, as well as the portions of
local currency claims that are conditionally
guaranteed by non-OECD central govern-
ments, to the extent that subsidiary deposi-
tory institutions have liabilities booked in
that currency. In addition, this category also
includes claims on, and the portions of
claims that are guaranteed by, U.S. govern-
ment-sponsored 43 agencies and claims on,
and the portions of claims guaranteed by,
the International Bank for Reconstruction
and Development (World Bank), the Inter-
national Finance Corporation, the Inter-
american Development Bank, the Asian De-
velopment Bank, the African Development
Bank, the European Investment Bank, the
European Bank for Reconstruction and De-
velopment, the Nordic Investment Bank, and
other multilateral lending institutions or re-
gional development banks in which the U.S.
government is a shareholder or contributing
member. General obligation claims on, or
portions of claims guaranteed by the full
faith and credit of, states or other political
subdivisions of the U.S. or other countries of

are distinguished as either OECD banks or
non-OECD banks. OECD banks include banks
and their branches (foreign and domestic) or-
ganized under the laws of countries (other
than the United States) that belong to the
OECD-based group of countries. Non-OECD
banks include banks and their branches (for-
eign and domestic) organized under the laws
of countries that do not belong to the OECD-
based group of countries.

42Long-term claims on, or guaranteed by,
non-OECD banks and all claims on bank
holding companies are assigned to the 100
percent risk category, as are holdings of
bank-issued securities that qualify as capital
of the issuing banks.

43 For this purpose, U.S. government-spon-
sored agencies are defined as agencies origi-
nally established or chartered by the Federal
government to serve public purposes speci-
fied by the U.S. Congress but whose obliga-
tions are not explicitly guaranteed 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 System, the Fed-
eral Home Loan Bank System, and the Stu-
dent Loan Marketing Association (SLMA).
Claims on U.S. government-sponsored agen-
cies include capital stock in a Federal Home
Loan Bank that is held as a condition of
membership in that Bank.
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the OECD—based group are also assigned to
this category. %

c. This category also includes the portions
of claims (including repurchase transactions)
collateralized by cash on deposit in the sub-
sidiary lending institution or by securities
issued or guaranteed by OECD central gov-
ernments or U.S. government agencies that
do not qualify for the zero percent risk-
weight category; collateralized by securities
issued or guaranteed by U.S. government-
sponsored agencies; or collateralized by secu-
rities issued by multilateral lending institu-
tions or regional development banks in
which the U.S. government is a shareholder
or contributing member.

d. This category also includes claims4® on,
or guaranteed by, a qualifying securities
firm 46 incorporated in the United States or
other member of the OECD-based group of
countries provided that: the qualifying secu-
rities firm has a long-term issuer credit rat-
ing, or a rating on at least one issue of long-
term debt, in one of the three highest invest-
ment grade rating categories from a nation-
ally recognized statistical rating organiza-
tion; 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 rat-
ing will be used to determine whether the
rating requirement has been met. This cat-
egory also includes a collateralized claim on

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

45Claims on a qualifying securities firm
that are instruments the firm, or its parent
company, uses to satisfy its applicable cap-
ital requirement are not eligible for this risk
weight.

46With 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 and are in
compliance with the SEC’s net capital rule,
17 CFR 240.15c3-1. With regard to securities
firms incorporated in other countries in the
OECD-based group of countries, qualifying
securities firms are those securities firms
that a banking organization is able to dem-
onstrate are subject to consolidated super-
vision and regulation (covering their direct
and indirect subsidiaries, but not necessarily
their parent organizations) comparable to
that imposed on banks in OECD countries.
Such regulation must include risk-based cap-
ital requirements comparable to those ap-
plied to banks under the Accord on Inter-
national Convergence of Capital Measure-
ment and Capital Standards (1988, as amend-
ed in 1998) (Basel Accord).
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a qualifying securities firm in such a coun-
try, without regard to satisfaction of the
rating standard, provided the claim arises
under a contract that:

(1) Is a reverse repurchase/repurchase
agreement or securities lending/borrowing
transaction executed under 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 standard indus-
try 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. 47

3. Category 3: 50 percent. This category in-
cludes loans fully secured by first liens48 on
1- to 4-family residential properties, either
owner-occupied or rented, or on multifamily
residential properties,?® that meet certain

47TFor example, a claim is exempt from the
automatic stay in bankruptcy in the United
States if it arises under a securities contract
or repurchase agreement subject to section
565 or 559 of the Bankruptcy Code, respec-
tively (11 U.S.C. 555 or 559), a qualified finan-
cial contract under section 11(e)(8) of the
Federal Deposit Insurance Act (12 U.S.C.
1821(e)(8)), or a netting contract between fi-
nancial institutions under sections 401-407 of
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).

481f a banking organization holds the first
and junior lien(s) on a residential property
and no other party holds an intervening lien,
the transaction is treated as a single loan se-
cured by a first lien for the purposes of de-
termining the loan-to-value ratio and assign-
ing a risk weight.

9 T,0ans that qualify as loans secured by 1-
to 4-family residential properties or multi-
family residential properties are listed in the
instructions to the FR Y-9C Report. In addi-
tion, for risk-based capital purposes, loans
secured by 1- to 4-family residential prop-
erties include loans to builders with substan-
tial project equity for the construction of 1-
to 4-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 deposits. Such
loans to builders will be considered pru-
dently underwritten only if the bank holding
company has obtained sufficient documenta-
tion 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
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criteria.’¢ Lioans included in this category
must have been made in accordance with
prudent underwriting standards;5! be per-
forming in accordance with their original
terms; and not be 90 days or more past due or
carried in nonaccrual status. For purposes of
this 50 percent risk weight category, a loan
modified on a permanent or trial basis solely
pursuant to the U.S. Department of Treas-
ury’s Home Affordable Mortgage Program
will be considered to be performing in ac-
cordance with its original terms. The fol-
lowing additional criteria must also be ap-
plied to a loan secured by a multifamily resi-
dential property that is included in this cat-
egory: all principal and interest payments on
the loan must have been made on time for at
least the year preceding placement in this
category, or in the case where the existing
property owner is refinancing a loan on that
property, all principal and interest payments
on the loan being refinanced must have been
made on time for at least the year preceding
placement in this category; amortization of
the principal and interest must occur over a
period of not more than 30 years and the
minimum original maturity for repayment
of principal must not be less than 7 years;
and the annual net operating income (before
debt service) generated by the property dur-
ing its most recent fiscal year must not be
less than 120 percent of the loan’s current
annual debt service (115 percent if the loan is

obtain a mortgage loan sufficient to pur-
chase the home (i.e., has a firm written com-
mitment for permanent financing of the
home upon completion).

50Residential property loans that do not
meet all the specified criteria or that are
made for the purpose of speculative property
development are placed in the 100 percent
risk category.

S1Prudent underwriting standards include
a conservative ratio of the current loan bal-
ance to the value of the property. In the case
of a loan secured by multifamily residential
property, the loan-to-value ratio is not con-
servative if it exceeds 80 percent (75 percent
if the loan is based on a floating interest
rate). Prudent underwriting standards also
dictate that a loan-to-value ratio used in the
case of originating a loan to acquire a prop-
erty would not be deemed conservative un-
less the value is based on the lower of the ac-
quisition cost of the property or appraised
(or if appropriate, evaluated) value. Other-
wise, the loan-to-value ratio generally would
be based upon the value of the property as
determined by the most current appraisal, or
if appropriate, the most current evaluation.
All appraisals must be made in a manner
consistent with the Federal banking agen-
cies’ real estate appraisal regulations and
guidelines and with the banking organiza-
tion’s own appraisal guidelines.
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based on a floating interest rate) or, in the
case of a cooperative or other not-for-profit
housing project, the property must generate
sufficient cash flow to provide comparable
protection to the institution. Also included
in this category are privately-issued mort-
gage-backed securities provided that:

(1) The structure of the security meets the
criteria described in section III(B)(3) above;

(2) if the security is backed by a pool of
conventional mortgages, on 1- to 4-family
residential or multifamily residential prop-
erties, each underlying mortgage meets the
criteria described above in this section for
eligibility for the 50 percent risk category at
the time the pool is originated;

(3) If the security is backed by privately-
issued mortgage-backed securities, each un-
derlying security qualifies for the 50 percent
risk category; and

(4) If the security is backed by a pool of
multifamily residential mortgages, principal
and interest payments on the security are
not 30 days or more past due. Privately-
issued mortgage-backed securities that do
not meet these criteria or that do not qual-
ify for a lower risk weight are generally as-
signed to the 100 percent risk category.

Also assigned to this category are revenue
(non-general obligation) bonds or similar ob-
ligations, including loans and leases, that
are obligations of states or other political
subdivisions of the U.S. (for example, munic-
ipal revenue bonds) or other countries of the
OECD-based group, but for which the govern-
ment entity is committed to repay the debt
with revenues from the specific projects fi-
nanced, rather than from general tax funds.

Credit equivalent amounts of derivative
contracts involving standard risk obligors
(that is, obligors whose loans or debt securi-
ties would be assigned to the 100 percent risk
category) are included in the 50 percent cat-
egory, unless they are backed by collateral
or guarantees that allow them to be placed
in a lower risk category.

4. Category 4: 100 percent. a. All assets not
included in the categories above are assigned
to this category, 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 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.52

52 Such assets include all nonlocal currency
claims on, and the portions of claims that
are guaranteed by, non-OECD central gov-
ernments and those portions of local cur-
rency claims on, or guaranteed by, non-
OECD central governments that exceed the
local currency liabilities held by subsidiary
depository institutions.

12 CFR Ch. Il (1-1-21 Edition)

This category includes all claims on foreign
and domestic private-sector obligors not in-
cluded in the categories above (including
loans to nondepository financial institutions
and bank holding companies); claims on
commercial firms owned by the public sec-
tor; customer liabilities to the organization
on acceptances outstanding involving stand-
ard risk claims;5 investments in fixed as-
sets, premises, and other real estate owned;
common and preferred stock of corporations,
including stock acquired for debts previously
contracted; all stripped mortgage-backed se-
curities and similar instruments; and com-
mercial and consumer loans (except those as-
signed to lower risk categories due to recog-
nized guarantees or collateral and loans se-
cured by residential property that qualify for
a lower risk weight). This category also in-
cludes claims representing capital of a quali-
fying securities firm.

c. Also included in this category are indus-
trial-development bonds and similar obliga-
tions 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 en-
terprise, not the government entity, is obli-
gated to pay the principal and interest, and
all obligations of states or political subdivi-
sions of countries that do not belong to the
OECD-based group.

d. The following assets also are assigned a
risk weight of 100 percent if they have not
been deducted from capital: investments in
unconsolidated companies, joint ventures, or
associated companies; instruments that
qualify as capital issued by other banking
organizations; and any intangibles, including
those that may have been grandfathered into
capital.

D. Off-Balance Sheet Items

The face amount of an off-balance sheet
item is generally incorporated into risk-
weighted assets in two steps. The face
amount is first multiplied by a credit con-
version factor, except for direct credit sub-
stitutes and recourse obligations as dis-
cussed in section III.D.1. of this appendix.
The resultant credit equivalent amount is

53 Customer liabilities on acceptances out-

standing involving nonstandard risk claims,
such as claims on U.S. depository institu-
tions, are assigned to the risk category ap-
propriate to the identity of the obligor or, if
relevant, the nature of the collateral or
guarantees backing the claims. Portions of
acceptances conveyed as risk participations
to U.S. depository institutions or foreign
banks are assigned to the 20 percent risk cat-
egory appropriate to short-term claims guar-
anteed by U.S. depository institutions and
foreign banks.
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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.5¢

1. Items with a 100 percent conversion factor.
a. Except as otherwise provided in section
II1.B.3. of this appendix, the full amount of
an asset or transaction supported, in whole
or in part, by a direct credit substitute or a
recourse obligation. Direct credit substitutes
and recourse obligations are defined in sec-
tion III.B.3. of this appendix.

b. Sale and repurchase agreements and for-
ward agreements. Forward agreements are
legally binding contractual obligations to
purchase assets with certain drawdown at a
specified future date. Such obligations in-
clude forward purchases, forward forward de-
posits placed,?® and partly-paid shares and
securities; they do not include commitments
to make residential mortgage loans or for-
ward foreign exchange contracts.

c. Securities lent by a banking organiza-
tion are treated in one of two ways, depend-
ing upon whether the lender is at risk of
loss. If a banking organization, as agent for
a customer, lends the customer’s securities
and does not indemnify the customer against
loss, then the transaction is excluded from
the risk-based capital calculation. If, alter-
natively, a banking organization lends its
own securities or, acting as agent for a cus-
tomer, lends the customer’s securities and
indemnifies the customer against loss, the
transaction is converted at 100 percent and
assigned to the risk weight category appro-
priate to the obligor, or, if applicable, to any
collateral delivered to the lending organiza-
tion, or the independent custodian acting on
the lending organization’s behalf. Where a
banking organization is acting as agent for a
customer in a transaction involving the
lending or sale of securities that is
collateralized by cash delivered to the bank-
ing organization, the transaction is deemed
to be collateralized by cash on deposit in a
subsidiary depository institution for pur-
poses of determining the appropriate risk-
weight category, provided that any indem-
nification is limited to no more than the dif-
ference between the market value of the se-
curities and the cash collateral received and

5¢The sufficiency of collateral and guaran-
tees for off-balance-sheet items is deter-
mined by the market value of the collateral
or the amount of the guarantee in relation
to the face amount of the item, except for
derivative contracts, for which this deter-
mination is generally made in relation to the
credit equivalent amount. Collateral and
guarantees are subject to the same provi-
sions noted under section III.B of this appen-
dix A.

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

56That is,
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any reinvestment risk associated with that
cash collateral is borne by the customer.

d. In the case of direct credit substitutes in
which a risk participations has been con-
veyed, the full amount of the assets that are
supported, in whole or in part, by the credit
enhancement are converted to a credit
equivalent amount at 100 percent. However,
the pro rata share of the credit equivalent
amount that has been conveyed through a
risk participation is assigned to whichever
risk category is lower: the risk category ap-
propriate to the obligor, after considering
any relevant guarantees or collateral, or the
risk category appropriate to the institution
acquiring the participation.®” Any remainder
is assigned to the risk category appropriate
to the obligor, guarantor, or collateral. 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 foreign
bank is assigned to the 20 percent risk cat-
egory. 58

e. In the case of direct credit substitutes in
which a risk participation has been acquired,
the acquiring banking organization’s per-
centage share of the direct credit substitute
is multiplied by the full amount of the assets
that are supported, in whole or in part, by
the credit enhancement and converted to a
credit equivalent amount at 100 percent. The
credit equivalent amount of an acquisition of
a risk participation in a direct credit sub-
stitute is assigned to the risk category ap-
propriate to the account party obligor or, if
relevant, the nature of the collateral or
guarantees.

f. In the case of direct credit substitutes
that take the form of a syndication where
each banking organization is obligated only
for its pro rata share of the risk and there is
no recourse to the originating banking orga-
nization, each banking organization will
only include its pro rata share of the assets
supported, in whole or in part, by the direct

a participation in which the
originating banking organization remains
liable to the beneficiary for the full amount
of the direct credit substitute if the party
that has acquired the participation fails to
pay when the instrument is drawn.

57T A risk participation in bankers accept-
ances conveyed to other institutions is also
assigned to the risk category appropriate to
the institution acquiring the participation
or, if relevant, the guarantor or nature of the
collateral.

58 Risk participations with a remaining ma-
turity of over one year that are conveyed to
non-OECD banks are to be assigned to the 100
percent risk category, unless a lower risk
category is appropriate to the obligor, guar-
antor, or collateral.
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credit substitute in its risk-based capital
calculation. 5

2. Items with a 50 percent conversion factor. a.
Transaction-related contingencies are con-
verted at 50 percent. Such contingencies in-
clude bid bonds, performance bonds, warran-
ties, standby letters of credit related to par-
ticular transactions, and performance stand-
by letters of credit, as well as acquisitions of
risk participation in performance standby
letters of credit. Peformance standby letters
of credit represent obligations backing the
performance of nonfinancial or commercial
contracts or undertakings. To the extent
permitted by law or regulation, performance
standby letters of credit include arrange-
ments backing, among other things, sub-
contractors’ and suppliers’ performance,
labor and materials contracts, and construc-
tion bids.

b. The unused portion of commitments
with an original maturity exceeding one
year, including underwriting commitments,
and commercial and consumer credit com-
mitments also are converted at 50 percent.
Original maturity is defined as the length of
time between the date the commitment is
issued and the earliest date on which: (1) The
banking organization can, at its option, un-
conditionally (without cause) cancel the
commitment; and (2) the banking organiza-
tion is scheduled to (and as a normal prac-
tice actually does) review the facility to de-
termine whether or not it should be ex-
tended. Such reviews must continue to be
conducted at least annually for such a facil-
ity to qualify as a short-term commitment.

c.i. Commitments are defined as any le-
gally binding arrangements that obligate a
banking organization to extend credit in the
form of loans or leases; to purchase loans, se-
curities, or other assets; or to participate in
loans and leases. They also include overdraft
facilities, revolving credit, home equity and
mortgage lines of credit, eligible ABCP li-
quidity facilities, and similar transactions.
Normally, commitments involve a written
contract or agreement and a commitment
fee, or some other form of consideration.

9 For example, if a banking organization
has a 10 percent share of a $10 syndicated di-
rect credit substitute that provides credit
support to a $100 loan, then the banking or-
ganization’s $1 pro rata share in the enhance-
ment means that a $10 pro rata share of the
loan is included in risk weighted assets.

60In the case of consumer home equity or
mortgage lines of credit secured by liens on
1-4 family residential properties, the bank is
deemed able to unconditionally cancel the
commitment for the purpose of this criterion
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 Federal law.

12 CFR Ch. Il (1-1-21 Edition)

Commitments are included 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 commitments
structured as syndications, where the bank-
ing organization is obligated solely for its
pro rata share, only the organization’s pro-
portional share of the syndicated commit-
ment is taken into account in calculating
the risk-based capital ratio.

ii. Banking organizations that are subject
to the market risk rules are required to con-
vert the notional amount of eligible ABCP
liquidity facilities, in form or in substance,
with an original maturity of over one year
that are carried in the trading account at 50
percent to determine the appropriate credit
equivalent amount even though those facili-
ties are structured or characterized as de-
rivatives or other trading book assets. Li-
quidity facilities that support ABCP, in form
or in substance, (including those positions to
which the market risk rules may not be ap-
plied as set forth in section 2(a) of appendix
E of this part) that are not eligible ABCP li-
quidity facilities are to be considered re-
course obligations or direct credit sub-
stitutes, and assessed the appropriate risk-
based capital treatment in accordance with
section ITI.B.3. of this appendix.

d. Once a commitment has been converted
at 50 percent, any portion that has been con-
veyed to U.S. depository institutions or
OECD banks as participations in which the
originating banking organization retains the
full obligation to the borrower if the partici-
pating bank fails to pay when the instru-
ment is drawn, is assigned to the 20 percent
risk category. This treatment is analogous
to that accorded to conveyances of risk par-
ticipations in standby letters of credit. The
acquisition of a participation in a commit-
ment by a banking organization is converted
at 50 percent and assigned to the risk cat-
egory appropriate to the account party obli-
gor or, if relevant, the nature of the collat-
eral or guarantees.

e. Revolving underwriting facilities
(RUFs), note issuance facilities (NIFs), and
other similar arrangements also are con-
verted at 50 percent regardless of maturity.
These are facilities under which a borrower
can issue on a revolving basis short-term
paper in its own name, but for which the un-
derwriting organizations have a legally bind-
ing commitment either to purchase any
notes the borrower is unable to sell by the
roll-over date or to advance funds to the bor-
rower.

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.
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Such contingencies generally include com-
mercial letters of credit and other documen-
tary letters of credit collateralized by the
underlying shipments.

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 also are converted at 10 percent.

b. Banking organizations that are subject
to the market risk rules are required to con-
vert the notional amount of eligible 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 appropriate credit
equivalent amount even though those facili-
ties are structured or characterized as de-
rivatives or other trading book assets. Li-
quidity facilities that support ABCP, in form
or in substance, (including those positions to
which the market risk rules may not be ap-
plied as set forth in section 2(a) of appendix
E of this part) that are not eligible ABCP li-
quidity facilities are to be considered re-
course obligations or direct credit sub-
stitutes and assessed the appropriate risk-
based capital requirement in accordance
with section III.B.3. of this appendix.

5. Items with a zero percent conversion factor.
These include unused portions of commit-
ments (with the exception of eligible ABCP
liquidity facilities) with an original matu-
rity of one year or less, or which are uncon-
ditionally cancelable at any time, provided a
separate credit decision is made before each
drawing under the facility. Unused portions
of lines of credit on retail credit cards and
related plans are deemed to be short-term
commitments if the banking organization
has the unconditional right to cancel the
line of credit at any time, in accordance with
applicable law.

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

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

a. Interest Rate Contracts. These include
single currency interest rate swaps, basis
swaps, forward rate agreements, interest
rate options purchased (including caps, col-
lars, and floors purchased), and any other in-
strument linked to interest rates that gives
rise to similar credit risks (including when-
issued securities and forward forward depos-
its accepted).

b. Exchange Rate Contracts. These include
cross-currency interest rate swaps, forward
foreign exchange contracts, currency options
purchased, and any other instrument linked
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to exchange rates that gives rise to similar
credit risks.

c. Equity Derivative Contracts. These in-
clude equity-linked swaps, equity-linked op-
tions purchased, forward equity-linked con-
tracts, and any other instrument linked to
equities that gives rise to similar credit
risks.

d. Commodity (including precious metal)
Derivative Contracts. These include com-
modity-linked swaps, commodity-linked op-
tions purchased, forward commodity-linked
contracts, and any other instrument linked
to commodities that gives rise to similar
credit risks.

e. Exceptions. Exchange rate contracts
with an original maturity of fourteen or
fewer calendar days and derivative contracts
traded on exchanges that require daily re-
ceipt and payment of cash variation margin
may be excluded from the risk-based ratio
calculation. Gold contracts are accorded the
same treatment as exchange rate contracts
except that gold contracts with an original
maturity of fourteen or fewer calendar days
are included in the risk-based ratio calcula-
tion. Over-the-counter options purchased are
included and treated in the same way as
other derivative contracts.

2. Calculation of credit equivalent amounts. a.
The credit equivalent amount of a derivative
contract that is not subject to a qualifying
bilateral netting contract in accordance with
section III.E.3. of this appendix A is equal to
the sum of (i) the current exposure (some-
times referred to as the replacement cost) of
the contract; and (ii) an estimate of the po-
tential future credit exposure of the con-
tract.

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. Mark-to-market values are
measured in dollars, regardless of the cur-
rency or currencies specified in the contract
and should reflect changes in underlying
rates, prices, and indices, as well as
counterparty credit quality.

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.
Banking organizations should use, subject to
examiner review, the effective rather than
the apparent or stated notional amount in
this calculation. The credit conversion fac-
tors are:
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CONVERSION FACTORS

[In percent]
Exchange ngmgidr:ty, Precious
Remaining maturity Interest rate rate and Equity precious? metals, ex-
gold metals cept gold
One year or less 0.0 1.0 6.0 10.0 7.0
Over one to five years 0.5 5.0 8.0 12.0 7.0
Over five years 1.5 7.5 10.0 15.0 8.0

d. For a contract that is structured such
that on specified dates any outstanding ex-
posure is settled and the terms are reset so
that the market value of the contract is
zero, the remaining maturity is equal to the
time until the next reset date. For an inter-
est rate contract with a remaining maturity
of more than one year that meets these cri-
teria, the minimum conversion factor is 0.5
percent.

e. For a contract with multiple exchanges
of principal, the conversion factor is multi-
plied by the number of remaining payments
in the contract. A derivative contract not in-
cluded in the definitions of interest rate, ex-
change rate, equity, or commodity contracts
as set forth in section III.E.1. of this appen-
dix A is subject to the same conversion fac-
tors as a commodity, excluding precious
metals.

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

g. The Board notes that the conversion fac-
tors set forth above, which are based on ob-
served volatilities of the particular types of
instruments, are subject to review and modi-
fication in light of changing volatilities or
market conditions.

3. 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
banking organization would have a claim to
receive, or obligation to pay, 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 any of the following events:
default, insolvency, liquidation, or similar
circumstances.

ii. The banking organization obtains a
written and reasoned legal opinion(s) rep-
resenting that in the event of a legal chal-
lenge—including one resulting from default,
insolvency, liquidation, or similar -cir-
cumstances—the relevant court and adminis-
trative authorities would find the banking
organization’s exposure to be the 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 con-
tracts covered by the netting contract; and

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

iii. The banking organization establishes
and maintains procedures to ensure that the
legal characteristics of netting contracts are
kept under review in the light of possible
changes in relevant law.

iv. The banking organization maintains in
its files documentation 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. 61

c. A banking organization netting indi-
vidual contracts for the purpose of calcu-
lating credit equivalent amounts of deriva-
tive contracts represents that it has met the
requirements of this appendix A and all the
appropriate documents are in the banking

61 A walkaway clause is a provision in a
netting contract that permits a non-default-
ing counterparty to make lower payments
than it would make otherwise under the con-
tract, or no payment at all, to a defaulter or
to the estate of a defaulter, even if the de-
faulter or the estate of the defaulter is a net
creditor under the contract.
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organization’s files and available for inspec-
tion by the Federal Reserve. The Federal Re-
serve may determine that a banking organi-
zation’s files are inadequate or that a net-
ting contract, or any of its underlying indi-
vidual contracts, may not be legally enforce-
able under any one of the bodies of law de-
scribed in section III.E.3.a.ii. of this appen-
dix A. If such a determination is made, the
netting contract may be disqualified from
recognition for risk-based capital purposes
or underlying individual contracts may be
treated as though they are not subject to the
netting contract.

d. The credit equivalent amount of con-
tracts that are subject to a qualifying bilat-
eral netting contract is calculated by adding
(i) the current exposure of the netting con-
tract (net current exposure) and (ii) the sum
of the estimates of potential future credit
exposures on all individual contracts subject
to the netting contract (gross potential fu-
ture exposure) adjusted to reflect the effects
of the netting contract. 62

e. The net current exposure is the sum of
all positive and negative mark-to-market
values of the individual contracts included
in 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. The Federal Reserve may deter-
mine that a netting contract qualifies for
risk-based capital netting treatment even
though certain individual contracts included
under the netting contract may not qualify.
In such instances, the nonqualifying con-
tracts should be treated as individual con-
tracts that are not subject to the netting
contract.

f. Gross potential future exposure, or Agross
is calculated by summing the estimates of
potential future exposure (determined in ac-
cordance with section III.E.2 of this appendix
A) for each individual contract subject to the
qualifying bilateral netting contract.

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

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

62 For purposes of calculating potential fu-
ture credit exposure to a  netting
counterparty for foreign exchange contracts
and other similar contracts in which no-
tional principal is equivalent to cash flows,
total notional principal is defined as the net
receipts falling due on each value date in
each currency.
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h. The NGR may be calculated in accord-
ance with either the counterparty-by-
counterparty approach or the aggregate ap-
proach.

i. Under the counterparty-by-counterparty
approach, the NGR is the ratio of the net
current exposure for a netting contract to
the gross current exposure of the netting
contract. The gross current exposure is the
sum of the current exposures of all indi-
vidual contracts subject to the netting con-
tract calculated in accordance with section
IIT.E.2. of this appendix A. Net negative
mark-to-market values for individual net-
ting contracts with the same counterparty
may not be used to offset net positive mark-
to-market values for other netting contracts
with the same counterparty.

ii. Under the aggregate approach, the NGR
is the ratio of the sum of all of the net cur-
rent exposures for qualifying bilateral net-
ting contracts to the sum of all of the gross
current exposures for those netting con-
tracts (each gross current exposure is cal-
culated in the same manner as in section
III.E.3.h.i. of this appendix A). Net negative
mark-to-market values for individual
counterparties may not be used to offset net
positive current exposures for other counter-
parties.

iii. A banking organization must use con-
sistently either the counterparty-by-
counterparty approach or the aggregate ap-
proach to calculate the NGR. Regardless of
the approach used, the NGR should be ap-
plied individually to each qualifying bilat-
eral netting contract to determine the ad-
justed add-on for that netting contract.

i. In the event a netting contract covers
contracts that are normally excluded from
the risk-based ratio calculation—for exam-
ple, exchange rate contracts with an original
maturity of fourteen or fewer calendar days
or instruments traded on exchanges that re-
quire daily payment and receipt of cash vari-
ation margin—an institution may elect to ei-
ther include or exclude all mark-to-market
values of such contracts when determining
net current exposure, provided the method
chosen is applied consistently.

4. Risk Weights. Once the credit equivalent
amount for a derivative contract, or a group
of derivative contracts subject to a quali-
fying bilateral netting contract, has been de-
termined, that amount is assigned to the
risk category appropriate to the
counterparty, or, if relevant, the guarantor
or the nature of any collateral. However,

63For derivative contracts, sufficiency of

collateral or guarantees is generally deter-
mined by the market value of the collateral
or the amount of the guarantee in relation
to the credit equivalent amount. Collateral

Continued
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the maximum risk weight applicable to the
credit equivalent amount of such contracts
is 50 percent.

5. Avoidance of double counting. a. In cer-
tain cases, credit exposures arising from the
derivative contracts covered by section IIL.E.
of this appendix A may already be reflected,
in part, on the balance sheet. To avoid dou-
ble counting such exposures in the assess-
ment of capital adequacy and, perhaps, as-
signing inappropriate risk weights,
counterparty credit exposures arising from
the derivative instruments covered by these
guidelines may need to be excluded from bal-
ance sheet assets in calculating a banking
organization’s risk-based capital ratios.

b. Examples of the calculation of credit
equivalent amounts for contracts covered
under this section III.E. are contained in At-
tachment V of this appendix A.

IV. MINIMUM SUPERVISORY RATIOS AND
STANDARDS

The interim and final supervisory stand-
ards set forth below specify minimum super-
visory ratios based primarily on broad credit
risk considerations. As noted above, the
risk-based ratio does not take explicit ac-
count of the quality of individual asset port-
folios or the range of other types of risks to
which banking organizations may be ex-
posed, such as interest rate, liquidity, mar-
ket or operational risks. For this reason,
banking organizations are generally ex-
pected to operate with capital positions well
above the minimum ratios.

Institutions with high or inordinate levels
of risk are expected to operate well above
minimum capital standards. Banking organi-
zations experiencing or anticipating signifi-
cant growth are also expected to maintain
capital, including tangible capital positions,
well above the minimum levels. For exam-
ple, most such organizations generally have
operated at capital levels ranging from 100 to
200 basis points above the stated minimums.
Higher capital ratios could be required if
warranted by the particular circumstances
or risk profiles of individual banking organi-
zations. In all cases, organizations should
hold capital commensurate with the level
and nature of all of the risks, including the
volume and severity of problem loans, to
which they are exposed.

Upon adoption of the risk-based frame-
work, any organization that does not meet
the interim or final supervisory ratios, or
whose capital is otherwise considered inad-
equate, is expected to develop and imple-
ment a plan acceptable to the Federal Re-
serve for achieving an adequate level of cap-
ital consistent with the provisions of these

and guarantees are subject to the same pro-
visions noted under section III.B. of this ap-
pendix A.
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guidelines or with the special circumstances
affecting the individual organization. In ad-
dition, such organizations should avoid any
actions, including increased risk-taking or
unwarranted expansion, that would lower or
further erode their capital positions.

A. Minimum Risk-Based Ratio After Transition
Period

As reflected in Attachment VI, by year-end
1992, all bank holding companies®® should
meet a minimum ratio of qualifying total
capital to weighted risk assets of 8 percent,
of which at least 4.0 percentage points should
be in the form of Tier 1 capital. For purposes
of section IV.A., Tier 1 capital is defined as
the sum of core capital elements less good-
will and other intangible assets required to
be deducted in accordance with section
II.B.1.b. of this appendix. The maximum
amount of supplementary capital elements
that qualifies as Tier 2 capital is limited to
100 percent of Tier 1 capital. In addition, the
combined maximum amount of subordinated
debt and intermediate-term preferred stock
that qualifies as Tier 2 capital is limited to
50 percent of Tier 1 capital. The maximum
amount of the allowance for loan and lease
losses that qualifies as Tier 2 capital is lim-
ited to 1.25 percent of gross weighted risk as-
sets. Allowances for loan and lease losses in
excess of this limit may, of course, be main-
tained, but would not be included in an orga-
nization’s total capital. The Federal Reserve
will continue to require bank holding compa-
nies to maintain reserves at levels fully suf-
ficient to cover losses inherent in their loan
portfolios.

Qualifying total capital is calculated by
adding Tier 1 capital and Tier 2 capital (lim-
ited to 100 percent of Tier 1 capital) and then
deducting from this sum certain investments
in banking or finance subsidiaries that are
not consolidated for accounting or super-
visory purposes, reciprocal holdings of bank-
ing organizations’ capital securities, or other
items at the direction of the Federal Re-
serve. The conditions under which these de-
ductions are to be made and the procedures
for making the deductions are discussed
above in section II(B).

B. Transition Arrangements

The transition period for implementing the
risk-based capital standard ends on Decem-
ber 31, 1992. Initially, the risk-based capital
guidelines do not establish a minimum level

64 As noted in section I, bank holding com-

panies with less than $500 million in consoli-
dated assets would generally be exempt from
the calculation and analysis of risk-based ra-
tios on a consolidated holding company
basis, subject to certain terms and condi-
tions.
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of capital. However, by year-end 1990, bank-
ing organizations are expected to meet a
minimum interim target ratio for qualifying
total capital to weighted risk assets of 7.25
percent, at least one-half of which should be
in the form of Tier 1 capital. For purposes of
meeting the 1990 interim target, the amount
of loan loss reserves that may be included in
capital is limited to 1.5 percent of weighted
risk assets and up to 10 percent of an organi-
zation’s Tier 1 capital may consist of supple-
mentary capital elements. Thus, the 7.25 per-
cent interim target ratio implies a minimum
ratio of Tier 1 capital to weighted risk assets
of 3.6 percent (one-half of 7.25) and a min-
imum ratio of core capital elements to
weighted risk assets ratio of 3.26 percent
(nine-tenths of the Tier 1 capital ratio).
Through year-end 1990, banking organiza-
tions have the option of complying with the
minimum 7.25 percent year-end 1990 risk-
based capital standard, in lieu of the min-
imum 5.5 percent primary and 6 percent total
capital to total assets ratios set forth in ap-
pendix B of this part. In addition, as more
fully set forth in appendix D to this part,
banking organizations are expected to main-
tain a minimum ratio of Tier 1 capital to
total assets during this transition period.
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ATTACHMENT |—SAMPLE CALCULATION OF RISK-
BASED CAPITAL RATIO FOR BANK HOLDING
COMPANIES

Example of a banking organization with $6,000 in total cap-
ital and the following assets and off-balance sheet items:
Balance Sheet Assets:

Cash .. $5,000
U.S. Treasuries 20,000
Balances at domestic banks 5,000
Loans secured by first liens on 1—4
family residential properties . . 5,000
Loans to private corporations .. 65,000
Total Balance Sheet Assets ......... $100,000
Off-Balance Sheet ltems:
Standby letters of credit (“SLCs”)
backing general obligation debt
issues of U.S. municipalities
[C L0 3 $10,000
Long-term legally binding commit-
ments to private corporations .......... 20,000
Total Off/Balance Sheet Items ..... $30,000

This bank holding company’s total capital to total assets (le-
verage) ratio would be: ($6,000/$100,000) = 6.00%.

To compute the bank holding company’s weighted risk as-
sets:

1. Compute the credit equivalent amount of each off-balance
sheet (“OBS”) item.

SLCS backing municipal GOs ....

Long-term commitments to private corporatlons

2. Multiply each balance sheet asset and the credit equivalent amount of each OBS item

by the appropriate risk weight.
0% Category:
Cash ........

U.S. Treasuries ...

20% Category:
Balances at domestic banks ....
Credit equivalent amounts of S|
palities .

50% Category:

Loans secured by first liens on 1-4 family residential properties .....

100% Category:

Loans to private corporations ............ccceeceeeeeruerienieieninenns
Credit equivalent amounts of long-term commitments to private

corporations ..............

Total Risk-weighted ASSets .........cccccevenirenenieeinens

$10,000 x 1.00 = $10,000
$20,000 x 050 = $10,000
5,000
20,000
25,000 x 0 = 0
5,000
.............. 10,000
15,000 x 20 = $3,000
5,000 x 50 = $2,500
.................. 65,000
............ 10,000
$75,000 x 1.00 = 75,000
.................. 80,500

This bank holding company’s ratio of total capital to weighted risk assets (risk-based capital ratio) would be: ($6,000/$80,500) =

7.45%

C. Optional Transition Provisions Related to the
Implementation of Consolidation Require-
ments under FAS 167

This section IV.C. provides optional transi-
tion provisions for a banking organization
that is required for financial and regulatory
reporting purposes, as a result of its imple-

mentation of Statement of Financial Ac-
counting Standards No. 167, Amendments to
FASB Interpretation No. 46(R) (FAS 167), to
consolidate certain variable interest entities
(VIEs) as defined under United States gen-
erally accepted accounting principles
(GAAP). These transition provisions apply
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through the end of the fourth quarter fol-
lowing the date of a banking organization’s
implementation of FAS 167 (implementation
date).

1. 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 banking organiza-
tion may exclude from risk-weighted assets:

i. Subject to the limitations in section
IV.C.3, assets held by a VIE, provided that
the following conditions are met:

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

(2) The banking organization did not con-
solidate the VIE on its balance sheet for cal-
endar quarter-end regulatory report dates
prior to the implementation date,

(3) The banking organization must consoli-
date the VIE on its balance sheet beginning
as of the implementation date as a result of
its implementation of FAS 167, and

(4) The banking organization excludes all
assets held by VIEs described in paragraphs
C.l.a.i. (I) through (3) of this section
IV.C.l.a.i; and

ii. Subject to the limitations in section
IV.C.3, assets held by a VIE that is a consoli-
dated ABCP program, provided that the fol-
lowing conditions are met:

(1) The banking organization is the sponsor
of the ABCP program,

(2) Prior to the implementation date, the
banking organization consolidated the VIE
onto its balance sheet under GAAP and ex-
cluded the VIE’s assets from the banking or-
ganization’s risk-weighted assets, and

(3) The banking organization chooses to ex-
clude all assets held by ABCP program VIEs
described in paragraphs (I) and (2) of this
section IV.C.1.a.ii.

b. Risk-weighted assets during exclusion pe-
riod. During the exclusion period, including
the two calendar quarter-end regulatory re-
port dates during the exclusion period, a
banking organization adopting the optional
provisions in section IV.C.l.a must calculate
risk-weighted assets for its contractual expo-
sures to the VIEs referenced in section
IV.C.1.a on the implementation date and in-
clude this calculated amount in its risk-
weighted assets. Such contractual exposures
may include direct-credit substitutes, re-
course obligations, residual interests, liquid-
ity facilities, and loans.

c. Inclusion of allowance for loan and lease
losses in tier 2 capital for the first and second
quarters. During the exclusion period, includ-

12 CFR Ch. Il (1-1-21 Edition)

ing for the two calendar quarter-end regu-
latory report dates within the exclusion pe-
riod, a banking organization that excludes
VIE assets from risk-weighted assets pursu-
ant to section IV.C.l.a may include 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 section
IV.C.1.a (inclusion amount). The amount of
ALLL includable in tier 2 capital in accord-
ance with this paragraph shall not be subject
to the Ilimitations set forth in section
II.A.2.a of this Appendix.

2. Phase-In Period

a. Exclusion amount. For purposes of this
section IV.C., exclusion amount is defined as
the amount of risk-weighted assets excluded
in section IV.C.1l.a as of the implementation
date.

b. Risk-weighted assets for the third and
fourth quarters. A banking organization that
excludes assets of consolidated VIEs from
risk-weighted assets pursuant to section
IV.C.1l.a. may, for the third and fourth quar-
ters after the implementation date (phase-in
period), including for the two calendar quar-
ter-end regulatory report dates within those
quarters, exclude from risk-weighted assets
50 percent of the exclusion amount, provided
that the banking organization 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 section IV.C.1.b.

c. Inclusion of ALLL in tier 2 capital for the
third and fourth quarters. A banking organiza-
tion that excludes assets of consolidated
VIEs from risk-weighted assets pursuant to
section IV.C.2.b. may, for the phase-in pe-
riod, 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 section II.A.2.a. of this Appendix.

3. Implicit recourse limitation. Notwith-
standing any other provision in this section
IV.C., assets held by a VIE to which the
banking organization has provided recourse
through credit enhancement beyond any con-
tractual obligation to support assets it has
sold may not be excluded from risk-weighted
assets.

[Reg. Y, 54 FR 4209, Jan. 27, 1989]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting appendix A to part 225, see
the List of CFR Sections Affected, which ap-
pears in the Finding Aids section of the
printed volume and at www.govinfo.gov.
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APPENDIX B TO PART 225 [RESERVED]

APPENDIX C TO PART 225—SMALL BANK
HOLDING COMPANY AND SAVINGS AND
LOAN HOLDING COMPANY POLICY
STATEMENT

Policy Statement on Assessment of
Financial and Managerial Factors

In acting on applications filed under the
Bank Holding Company Act, the Board has
adopted, and continues to follow, the prin-
ciple that bank holding companies should
serve as a source of strength for their sub-
sidiary banks. When bank holding companies
incur debt and rely upon the earnings of
their subsidiary banks as the means of re-
paying such debt, a question arises as to the
probable effect upon the financial condition
of the holding company and its subsidiary
bank or banks.

The Board believes that a high level of
debt at the parent holding company impairs
the ability of a bank holding company to
provide financial assistance to its subsidiary
bank(s) and, in some cases, the servicing re-
quirements on such debt may be a signifi-
cant drain on the resources of the bank(s).
For these reasons, the Board has not favored
the use of acquisition debt in the formation
of bank holding companies or in the acquisi-
tion of additional banks. Nevertheless, the
Board has recognized that the transfer of
ownership of small banks often requires the
use of acquisition debt. The Board, therefore,
has permitted the formation and expansion
of small bank holding companies with debt
levels higher than would be permitted for
larger holding companies. Approval of these
applications has been given on the condition
that small bank holding companies dem-
onstrate the ability to service acquisition
debt without straining the capital of their
subsidiary banks and, further, that such
companies restore their ability to serve as a
source of strength for their subsidiary banks
within a relatively short period of time.

In the interest of continuing its policy of
facilitating the transfer of ownership in
banks without compromising bank safety
and soundness, the Board has, as described
below, adopted the following procedures and
standards for the formation and expansion of
small bank holding companies subject to
this policy statement.

1. APPLICABILITY OF POLICY STATEMENT

This policy statement applies only to bank
holding companies with pro forma consoli-
dated assets of less than $3 billion that (i)
are not engaged in significant nonbanking
activities either directly or through a
nonbank subsidiary; (ii) do not conduct sig-
nificant off-balance sheet activities (includ-
ing securitization and asset management or
administration) either directly or through a
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nonbank subsidiary; and (iii) do not have a
material amount of debt or equity securities
outstanding (other than trust preferred secu-
rities) that are registered with the Securities
and Exchange Commission. The Board may
in its discretion exclude any bank holding
company, regardless of asset size, from the
policy statement if such action is warranted
for supervisory purposes.! With the exception
of section 4 (Additional Application Require-
ments for Expedited/Waived Processing), the
policy statement applies to savings and loan
holding companies as if they were bank hold-
ing companies.

While this policy statement primarily ap-
plies to the formation of small bank holding
companies, it also applies to existing small
bank holding companies that wish to acquire
an additional bank or company and to trans-
actions involving changes in control, stock
redemptions, or other shareholder trans-
actions.?

2. ONGOING REQUIREMENTS

The following guidelines must be followed
on an ongoing basis for all organizations op-
erating under this policy statement.

A. Reduction in parent company leverage:
Small bank holding companies are to reduce
their parent company debt consistent with
the requirement that all debt be retired
within 25 years of being incurred. The Board
also expects that these bank holding compa-
nies reach a debt to equity ratio of .30:1 or
less within 12 years of the incurrence of the
debt.3 The bank holding company must also

1[Reserved].

2The appropriate Reserve Bank should be
contacted to determine the manner in which
a specific situation may qualify for treat-
ment under this policy statement.

3The term debt, as used in the ratio of debt
to equity, means any borrowed funds (exclu-
sive of short-term borrowings that arise out
of current transactions, the proceeds of
which are used for current transactions), and
any securities issued by, or obligations of,
the holding company that are the functional
equivalent of borrowed funds.

Subordinated debt associated with trust
preferred securities generally would be treat-
ed as debt for purposes of paragraphs 2.C.,
3.A., 4.A.i., and 4.B.i. of this policy state-
ment. A bank holding company, however,
may exclude from debt an amount of subor-
dinated debt associated with trust preferred
securities up to 256 percent of the holding
company’s equity (as defined below) less
goodwill on the parent company’s balance
sheet in determining compliance with the re-
quirements of such paragraphs of the policy
statement. In addition, a bank holding com-
pany subject to this policy statement that
has not issued subordinated debt associated

Continued
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comply with debt servicing and other re-
quirements imposed by its creditors.

B. Capital adequacy: Each insured deposi-
tory subsidiary of a small bank holding com-

with a new issuance of trust preferred securi-
ties after December 31, 2005, may exclude
from debt any subordinated debt associated
with trust preferred securities until Decem-
ber 31, 2010. Bank holding companies subject
to this policy statement also may exclude
from debt until December 31, 2010, any subor-
dinated debt associated with refinanced
issuances of trust preferred securities origi-
nally issued on or prior to December 31, 2005,
provided that the refinancing does not in-
crease the bank holding company’s out-
standing amount of subordinated debt. Sub-
ordinated debt associated with trust pre-
ferred securities will not be included as debt
in determining compliance with any other
requirements of this policy statement.

In addition, notwithstanding any other
provision of this policy statement and for
purposes of compliance with paragraphs 2.C.,
3.A., 4.A.i, and 4.B.i. of this policy statement,
both a bank holding company that is orga-
nized in mutual form and a bank holding
company that has made a valid election to
be taxed under Subchapter S of Chapter 1 of
the U.S. Internal Revenue Code may exclude
from debt subordinated debentures issued to
the United States Department of the Treas-
ury under (i) the Troubled Asset Relief Pro-
gram established by the Emergency Eco-
nomic Stabilization Act of 2008, Division A of
Public Law 110-343, 122 Stat. 3765 (2008), and
(ii) the Small Business Lending Fund estab-
lished by the Small Business Jobs Act of
2010, title IV of Public Law 111-240, 124 Stat.
2504 (2010).

The term equity, as used in the ratio of
debt to equity, means the total stockholders’
equity of the bank holding company as de-
fined in accordance with generally accepted
accounting principles. In determining the
total amount of stockholders’ equity, the
bank holding company should account for its
investments in the common stock of subsidi-
aries by the equity method of accounting.

Ordinarily the Board does not view re-
deemable preferred stock as a substitute for
common stock in a small bank holding com-
pany. Nevertheless, to a limited degree and
under certain circumstances, the Board will
consider redeemable preferred stock as eq-
uity in the capital accounts of the holding
company if the following conditions are met:
(1) The preferred stock is redeemable only at
the option of the issuer; and (2) the debt to
equity ratio of the holding company would
be at or remain below .30:1 following the re-
demption or retirement of any preferred
stock. Preferred stock that is convertible
into common stock of the holding company
may be treated as equity.

12 CFR Ch. Il (1-1-21 Edition)

pany is expected to be well-capitalized. Any
institution that is not well-capitalized is ex-
pected to become well-capitalized within a
brief period of time.

C. Dividend restrictions: A small bank
holding company whose debt to equity ratio
is greater than 1.0:1 is not expected to pay
corporate dividends until such time as it re-
duces its debt to equity ratio to 1.0:1 or less
and otherwise meets the criteria set forth in
§§225.14(c)(1)(ii), 225.14(c)(2), and 225.14(c)(7) of
Regulation Y.4

Small bank holding companies formed be-
fore the effective date of this policy state-
ment may switch to a plan that adheres to
the intent of this statement provided they
comply with the requirements set forth
above.

3. CORE REQUIREMENTS FOR ALL APPLICANTS

In assessing applications or notices by or-
ganizations subject to this policy statement,
the Board will continue to take into account
a full range of financial and other informa-
tion about the applicant, and its current and
proposed subsidiaries, including the recent
trend and stability of earnings, past and pro-
spective growth, asset quality, the ability to
meet debt servicing requirements without
placing an undue strain on the resources of
the bank(s), and the record and competency
of management. In addition, the Board will
require applicants to meet the following re-
quirements:

A. Minimum down payment: The amount
of acquisition debt should not exceed 75 per-
cent of the purchase price of the bank(s) or
company to be acquired. When the owner(s)
of the holding company incurs debt to fi-
nance the purchase of the bank(s) or com-
pany, such debt will be considered acquisi-
tion debt even though it does not represent
an obligation of the bank holding company,
unless the owner(s) can demonstrate that
such debt can be serviced without reliance
on the resources of the bank(s) or bank hold-
ing company.

4Dividends may be paid by small bank
holding companies with debt to equity at or
below 1.0:1 and otherwise meeting the re-
quirements of §§225.14(c)(1)(ii), 225.14(c)(2),
and 225.14(c)(7) if the dividends are reason-
able in amount, do not adversely affect the
ability of the bank holding company to serv-
ice its debt in an orderly manner, and do not
adversely affect the ability of the subsidiary
banks to be well-capitalized. It is expected
that dividends will be eliminated if the hold-
ing company is (1) not reducing its debt con-
sistent with the requirement that the debt
to equity ratio be reduced to .30:1 within 12
years of consummation of the proposal or (2)
not meeting the requirements of its loan
agreement(s).
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B. Ability to reduce parent company lever-
age: The bank holding company must clearly
be able to reduce its debt to equity ratio and
comply with its loan agreement(s) as set
forth in paragraph 2A above.

Failure to meet the criteria in this section
would normally result in denial of an appli-
cation.

4. ADDITIONAL APPLICATION REQUIREMENTS
FOR EXPEDITED/WAIVED PROCESSING

A. Expedited notices under §§225.14 and
225.23 of Regulation Y: A small bank holding
company proposal will be eligible for the ex-
pedited processing procedures set forth in
§§225.14 and 225.23 of Regulation Y if the
bank holding company is in compliance with
the ongoing requirements of this policy
statement, the bank holding company meets
the core requirements for all applicants
noted above, and the following requirements
are met:

i. The parent bank holding company has a
pro forma debt to equity ratio of 1.0:1 or less.

ii. The bank holding company meets all of
the criteria for expedited action set forth in
§§225.14 or 225.23 of Regulation Y.

B. Waiver of stock redemption filing: A
small bank holding company will be eligible
for the stock redemption filing exception for
well-capitalized bank holding companies
contained in §225.4(b)(6) if the following re-
quirements are met:

i. The parent bank holding company has a
pro forma debt to equity ratio of 1.0:1 or less.

ii. The bank holding company is in compli-
ance with the ongoing requirements of this
policy statement and meets the require-
ments of §§225.14(c)(1)(ii), 225.14(c)(2), and
225.14(c)(7) of Regulation Y.

[Reg. Y, 62 FR 9343, Feb. 28, 1997, as amended
at 71 FR 9902, Feb. 28, 2006; 74 FR 26081, June
1, 2009; 80 FR 20158, Apr. 15, 2015; 83 FR 44199,
Aug. 30, 2018]
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APPENDIX F' TO PART 225—INTERAGENCY
GUIDELINES ESTABLISHING INFORMA-
TION SECURITY STANDARDS

TABLE OF CONTENTS

I. Introduction
A. Scope
B. Preservation of Existing Authority
C. Definitions

II. Standards for Safeguarding Customer In-
formation
A. Information Security Program
B. Objectives

III. Development and Implementation of
Customer Information Security Program
A. Involve the Board of Directors
B. Assess Risk

Pt. 225, App. F

C. Manage and Control Risk

D. Oversee Service Provider Arrangements
E. Adjust the Program

F. Report to the Board
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I. INTRODUCTION

These Interagency Guidelines Establishing
Information Security Standards (Guidelines)
set forth standards pursuant to sections 501
and 505 of the Gramm-Leach-Bliley Act (156
U.S.C. 6801 and 6805). These Guidelines ad-
dress standards for developing and imple-
menting administrative, technical, and phys-
ical safeguards to protect the security, con-
fidentiality, and integrity of customer infor-
mation.

A. Scope. The Guidelines apply to customer
information maintained by or on behalf of
bank holding companies and their nonbank
subsidiaries or affiliates (except brokers,
dealers, persons providing insurance, invest-
ment companies, and investment advisors),
for which the Board has supervisory author-
ity.

B. Preservation of Existing Authority. These
Guidelines do not in any way limit the au-
thority of the Board to address unsafe or un-
sound practices, violations of law, unsafe or
unsound conditions, or other practices. The
Board may take action under these Guide-
lines independently of, in conjunction with,
or in addition to, any other enforcement ac-
tion available to the Board.

C. Definitions. 1. Except as modified in the
Guidelines, or unless the context otherwise
requires, the terms used in these Guidelines
have the same meanings as set forth in sec-
tions 3 and 39 of the Federal Deposit Insur-
ance Act (12 U.S.C. 1813 and 1831p-1).

2. For purposes of the Guidelines, the fol-
lowing definitions apply:

a. Board of directors, in the case of a branch
or agency of a foreign bank, means the man-
aging official in charge of the branch or
agency.

b. Customer means any customer of the
bank holding company as defined in §1016.3(i)
of this chapter.

c. Customer information means any record
containing nonpublic personal information,
as defined in §1016.3(p) of this chapter, about
a customer, whether in paper, electronic, or
other form, that is maintained by or on be-
half of the bank holding company.

d. Customer information systems means any
methods used to access, collect, store, use,
transmit, protect, or dispose of customer in-
formation.

e. Service provider means any person or en-
tity that maintains, processes, or otherwise
is permitted access to customer information
through its provision of services directly to
the bank holding company.

f. Subsidiary means any company con-
trolled by a bank holding company, except a
broker, dealer, person providing insurance,
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investment company, investment advisor,
insured depository institution, or subsidiary
of an insured depository institution.

II. STANDARDS FOR SAFEGUARDING CUSTOMER
INFORMATION

A. Information Security Program. Each bank
holding company shall implement a com-
prehensive written information security pro-
gram that includes administrative, tech-
nical, and physical safeguards appropriate to
the size and complexity of the bank holding
company and the nature and scope of its ac-
tivities. While all parts of the bank holding
company are not required to implement a
uniform set of policies, all elements of the
information security program must be co-
ordinated. A bank holding company also
shall ensure that each of its subsidiaries is
subject to a comprehensive information se-
curity program. The bank holding company
may fulfill this requirement either by in-
cluding a subsidiary within the scope of the
bank holding company’s comprehensive in-
formation security program or by causing
the subsidiary to implement a separate com-
prehensive information security program in
accordance with the standards and proce-
dures in sections II and IIT of this appendix
that apply to bank holding companies.

B. Objectives. A bank holding company’s in-
formation security program shall be de-
signed to:

1. Ensure the security and confidentiality
of customer information;

2. Protect against any anticipated threats
or hazards to the security or integrity of
such information; and

3. Protect against unauthorized access to
or use of such information that could result
in substantial harm or inconvenience to any
customer.

ITI. DEVELOPMENT AND IMPLEMENTATION OF
INFORMATION SECURITY PROGRAM

A. Involve the Board of Directors. The board
of directors or an appropriate committee of
the board of each bank holding company
shall:

1. Approve the bank holding company’s
written information security program; and

2. Oversee the development, implementa-
tion, and maintenance of the bank holding
company’s information security program, in-
cluding assigning specific responsibility for
its implementation and reviewing reports
from management.

B. Assess Risk. Each bank holding company
shall:

1. Identify reasonably foreseeable internal
and external threats that could result in un-
authorized disclosure, misuse, alteration, or
destruction of customer information or cus-
tomer information systems.

2. Assess the likelihood and potential dam-
age of these threats, taking into consider-

12 CFR Ch. Il (1-1-21 Edition)

ation the sensitivity of customer informa-
tion.

3. Assess the sufficiency of policies, proce-
dures, customer information systems, and
other arrangements in place to control risks.

C. Manage and Control Risk. Each bank
holding company shall:

1. Design its information security program
to control the identified risks, commensu-
rate with the sensitivity of the information
as well as the complexity and scope of the
bank holding company’s activities. Each
bank holding company must consider wheth-
er the following security measures are appro-
priate for the bank holding company and, if
so, adopt those measures the bank holding
company concludes are appropriate:

a. Access controls on customer informa-
tion systems, including controls to authen-
ticate and permit access only to authorized
individuals and controls to prevent employ-
ees from providing customer information to
unauthorized individuals who may seek to
obtain this information through fraudulent
means.

b. Access restrictions at physical locations
containing customer information, such as
buildings, computer facilities, and records
storage facilities to permit access only to
authorized individuals;

c. Encryption of electronic customer infor-
mation, including while in transit or in stor-
age on networks or systems to which unau-
thorized individuals may have access;

d. Procedures designed to ensure that cus-
tomer information system modifications are
consistent with the bank holding company’s
information security program;

e. Dual control procedures, segregation of
duties, and employee background checks for
employees with responsibilities for or access
to customer information;

f. Monitoring systems and procedures to
detect actual and attempted attacks on or
intrusions into customer information sys-
tems;

g. Response programs that specify actions
to be taken when the bank holding company
suspects or detects that unauthorized indi-
viduals have gained access to customer in-
formation systems, including appropriate re-
ports to regulatory and law enforcement
agencies; and

h. Measures to protect against destruction,
loss, or damage of customer information due
to potential environmental hazards, such as
fire and water damage or technological fail-
ures.

2. Train staff to implement the bank hold-
ing company’s information security pro-
gram.

3. Regularly test the key controls, systems
and procedures of the information security
program. The frequency and nature of such
tests should be determined by the bank hold-
ing company’s risk assessment. Tests should
be conducted or reviewed by independent
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third parties or staff independent of those
that develop or maintain the security pro-
grams.

D. Owversee Service Provider Arrangements.
Each bank holding company shall:

1. Exercise appropriate due diligence in se-
lecting its service providers;

2. Require its service providers by contract
to implement appropriate measures designed
to meet the objectives of these Guidelines;
and

3. Where indicated by the bank holding
company’s risk assessment, monitor its serv-
ice providers to confirm that they have sat-
isfied their obligations as required by para-
graph D.2. As part of this monitoring, a bank
holding company should review audits, sum-
maries of test results, or other equivalent
evaluations of its service providers.

E. Adjust the Program. Each bank holding
company shall monitor, evaluate, and adjust,
as appropriate, the information security pro-
gram in light of any relevant changes in
technology, the sensitivity of its customer
information, internal or external threats to
information, and the bank holding com-
pany’s own changing business arrangements,
such as mergers and acquisitions, alliances
and joint ventures, outsourcing arrange-
ments, and changes to customer information
systems.

F. Report to the Board. Each bank holding
company shall report to its board or an ap-
propriate committee of the board at least an-
nually. This report should describe the over-
all status of the information security pro-
gram and the bank holding company’s com-
pliance with these Guidelines. The reports
should discuss material matters related to
its program, addressing issues such as: risk
assessment; risk management and control
decisions; service provider arrangements; re-
sults of testing; security breaches or viola-
tions and management’s responses; and rec-
ommendations for changes in the informa-
tion security program.

G. Implement the Standards.

1. Effective date. Each bank holding com-
pany must implement an information secu-
rity program pursuant to these Guidelines
by July 1, 2001.

2. Two-year grandfathering of agreements
with service providers. Until July 1, 2003, a
contract that a bank holding company has
entered into with a service provider to per-
form services for it or functions on its behalf
satisfies the provisions of section III.D., even
if the contract does not include a require-
ment that the servicer maintain the security
and confidentiality of customer information,
as long as the bank holding company entered
into the contract on or before March 5, 2001.
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SUPPLEMENT A TO APPENDIX F TO PART 225—
INTERAGENCY GUIDANCE ON RESPONSE PRO-
GRAMS FOR UNAUTHORIZED ACCESS TO CUS-
TOMER INFORMATION AND CUSTOMER NO-
TICE

I. BACKGROUND

This Guidance?! interprets section 501(b) of
the Gramm-Leach-Bliley Act (‘“GLBA”) and
the Interagency Guidelines Establishing In-
formation Security Standards (the ‘‘Security
Guidelines’’)2 and describes response pro-
grams, including customer notification pro-
cedures, that a financial institution should
develop and implement to address unauthor-
ized access to or use of customer information
that could result in substantial harm or in-
convenience to a customer. The scope of, and
definitions of terms used in, this Guidance
are identical to those of the Security Guide-
lines. For example, the term ‘‘customer in-
formation” is the same term used in the Se-
curity Guidelines, and means any record con-
taining nonpublic personal information
about a customer, whether in paper, elec-
tronic, or other form, maintained by or on
behalf of the institution.

A. Interagency Security Guidelines

Section 501(b) of the GLBA required the
Agencies to establish appropriate standards
for financial institutions subject to their ju-
risdiction that include administrative, tech-
nical, and physical safeguards, to protect the
security and confidentiality of customer in-
formation. Accordingly, the Agencies issued
Security Guidelines requiring every finan-
cial institution to have an information secu-
rity program designed to:

1. Ensure the security and confidentiality
of customer information;

2. Protect against any anticipated threats
or hazards to the security or integrity of
such information; and

3. Protect against unauthorized access to
or use of such information that could result
in substantial harm or inconvenience to any
customer.

1This Guidance is being jointly issued by

the Board of Governors of the Federal Re-
serve System (Board), the Federal Deposit
Insurance Corporation (FDIC), the Office of
the Comptroller of the Currency (OCC), and
the Office of Thrift Supervision (OTS).

212 CFR part 30, app. B (OCC); 12 CFR part
208, app. D-2 and part 225, app. F (Board); 12
CFR part 364, app. B (FDIC); and 12 CFR part
570, app. B (OTS). The ‘‘Interagency Guide-
lines Establishing Information Security
Standards’® were formerly known as ‘‘The
Interagency Guidelines Establishing Infor-
mation Security Standards.”
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B. Risk Assessment and Controls

1. The Security Guidelines direct every fi-
nancial institution to assess the following
risks, among others, when developing its in-
formation security program:

a. Reasonably foreseeable internal and ex-
ternal threats that could result in unauthor-
ized disclosure, misuse, alteration, or de-
struction of customer information or cus-
tomer information systems;

b. The likelihood and potential damage of
threats, taking into consideration the sensi-
tivity of customer information; and

c. The sufficiency of policies, procedures,
customer information systems, and other ar-
rangements in place to control risks.3

2. Following the assessment of these risks,
the Security Guidelines require a financial
institution to design a program to address
the identified risks. The particular security
measures an institution should adopt will de-
pend upon the risks presented by the com-
plexity and scope of its business. At a min-
imum, the financial institution is required
to consider the specific security measures
enumerated in the Security Guidelines, ¢ and
adopt those that are appropriate for the in-
stitution, including:

a. Access controls on customer informa-
tion systems, including controls to authen-
ticate and permit access only to authorized
individuals and controls to prevent employ-
ees from providing customer information to
unauthorized individuals who may seek to
obtain this information through fraudulent
means;

b. Background checks for employees with
responsibilities for access to customer infor-
mation; and

c. Response programs that specify actions
to be taken when the financial institution
suspects or detects that unauthorized indi-
viduals have gained access to customer in-
formation systems, including appropriate re-
ports to regulatory and law enforcement
agencies.®

C. Service Providers

The Security Guidelines direct every fi-
nancial institution to require its service pro-
viders by contract to implement appropriate
measures designed to protect against unau-
thorized access to or use of customer infor-
mation that could result in substantial harm
or inconvenience to any customer.6

3See Security Guidelines, II1.B.

4 See Security Guidelines, III.C.

5See Security Guidelines, III.C.

6See Security Guidelines, II.B. and IIL.D.
Further, the Agencies note that, in addition
to contractual obligations to a financial in-
stitution, a service provider may be required
to implement its own comprehensive infor-
mation security program in accordance with
the Safeguards Rule promulgated by the

12 CFR Ch. Il (1-1-21 Edition)

II. RESPONSE PROGRAM

Millions of Americans, throughout the
country, have been victims of identity
theft.” Identity thieves misuse personal in-
formation they obtain from a number of
sources, including financial institutions, to
perpetrate identity theft. Therefore, finan-
cial institutions should take preventative
measures to safeguard customer information
against attempts to gain unauthorized ac-
cess to the information. For example, finan-
cial institutions should place access controls
on customer information systems and con-
duct background checks for employees who
are authorized to access customer informa-
tion.8 However, every financial institution
should also develop and implement a risk-
based response program to address incidents
of unauthorized access to customer informa-
tion in customer information systems?® that
occur nonetheless. A response program
should be a key part of an institution’s infor-
mation security program.l® The program
should be appropriate to the size and com-
plexity of the institution and the nature and
scope of its activities.

In addition, each institution should be able
to address incidents of unauthorized access
to customer information in customer infor-
mation systems maintained by its domestic

Federal Trade Commission (‘“‘FTC”), 16 CFR
part 314.

7"The FTC estimates that nearly 10 million
Americans discovered they were victims of
some form of identity theft in 2002. See The
Federal Trade Commission, Identity Theft
Survey Report, (September 2003), available at
hitp://www.fte.gov/0s/2003/09
/synovatereport.pdf.

8Institutions should also conduct back-
ground checks of employees to ensure that
the institution does not violate 12 U.S.C.
1829, which prohibits an institution from hir-
ing an individual convicted of certain crimi-
nal offenses or who is subject to a prohibi-
tion order under 12 U.S.C. 1818(e)(6).

9Under the Guidelines, an institution’s cus-
tomer information systems consist of all of the
methods used to access, collect, store, use,
transmit, protect, or dispose of customer in-
formation, including the systems maintained
by its service providers. See Security Guide-
lines, 1.C.2.d (I.C.2.c for OTS).

10 See FFIEC Information Technology Ex-
amination Handbook, Information Security
Booklet, Dec. 2002 available at http:/
www.ffiec.gov/ffiecinfobase/html __pages/
infosec__book  frame.htm. Federal Reserve
SR 97-32, Sound Practice Guidance for Infor-
mation Security for Networks, Dec. 4, 1997;
OCC Bulletin 2000-14, “Infrastructure
Threats—Intrusion Risks’ (May 15, 2000), for
additional guidance on preventing, detect-
ing, and responding to intrusions into finan-
cial institution computer systems.
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and foreign service providers. Therefore, con-
sistent with the obligations in the Guide-
lines that relate to these arrangements, and
with existing guidance on this topic issued
by the Agencies,!! an institution’s contract
with its service provider should require the
service provider to take appropriate actions
to address incidents of unauthorized access
to the financial institution’s customer infor-
mation, including notification to the institu-
tion as soon as possible of any such incident,
to enable the institution to expeditiously
implement its response program.

A. Components of a Response Program

1. At a minimum, an institution’s response
program should contain procedures for the
following:

a. Assessing the nature and scope of an in-
cident, and identifying what customer infor-
mation systems and types of customer infor-
mation have been accessed or misused;

b. Notifying its primary Federal regulator
as soon as possible when the institution be-
comes aware of an incident involving unau-
thorized access to or use of sensitive cus-
tomer information, as defined below;

c. Consistent with the Agencies’ Suspicious
Activity Report (‘‘SAR’’) regulations, 12 noti-

11 See Federal Reserve SR Ltr. 00-04, Out-
sourcing of Information and Transaction
Processing, Feb. 9, 2000; OCC Bulletin 200147,
“Third-Party Relationships Risk Manage-
ment Principles,” Nov. 1, 2001; FDIC FIL 68—
99, Risk Assessment Tools and Practices for
Information System Security, July 7, 1999;
OTS Thrift Bulletin 82a, Third Party Ar-
rangements, Sept. 1, 2004.

12 An institution’s obligation to file a SAR
is set out in the Agencies’ SAR regulations
and Agency guidance. See 12 CFR 21.11 (na-
tional banks, Federal branches and agen-
cies); 12 CFR 208.62 (State member banks); 12
CFR 211.5(k) (Edge and agreement corpora-
tions); 12 CFR 211.24(f) (uninsured State
branches and agencies of foreign banks); 12
CFR 225.4(f) (bank holding companies and
their nonbank subsidiaries); 12 CFR part 353
(State non-member banks); and 12 CFR
563.180 (savings associations). National banks
must file SARs in connection with computer
intrusions and other computer crimes. See
OCC  Bulletin  2000-14, “Infrastructure
Threats—Intrusion Risks” (May 15, 2000); Ad-
visory Letter 97-9, ‘“‘Reporting Computer Re-
lated Crimes’” (November 19, 1997) (general
guidance still applicable though instructions
for new SAR form published in 656 FR 1229,
1230 (January 7, 2000)). See also Federal Re-
serve SR 01-11, Identity Theft and Pretext
Calling, Apr. 26, 2001; SR 97-28, Guidance
Concerning Reporting of Computer Related
Crimes by Financial Institutions, Nov. 6,
1997; FDIC FIL 48-2000, Suspicious Activity
Reports, July 14, 2000; FIL 47-97, Preparation
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fying appropriate law enforcement authori-
ties, in addition to filing a timely SAR in
situations involving Federal criminal viola-
tions requiring immediate attention, such as
when a reportable violation is ongoing;

d. Taking appropriate steps to contain and
control the incident to prevent further unau-
thorized access to or use of customer infor-
mation, for example, by monitoring, freez-
ing, or closing affected accounts, while pre-
serving records and other evidence;13 and

e. Notifying customers when warranted.

2. Where an incident of unauthorized ac-
cess to customer information involves cus-
tomer information systems maintained by
an institution’s service providers, it is the
responsibility of the financial institution to
notify the institution’s customers and regu-
lator. However, an institution may authorize
or contract with its service provider to no-
tify the institution’s customers or regulator
on its behalf.

ITI. CUSTOMER NOTICE

Financial institutions have an affirmative
duty to protect their customers’ information
against unauthorized access or use. Noti-
fying customers of a security incident in-
volving the unauthorized access or use of the
customer’s information in accordance with
the standard set forth below is a key part of
that duty. Timely notification of customers
is important to manage an institution’s rep-
utation risk. Effective notice also may re-
duce an institution’s legal risk, assist in
maintaining good customer relations, and
enable the institution’s customers to take
steps to protect themselves against the con-
sequences of identity theft. When customer
notification is warranted, an institution may
not forgo notifying its customers of an inci-
dent because the institution believes that it
may be potentially embarrassed or inconven-
ienced by doing so.

A. Standard for Providing Notice

When a financial institution becomes
aware of an incident of unauthorized access
to sensitive customer information, the insti-
tution should conduct a reasonable inves-
tigation to promptly determine the likeli-
hood that the information has been or will
be misused. If the institution determines

of Suspicious Activity Reports, May 6, 1997;

OTS CEO Memorandum 139, Identity Theft
and Pretext Calling, May 4, 2001; CEO Memo-
randum 126, New Suspicious Activity Report
Form, July 5, 2000; http:/www.ots.treas.gov/
BSA (for the latest SAR form and filing in-
structions required by OTS as of July 1,
2003).

13See FFIEC Information Technology Ex-
amination Handbook, Information Security
Booklet, Dec. 2002, pp. 68-74.
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that misuse of its information about a cus-
tomer has occurred or is reasonably possible,
it should notify the affected customer as
soon as possible. Customer notice may be de-
layed if an appropriate law enforcement
agency determines that notification will
interfere with a criminal investigation and
provides the institution with a written re-
quest for the delay. However, the institution
should notify its customers as soon as notifi-
cation will no longer interfere with the in-
vestigation.

1. Sensitive Customer Information

Under the Guidelines, an institution must
protect against unauthorized access to or use
of customer information that could result in
substantial harm or inconvenience to any
customer. Substantial harm or inconven-
ience is most likely to result from improper
access to sensitive customer information be-
cause this type of information is most likely
to be misused, as in the commission of iden-
tity theft. For purposes of this Guidance,
sensitive customer information means a cus-
tomer’s name, address, or telephone number,
in conjunction with the customer’s social se-
curity number, driver’s license number, ac-
count number, credit or debit card number,
or a personal identification number or pass-
word that would permit access to the cus-
tomer’s account. Sensitive customer informa-
tion also includes any combination of compo-
nents of customer information that would
allow someone to log onto or access the cus-
tomer’s account, such as user name and pass-
word or password and account number.

2. Affected Customers

If a financial institution, based upon its in-
vestigation, can determine from its logs or
other data precisely which customers’ infor-
mation has been improperly accessed, it may
limit notification to those customers with
regard to whom the institution determines
that misuse of their information has oc-
curred or is reasonably possible. However,
there may be situations where the institu-
tion determines that a group of files has
been accessed improperly, but is unable to
identify which specific customers’ informa-
tion has been accessed. If the circumstances
of the unauthorized access lead the institu-
tion to determine that misuse of the infor-
mation is reasonably possible, it should no-
tify all customers in the group.

B. Content of Customer Notice

1. Customer notice should be given in a
clear and conspicuous manner. The notice
should describe the incident in general terms
and the type of customer information that
was the subject of unauthorized access or
use. It also should generally describe what
the institution has done to protect the cus-
tomers’ information from further unauthor-

12 CFR Ch. Il (1-1-21 Edition)

ized access. In addition, it should include a
telephone number that customers can call
for further information and assistance.14 The
notice also should remind customers of the
need to remain vigilant over the next twelve
to twenty-four months, and to promptly re-
port incidents of suspected identity theft to
the institution. The notice should include
the following additional items, when appro-
priate:

a. A recommendation that the customer
review account statements and immediately
report any suspicious activity to the institu-
tion;

b. A description of fraud alerts and an ex-
planation of how the customer may place a
fraud alert in the customer’s consumer re-
ports to put the customer’s creditors on no-
tice that the customer may be a victim of
fraud;

c. A recommendation that the customer
periodically obtain credit reports from each
nationwide credit reporting agency and have
information relating to fraudulent trans-
actions deleted;

d. An explanation of how the customer
may obtain a credit report free of charge;
and

e. Information about the availability of the
FTC’s online guidance regarding steps a con-
sumer can take to protect against identity
theft. The notice should encourage the cus-
tomer to report any incidents of identity
theft to the FTC, and should provide the
FTC’s Web site address and toll-free tele-
phone number that customers may use to ob-
tain the identity theft guidance and report
suspected incidents of identity theft.1®

2. The Agencies encourage financial insti-
tutions to notify the nationwide consumer
reporting agencies prior to sending notices
to a large number of customers that include
contact information for the reporting agen-
cies.

C. Delivery of Customer Notice

Customer notice should be delivered in any
manner designed to ensure that a customer
can reasonably be expected to receive it. For
example, the institution may choose to con-
tact all customers affected by telephone or

14The institution should, therefore, ensure

that it has reasonable policies and proce-
dures in place, including trained personnel,
to respond appropriately to customer inquir-
ies and requests for assistance.

15 Currently, the FTC Web site for the ID
Theft brochure and the FTC Hotline phone
number are http:/www.consumer.gov/idtheft
and 1-87T7-IDTHEFT. The institution may
also refer customers to any materials devel-
oped pursuant to section 151(b) of the FACT
Act (educational materials developed by the
FTC to teach the public how to prevent iden-
tity theft).
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by mail, or by electronic mail for those cus-
tomers for whom it has a valid e-mail ad-
dress and who have agreed to receive com-
munications electronically.

[66 FR 8636, Feb. 1, 2001, as amended at 70 FR
15751, 15753, Mar. 29, 2005; 71 FR 5780, Feb. 3,
2006; 79 FR 37167, July 1, 2014]
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