Nonaccrual Loans and Restructured Debt
(Accounting, Reporting, and Disclosure Issues) Section 2065.1

Working with borrowers who are experiencing
financial difficulties may involve formally
restructuring their loans and taking other mea-
sures to conform the repayment terms to the
borrowers ability to repay. Such actions, if
done in a way that is consistent with prudent
lending principles and supervisory practices, can
improve the prospects for collection. Generally
accepted accounting principles (GAAP) and
regulatory reporting reguirements provide a
framework for reporting that may alleviate cer-
tain concernsthat lenders may have about work-
ing constructively with borrowers who are hav-
ing financial difficulties.

Interagency policy statements and guidance,
issued on March 1, 1991; March 10, 1993; and
June 10, 1993, clarified supervisory policies
regarding nonaccrual assets, restructured loans,
and collateral valuation (additional clarification
guidance may be found in SR-95-38 and in the
glossary of the reporting instructions for the
bank call report and the FR-Y-9C, the consoli-
dated bank holding company report). When cer-
tain criterial are met, (1) interest payments on
nonaccrual assets can be recognized as income
on a cash basis without first recovering any
prior partial charge-offs; (2) nonaccrual assets
can be restored to accrua status when subject to
formal restructurings, according to Financia
Accounting Standards Board (FASB) Statement
Nos. 15 and 114, “Accounting by Debtors and
Creditors for Troubled Debt Restructurings”
(FAS 15) and “Accounting by Creditors for
Impairment of a Loan” (FAS 114); and (3) re-
structurings that specify a market rate of interest
would not have to be included in restructured
loan amounts reported in the years after the year
of the restructuring. These supervisory policies
apply to federally supervised financial institu-
tions. The board of directors and management
of bank holding companies should therefore in-
corporate these policies into the supervision of
their federally supervised financia institution
subsidiaries.

2065.1.1 CASH-BASIS INCOME
RECOGNITION ON NONACCRUAL
ASSETS

Current regulatory reporting requirements do
not preclude the cash-basis recognition of

1. A discussion of the criteria is found within the corre-
sponding subsections that follow.

income on nonaccrua assets (including loans
that have been partialy charged off), if the
remaining book balance of the loan is deemed
fully collectible. Interest income recognized on
a cash basis should be limited to that which
would have been accrued on the recorded bal-
ance at the contractual rate. Any cash interest
received over this limit should be recorded as
recoveries of prior charge-offs until these
charge-offs have been fully recovered.

2065.1.2 NONACCRUAL ASSETS
SUBJECT TO FAS 15 AND FAS 114
RESTRUCTURINGS

A loan or other debt instrument that has been
formally restructured to ensure repayment and
performance need not be maintained in non-
accrual status. When the asset is returned to
accrual status, payment performance that had
been sustained for a reasonable time before the
restructuring may be considered. For example, a
loan may have been restructured, in part, to
reduce the amount of the borrower’s contractual
payments. It may be that the amount and fre-
quency of payments under the restructured
terms do not exceed those of the payments that
the borrower had made over a sustained period,
within a reasonable time before the restruc-
turing. In this situation, if the lender is reason-
ably assured of repayment and performance
according to the modified terms, the loan can be
immediately restored to accrua status.

Clearly, a period of sustained performance,
whether before or after the date of the restructur-
ing, is very important in determining whether
there is reasonable assurance of repayment
and performance. In certain circumstances, other
information may be sufficient to demonstrate an
improvement in the borrower’s condition or in
economic conditions that may affect the bor-
rower’s ability to repay. Such information may
reduce the need to rely on the borrower’ s perfor-
mance to date in assessing repayment prospects.
For example, if the borrower has obtained sub-
stantial and reliable sales, lease, or rental con-
tracts or if other important developments are
expected to significantly increase the borrow-
er's cash flow and debt-service capacity and
strength, then the borrower’'s commitment to
repay may be sufficient. A preponderance of
such evidence may be sufficient to warrant
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returning a restructured loan to accrua status.
The restructured terms must reasonably ensure
performance and full repayment.

It is imperative that the reasons for restoring
restructured debt to accrual status be docu-
mented. A restoration should be supported by
a current, well-documented evaluation of the
borrower’s financial condition and prospects
for repayment. This documentation will be
reviewed by examiners.

The formal restructuring of a loan or other
debt instrument should be undertaken in ways
that will improve the likelihood that the credit
will be repaid in full in accordance with reason-
ably restructured repayment terms.2 Regulatory
reporting requirements and GAAP do not
reguire a banking organization that restructures
a loan to grant excessive concessions, forgive
principal, or take other steps not commensurate
with the borrower’s ability to repay in order to
use the reporting treatment specified in FAS 15.
Furthermore, the restructured terms may include
prudent contingent payment provisions that per-
mit an institution to obtain appropriate recovery
of concessions granted in the restructuring, if
the borrower’ s condition substantially improves.

2065.1.3 RESTRUCTURINGS
RESULTING IN A MARKET
INTEREST RATE

A FAS 114 restructuring that specifies an effec-
tive interest rate that is equal to or greater than
the rate the lending banking organization iswill-
ing to accept at the time of the restructuring, for
a new loan with comparable risk (assuming the
loan is not impaired by the restructuring agree-
ment), does not have to be reported as
a troubled-debt restructuring after the year of
restructuring.

2065.1.4 NONACCRUAL TREATMENT
OF MULTIPLE LOANS TO ONE
BORROWER

Asagenerd principle, whether to place an asset
in nonaccrual status should be determined by an
assessment of the individual asset’s collect-

2. A restructured loan may not be restored to accrual status
unless there is reasonable assurance of repayment and perfor-
mance under its modified terms in accordance with a reason-
able repayment schedule.
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ibility. One loan to a borrower being placed
in nonaccrua status does not automatically have
to result in al other extensions of credit to that
borrower being placed in nonaccrual status.
When a single borrower has multiple extensions
of credit outstanding and one meets the criteria
for nonaccrual status, the lender should evalu-
ate the others to determine whether one or more
of them should also be placed in nonaccrual
status.

2065.1.4.1 Troubled-Debt
Restructuring—Returning a Multiple-Note
Structure to Accrual Status

On June 10, 1993, interagency guidance was
issued to clarify a March 10, 1993, interagency
policy statement on credit availability. The guid-
ance addresses a troubled-debt restructuring
(TDR) that involves multiple notes (some-
times referred to as A/B note structures). An
example of a multiple-note structure is when
the first, or A, note would represent the portion
of the original-loan principal amount that would
be expected to be fully collected along with
contractual interest. The second part of the
restructured loan, or B note, represents the por-
tion of the origina loan that has been charged
off.

Such TDRs generally may take any of three
forms: (1) In certain TDRs, the B note may be a
contingent receivable that is payable only if
certain conditions are met (for example, if there
is sufficient cash flow from the property).
(2) For other TDRs, the B note may be
contingency-forgiven (note B is forgiven if note
A is pad in full). (3) In other instances, an
institution would have granted a concession (for
example, a rate reduction) to the troubled bor-
rower but the B note would remain a contractual
obligation of the borrower. Because the B note
is not reflected as an asset on the institution’s
books and is unlikely to be collected, the B note
is viewed as a contingent receivable for report-
ing purposes.

Financial institutions may return the A note
to accrual status provided the following condi-
tions are met:

1. The restructuring qualifies as a TDR as
defined by FAS 15, and there is economic
substance to the restructuring. (Under FAS
15, a restructuring of debt is considered a
TDR if “the creditor for economic or legal
reasons related to the debtor’s financia diffi-
culties grants a concession to the debtor that
it would not otherwise consider.”)
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2. The portion of the original loan represented
by the B note has been charged off. The
charge-off must be supported by a current,
well-documented evaluation of the borrow-
er's financial condition and prospects for
repayment under the revised terms. The
charge-off must be recorded before or at the
time of the restructuring.

3. The ingtitution is reasonably assured of
repayment of the A note and of performance
in accordance with the modified terms.

4. In general, the borrower must have demon-
strated sustained repayment performance
(either immediately before or after the
restructuring) in accordance with the modi-
fied terms for a reasonable period before the
date on which the A note is returned to
accrual status. Sustained payment perfor-
mance generally would be for a minimum of
six months and involve paymentsin the form
of cash or cash equivalents.

The A note would be initially disclosed as a
TDR. However, if the A note yields a market
rate of interest and performs in accordance with
the restructured terms, the note would not have
to be disclosed as a TDR in the year after the
restructuring. To be considered a market rate of
interest, the interest rate on the A note at the
time of the restructuring must be equal to or
greater than the rate that the institution is will-
ing to accept for a new receivable with compa-
rable risk. (See SR-93-30.)

2065.1.4.2 Nonaccrua Loans That Have
Demonstrated Sustained Contractual
Performance

Certain borrowers have resumed paying the full
amount of scheduled contractual interest and
principal payments on loans that are past due
and in nonaccrual status. Although prior arrear-
ages may not have been eliminated by payments
from the borrowers, some borrowers have dem-
onstrated sustained performance over atimein
accordance with contractual terms. The inter-
agency guidance of June 10, 1993, announced
that such loans may henceforth be returned to
accrua status, even though the loans have not
been brought fully current. They may be
returned to accrua status if (1) there is reason-
able assurance of repayment of al principal and
interest amounts contractually due (including
arrearages) within a reasonable period and
(2) the borrower has made payments of cash or
cash equivalents over a sustained period (gener-
ally a minimum of six months) in accordance

with the contractual terms. When the federal
financial institution regulatory reporting criteria
for restoration to accrual status are met, previ-
ous charge-offs taken would not have to be fully
recovered before such loans are returned to
accrual status. Loans that meet this criteria
should continue to be disclosed as past due as
appropriate (for example, 90 days past due and
still accruing) until they have been brought fully
current. (See SR-93-30.)

2065.1.5 ACQUISITION OF
NONACCRUAL ASSETS

Banking organizations (or the receiver of a
failed institution) may sell loans or debt securi-
ties maintained in nonaccrual status. Such loans
or debt securities that have been acquired from
an unaffiliated third party should be reported by
the purchaser in accordance with AICPA Prac-
tice Bulletin No. 6. When the criteria specified
in this bulletin are met, these assets may be
placed in nonaccrual status.3

2065.1.6 TREATMENT OF
NONACCRUAL LOANS WITH
PARTIAL CHARGE-OFFS

Whether partial charge-offs associated with a
nonaccrual loan that has not been formally
restructured must first be fully recovered before
the loan can be restored to accrua status is an
issue that has not been explicitly addressed by
GAAP and bank regulatory reporting reguire-
ments. In accordance with the instructions for
the bank call report and the bank holding com-
pany reports (FR-Y series), restoration to
accrual statusis permitted when (1) the loan has
been brought fully current with respect to princi-
pal and interest and (2) it is expected that the
full contractual balance of the loan (including
any amounts charged off) plus interest will be
fully collectible under the terms of the loan.#

3. AICPA Practice Bulletin No. 6, “Amortization of Dis-
counts on Certain Acquired Loans,” American Institute of
Certified Public Accountants, August 1989.

4. The instructions for the call reports and FR-Y reports
discuss the criteria for restoration to accrual status in the
glossary entries for *“nonaccrual status.” This guidance also
permits restoration to accrual status for nonaccrual assets that
are both well secured and in the process of collection. In
addition, this guidance permits restoration to accrual status,
when certain criteria are met, of formally restructured debt
and acquired nonaccrual assets.

December 2002
Page 3

BHC Supervision Manual



Nonaccrual Loans and Restructured Debt

2065.1

Thus, in determining whether a partialy
charged-off loan that has been brought fully
current can be returned to accrual status, it is
important to determine whether the banking
organization expects to receive the full amount
of principal and interest called for by the terms
of the loan.

When a loan has been brought fully current
with respect to contractual principal and inter-
est, and when the borrower’ s financial condition
and economic conditions that could affect the
borrower’ s ability to repay have improved to the
point that repayment of the full amount of con-
tractual principal (including any amounts
charged off) and interest is expected, the loan
may be restored to accrual status even if the
charge-off has not been recovered. However,
this treatment would not be appropriate if the
charge-off reflects continuing doubt about the
collectibility of principal or interest. Because
loans or other assets are required to be placed in
nonaccrual status when full repayment of princi-
pal or interest is not expected, such loans could
not be restored to accrua status.

It is imperative that the reasons for the resto-
ration of a partialy charged-off |oan to accrual
status be supported by a current, well-
documented evaluation of the borrower’s finan-
cial condition and prospects for full repayment
of contractual principal (including any amounts
charged off) and interest. This documentation
will be subject to review by examiners.

A nonaccrua loan or debt instrument may
have been formally restructured in accordance
with FAS 15 so that it meets the criteria for
restoration to accrual status presented in section
2065.1.2 addressing restructured loans. Under
GAAP, when a charge-off was taken before the
date of the restructuring, it does not have to
be recovered before the restructured loan can
be restored to accrua status. When a charge-off
occurs after the date of the restructuring, the
considerations and treatments discussed earlier
in this section are applicable.

2065.1.7 IN-SUBSTANCE
FORECLOSURES

FAS 114 addresses the accounting for impaired
loans and clarifies existing accounting guidance
for in-substance foreclosures. Under the impair-
ment standard and related amendments to FAS
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15, a collateral-dependent real estate loans
would be reported as ** other real estate owned”
(OREOQ) only if the lender had taken possession
of the collateral. For other collateral-dependent
real estate loans, loss recognition would be
based on the fair value of the collateral if fore-
closure is probable.¢ Such loans would remain
in the loan category and would not be reported
as OREO. For depository institution examina-
tions, any portion of the loan balance on a
collateral-dependent loan that exceeds the fair
value of the collateral and that can be identified
as uncollectible would generally be classified as
a loss and be promptly charged off against the
ALLL.

A collateralized loan that becomes impaired
is not considered “‘collateral dependent” if
repayment is available from reliable sources
other than the collateral. Any impairment on
such a loan may, at the depository institution’s
option, be determined based on the present value
of the expected future cash flows discounted at
the loan’s effective interest rate or, as a practical
expedient, based on the loan’s observable mar-
ket price. (See SR-95-38.)

Losses must be recognized on rea estate
loans that meet the in-substance foreclosure
criteria with the collateral being valued accord-
ing to its fair value. Such loans do not have to
be reported as OREO unless possession of the
underlying collateral has been obtained. (See
SR-93-30.)

2065.1.8 LIQUIDATION VALUES OF
REAL ESTATE LOANS

In accordance with the March 10, 1993, inter-
agency policy statement Credit Availability,
loans secured by real estate should be based on
the borrower’s ability to pay over time, rather
than on a presumption of immediate liquidation.
Interagency guidance issued on June 10, 1993,
emphasizes that it is not regulatory policy to
value collateral that underlies rea estate loans
on aliquidation basis. (See SR-93-30.)

5. A collateral-dependent real estate loan is a loan for
which repayment is expected to be provided solely by the
underlying collateral and there are no other available and
reliable sources of repayment.

6. Thefair value of the assets transferred is the amount that
the debtor could reasonably expect to receive for them in a
current sale between awilling buyer and awilling seller, other
than in aforced or liquidation sale.



Determining an Adequate Level for the Allowance for Loan and Lease
Losses (Accounting, Reporting, and Disclosure Issues) Section 20t

The adequacy of a banking organization’s Examiners will evaluate the methodology anc
allowance for loan and lease losses (ALLL)process that management has followed in arriv
(including amounts based on an analysis of thing at an overall estimate of the ALLL to ensure
commercial real estate portfolio) must be basethat all of the relevant factors affecting the
on a careful, well-documented, and consistentlgollectibility of the portfolio have been appro-
applied analysis of the loan and lease portfélio.priately considered. In addition, the overall esti-
The determination of the adequacy of the ALLLmate of the ALLL and the range of possible
should be based on management’s consideratienedit losses estimated by management will b
of all current significant conditions that mightreviewed for reasonableness in view of thes
affect the ability of borrowers (or guarantors, iffactors. The examiner’'s analysis will also con-
any) to fulfill their obligations to the institution. sider the quality of the organization’s systems
While historical loss experience provides a reaand management in identifying, monitoring, anc
sonable starting point, historical losses or eveaddressing asset-quality problems. (See sectiol
recent trends in losses are not sufficient, withou2065.3, 2065.4, and 2128.08.)
further analysis, to produce a reliable estimate The value of the collateral will be considered
of anticipated loss. by examiners in reviewing and classifying a
In determining the adequacy of the ALLL, commercial real estate loan. However, for ¢
management should consider factors such gerforming commercial real estate loan, the
changes in the nature and volume of the portsupervisory policies of the agencies do no
folio; the experience, ability, and depth of lend-require automatic increases to the ALLL solely
ing management and staff, changes in credliecause the value of the collateral has decline
standards; collection policies and historical colto an amount that is less than the loan balance.
lection experience; concentrations of credit risk; In assessing the ALLL, it is important to
trends in the volume and severity of past-dueecognize that management’s process, metho
and classified loans; and trends in the volume ddlogy, and underlying assumptions require ¢
nonaccrual loans, specific problem loans, andubstantial degree of judgment. Even whel
commitments. In addition, this analysis shouldan organization maintains sound loan-
consider the quality of the organization’s sys-administration and -collection procedures an
tems and management in identifying, monitoreffective internal systems and controls, the est
ing, and addressing asset-quality problems. Fumation of losses may not be precise due to th
thermore, management should consider externalide range of factors that must be considerec
factors such as local and national economi&urther, the ability to estimate losses on specifi
conditions and developments, competition, antbans and categories of loans improves ove
legal and regulatory requirements, as well ame as substantive information accumulate:
reasonably foreseeable events that are likely t@garding the factors affecting repayment pros
affect the collectibility of the loan portfolio. pects. When management has (1) maintaine
Management should adequately document theffective systems and controls for identifying,
factors that were considered, the methodologgnonitoring, and addressing asset-quality prob
and process that were used in determining thlems and (2) analyzed all significant factors
adequacy of the ALLL, and the range of pos-affecting the collectibility of the portfolio,
sible credit losses estimated by this process. Thexaminers should give considerable weight t
complexity and scope of this analysis must benanagement’s estimates in assessing tt
appropriate to the size and nature of the organadequacy of the overall ALLL.
zation and provide for sufficient flexibility to  Examiners and bank holding company man
accommodate changing circumstances. agement should consider the impact of the
Financial Accounting Standards Board's
(FASB) Statement No. 114, “Accounting by
1. The estimation process described in this section permi€reditors for Impairment of a Loan” (FAS 114)
a more accurate est_imate of anticipateq losses than could Ieas amended by FASB Statement No. 118
achieved by assessing the loan portfolio solely on an aggreAccouming by Creditors for Impairment of a
gate basis. However, it is only an estimation process and doe's L . ,,
not imply that any part of the ALLL is segregated for, or LOAN—INncome Recognition and Disclosures”),
allocated to, any particular asset or group of assets. Then the ALLL-estimating process. FAS 114 sets

ALLL is available to absorb overall credit losses originatingforth guidance for estimating the impairment of
from the loan and lease portfolio. The balance of the ALLL is

management’s estimation of potential credit losses, synony- .
mous with its determination as to the adequacy ofaveall ~BHC Supervision Manual December 2002
ALLL. Page 1
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aloan for generd financial reporting purposes.
Under FAS 114, aloan isimpaired when, based
on current information and events, it is probable
that a creditor will be unable to collect all
amounts due (principal and interest) according
to the contractua terms of the loan agreement.

When a creditor has determined that aloan is
impaired, FAS 114 requires that an alowance
be established based on the present value of the
expected future cash flows of the loan dis-
counted at the loan’s effective interest rate (that
is, the contract rate, as adjusted for any net
deferred loan fees or costs, premiums, or dis-
counts) or, as apractical expedient, at the loan’s
observable market price or at the fair value of
the collatera if the loan is collateral dependent.
Since the allowances under FAS 114 apply only
to a subset of loans,2 FAS 114 does not address
the adequacy of a creditor’'s overall ALLL or
how the creditor should assess the adequacy of
its ALLL. Examiners should not focus unduly
on the adequacy of this or any other portion of
the ALLL established for a subset of loans.
Bank holding companies are required to follow
FAS 114 (as amended by FAS 118) when report-
ing in the FR Y-9C report for the holding com-
pany on a consolidated basis.

2065.2.1 INSPECTION OBJECTIVES

1. To evauate the methodology and process
that management employs in compiling an
overall estimate of the ALLL.

2. To understand and evaluate the nature of the
external (economic and socia climate, the
extent of competition) and internal (credit
strategies, levels of acceptable credit risk,
and lending policies and procedures) lending
environment and how they might influence
management’ s estimate of the ALLL.

3. To determine the accuracy and reasonable-
ness of management’ s estimate of the overall
ALLL.

4. To evaluate the quality of the BHC' s systems
and management performance in identifying,
monitoring, and resolving asset-quality
problems.

2. The guidance on impairment in FAS 114 does not apply
to “large groups of smaller balance homogeneous loans that
are collectively evaluated for impairment,” loans that are
measured at fair value or at the lower of cost or fair value, or
leases and debt securities as defined in FAS 115, “ Accounting
for Certain Investments in Debt and Equity Securities.”
FAS 114 does apply to loans that are restructured in a
troubled-debt restructuring involving a modification of terms.
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2065.2.2 INSPECTION PROCEDURES

1. Determine whether the banking organization
has carefully documented and applied an
accurate and consistent method of analysis
for estimating the overall ALLL. When mak-
ing such a determination, ascertain
whether—

a. management has considered al significant
factors and conditions that might affect
the collectibility of the loan, including the
borrower’ s repayment practices, the value
of accessible underlying collateral, and
other factors (that is, those factors listed
in this section);

b. management has documented al factors
that were considered and the methodol ogy
and process that were used to evauate the
adequacy of the allowance; and

c. the complexity and scope of the analysis
are appropriate for the size and nature of
the organization.

2. Evaluate the methodology and process that
management has followed in arriving at an
overall estimate of the ALLL.

3. Determine the reasonableness of manage-
ment’s consolidated estimate of the ALLL,
including the range of possible credit losses.
Determine whether management has prop-
erly evaluated the overall composition of the
loan portfolio at all organizational levels
by—

a. identifying potential problem loans,
including loans classified by al bank
regulatory agencies;

b. determining trends with respect to loan
volume (growth (in particular, rapid
growth), levels of delinquencies, nonac-
cruas, and nonperforming loans);

¢. considering the previous loss and recovery
experience including the timeliness of
charge-offs;

d. evaluating the performance of concentra-
tions of credit (related interests, geo-
graphic regions, industries, lesser-
developed countries (LDCs), highly
leveraged loans, and the size of credit
exposures (few large loans versus numer-
ous small loans));

e. determining the amount of loans and
problem loans (delinquent, nonaccrual,
and nonperforming) by lending officer or
committee; and

f. evaluating the levels and performance of
loans involving related parties.

4. For each level of the organization, determine
the percentage of past-due loans to the loan
portfolio and compare it with prior periods.
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The examiner may find it beneficia to com-
pute the ratio for groups of loans by type,
size, or risk levels.

. Compare the loans classified during reg-
ulatory examinations or BHC inspections
with the previous examinations or inspec-
tions and also with those classified by man-
agement before the regulatory examinations
or inspections. Investigate the current status
of previously classified loans.

6. Compute the percentage of the ALLL to

average outstanding loans and compare those
results with those of the previous inspection.
Investigate the reasons for variations
between those periods.

. Assess the quadlity of the organization’s sys-

tems and internal controls in identifying,
monitoring, and addressing asset-quality
problems.

BHC Supervision Manual
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Maintenance of an Appropriate Allowance for Loan and Lease Losses

(Accounting, Reporting, and Disclosure Issues)

Section 2065.3

WHAT’S NEW IN THIS REVISED
SECTION

This section has been fully revised to set forth
the 2006 Interagency Policy Statement on the
Allowance for Loan and Lease Losses (ALLL),
which was issued on December 13, 20006, by the
federal bank and thrift regulatory agencies (the
banking agencies.) (See SR-06-17.) This guid-
ance updates and replaces the 1993 policy state-
ment. The policy was revised to ensure consis-
tency with generally accepted accounting
principles (GAAP) and recent supervisory guid-
ance. The Federal Reserve believes the guid-
ance is broadly applicable to bank holding com-
panies. Accordingly, examiners should apply the
policy, as appropriate, during inspections of
bank holding companies and their nonbank
subsidiaries.

2065.3.0 OVERVIEW OF THE ALLL
POLICY STATEMENT

The 2006 policy statement discusses the nature
and purpose of the allowance for loan and lease
losses (ALLL); the responsibilities of boards of
directors, the institution’s management, and the
examiners of banking organizations regarding
the ALLL; factors to be considered in the esti-
mation of the ALLL; and the objectives and
elements of an effective loan review system,
including a sound credit grading system. The
statement states that it is the responsibility of
the board of directors and management of each
institution to maintain the ALLL at an appropri-
ate level. Each institution is responsible for
developing, maintaining, and documenting a
comprehensive, systematic, and consistently
applied process for determining the amounts of
the ALLL and the provision for loan and lease
losses. To fulfill this responsibility, each institu-
tion should ensure that controls are in place to
consistently determine the ALLL in accordance
with GAAP, the institution’s stated policies and
procedures, management’s best judgment, and
relevant supervisory guidance. The policy state-
ment also discusses the analysis of the loan and
lease portfolio, factors to consider in estimating
credit losses, and the characteristics of an effec-
tive loan-review system.

The policy statement continues the policy
that Federal Reserve examiners will generally
accept bank management’s estimates in their
assessment of the appropriateness of the ALLL
when management has (1) maintained effective

loan review systems and controls for identify-
ing, monitoring, and addressing asset-quality
problems in a timely manner; (2) analyzed all
significant environmental factors that affect the
collectibility of the portfolio as of the evaluation
date in a reasonable manner; (3) established an
acceptable ALLL-evaluation process for both
individual loans and groups loans that meets the
objectives for an appropriate ALLL; and
(4) incorporated reasonable and properly sup-
ported assumptions, valuations, and judgments
into the evaluation process.

The policy also reiterates the points of agree-
ment between the Securities and Exchange
Commission and the banking agencies since
1999: (1) the need for management to exercise
significant judgment when estimating the
ALLL, (2) the concept of a range of losses, and
(3) the appropriateness of a properly developed
and documented ALLL. Accordingly, the policy
emphasizes that an institution should provide
reasonable support and documentation of its
ALLL estimates, including adjustments to the
allowance for qualitative or environmental fac-
tors and unallocated portions of the allowance.
This emphasis on support and documentation
supplements, but does not replace, the guidance
in the 2001 Interagency Policy Statement on the
Allowance for Loan and Lease Losses Method-
ologies and Documentation for Banks and Sav-
ings Institutions (see SR-01-17).

Additionally, institutions are reminded that
the allowance is an institution-specific estimate
and generally should not be based solely on a
“standard percentage” of loans. While peer
group or other benchmark averages are an
appropriate tool to evaluate the reasonableness
of the allowance, it is the institution’s responsi-
bility to analyze the collectibility of the loan
portfolio to estimate the allowance. To that end,
the policy statement does not reference stan-
dardized loss estimates (that is, 15 percent for
loans classified as substandard and 50 percent
for loans classified as doubtful).

The policy statement also includes guidance
on SFAS 114, “Accounting by Creditors for
Impairment of a Loan,” which describes the
evaluation and measurement of impairment for
loans that are impaired on an individual basis,
and SFAS 5, “Accounting for Contingencies,”
which describes the same for pools of loans
grouped according to risk factors. The relation-
ship between the two standards is described as
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well as the application of each standard in esti-
mating the ALLL. Lastly, the policy reminds
institutions that allowances related to off-
balance-sheet financial instruments such as loan
commitments or letters of credit should not be
reported as part of the ALLL. Any allowance
for these types of instruments is recorded as an
“other liability.”

This policy statement applies to all deposi-
tory institutions supervised by the banking agen-
cies, except for U.S. branches and agencies of
foreign banks. In addition, the Federal Reserve
believes the guidance is broadly applicable to
bank holding companies as well. Accordingly,
examiners should apply the policy, as appropri-
ate, during inspections of bank holding compa-
nies and their nonbank subsidiaries, in addition
to the examination of state member banks.

Although the policy statement discusses key
concepts and requirements in GAAP and exist-
ing supervisory guidance on the ALLL, the
banking agencies recognized that institutions
may not have had sufficient time to complete
any enhancements needed to bring their ALLL
processes and documentation into full compli-
ance with the revised guidance for year-end
2006 reporting purposes. Nevertheless, such
enhancements were to be completed and effec-
tive in the subsequent near term.

The text of the interagency policy statement
follows. (See also sections 2065.1, 2065.2, and
2065.4.)

2065.3.1 2006 INTERAGENCY POLICY
STATEMENT ON THE ALLOWANCE
FOR LOAN AND LEASE LOSSES

This 2006 interagency policy statement! revises
and replaces the 1993 policy statement on the
ALLL. It reiterates key concepts and require-
ments included in generally accepted account-
ing principles (GAAP) and existing ALLL
supervisory guidance.> The principal sources of

1. The policy statement was adopted by, and applies to, all
depository institutions (institutions), except U.S. branches and
agencies of foreign banks, that are supervised by the Board of
Governors of the Federal Reserve System, the Office of the
Comptroller of the Currency, the Federal Deposit Insurance
Corporation, the Office of Thrift Supervision (the banking
agencies), and to institutions insured and supervised by the
National Credit Union Administration (NCUA) (collectively,
the agencies). U.S. branches and agencies of foreign banks
continue to be subject to any separate guidance that has been
issued by their primary supervisory agency.

2. As discussed more fully below in the “Nature and

BHC Supervision Manual
Page 2

July 2007

guidance on accounting for impairment in a
loan portfolio under GAAP are Statement of
Financial Accounting Standards No. 35,
“Accounting for Contingencies” (FAS 5) and
Statement of Financial Accounting Standards
No. 114, “Accounting by Creditors for Impair-
ment of a Loan” (FAS 114). In addition, the
Financial Accounting Standards Board View-
points article that is included in Emerging Issues
Task Force Topic D-80 (EITF D-80), “Applica-
tion of FASB Statements No. 5 and No. 114 to a
Loan Portfolio,” presents questions and answers
that provide specific guidance on the interaction
between these two FASB statements and may be
helpful in applying them.

In July 1999, the banking agencies and the
Securities and Exchange Commission (SEC)
issued a Joint Interagency Letter to Financial
Institutions. The letter stated that the banking
agencies and the SEC agreed on the following
important aspects of loan loss allowance
practices:

* Arriving at an appropriate allowance involves
a high degree of management judgment and
results in a range of estimated losses.

* Prudent, conservative—but not excessive—
loan loss allowances that fall within an accept-
able range of estimated losses are appropriate.
In accordance with GAAP, an institution
should record its best estimate within the
range of credit losses, including when man-
agement’s best estimate is at the high end of
the range.

» Determining the allowance for loan losses is
inevitably imprecise, and an appropriate
allowance falls within a range of estimated
losses.

* An ‘“‘unallocated” loan loss allowance is
appropriate when it reflects an estimate of
probable losses, determined in accordance
with GAAP, and is properly supported.

» Allowance estimates should be based on a
comprehensive, well-documented, and consis-
tently applied analysis of the loan portfolio.

* The loan loss allowance should take into con-
sideration all available information existing as
of the financial statement date, including envi-
ronmental factors such as industry, geographi-
cal, economic, and political factors.

In July 2001, the banking agencies issued the
Policy Statement on Allowance for Loan and

Purpose of the ALLL” within this section, this policy state-
ment and the ALLL generally do not address loans carried at
fair value or loans held for sale. In addition, this policy
statement provides only limited guidance on “purchased
impaired loans.”
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Lease Losses Methodologies and Documenta-
tion for Banks and Savings Institutions (2001
policy statement). The policy statement is
designed to assist institutions in establishing a
sound process for determining an appropriate
ALLL and documenting that process in accor-
dance with GAAP.3 (See section 2065.4.1.)

In March 2004, the agencies also issued the
Update on Accounting for Loan and Lease
Losses. This guidance provided reminders of
longstanding supervisory guidance as well as a
listing of the existing allowance guidance that
institutions should continue to apply.

2065.3.1.1 Nature and Purpose of the
ALLL

The ALLL represents one of the most signifi-
cant estimates in an institution’s financial state-
ments and regulatory reports. Because of its
significance, each institution has a responsibility
for developing, maintaining, and documenting a
comprehensive, systematic, and consistently
applied process for determining the amounts of
the ALLL and the provision for loan and lease
losses (PLLL). To fulfill this responsibility, each
institution should ensure controls are in place to
consistently determine the ALLL in accordance
with GAAP, the institution’s stated policies and
procedures, management’s best judgment, and
relevant supervisory guidance. As of the end of
each quarter, or more frequently if warranted,
each institution must analyze the collectibility
of its loans and leases held for investment*
(hereafter referred to as loans) and maintain an
ALLL at a level that is appropriate and deter-
mined in accordance with GAAP. An appropri-
ate ALLL covers estimated credit losses on indi-
vidually evaluated loans that are determined to
be impaired as well as estimated credit losses
inherent in the remainder of the loan and lease
portfolio. The ALLL does not apply, however,
to loans carried at fair value, loans held for

3. See section 2065.4.1 for the 2001 policy statement. The
SEC staff issued parallel guidance in July 2001, which is
found in Staff Accounting Bulletin No. 10, “Selected Loan
Loss Allowance Methodology and Documentation Issues”
(SAB 102), which has been codified as Topic 6.L. in the
SEC’s Codification of Staff Accounting Bulletins. Both SAB
102 and the codification are available on the SEC’s web site.

4. Consistent with the American Institute of Certified Pub-
lic Accountants’ (AICPA) Statement of Position 01-6,
“Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities of
Others,” loans and leases held for investment are those loans
and leases that the institution has the intent and ability to hold
for the foreseeable future or until maturity or payoff.

sale,> off-balance-sheet credit exposures® (for
example, financial instruments such as off-
balance-sheet loan commitments, standby let-
ters of credit, and guarantees), or general or
unspecified business risks.

For purposes of this policy statement, the
term estimated credit losses means an estimate
of the current amount of loans that it is probable
the institution will be unable to collect given
facts and circumstances since the evaluation
date. Thus, estimated credit losses represent net
charge-offs that are likely to be realized for a
loan or group of loans. These estimated credit
losses should meet the criteria for accrual of a
loss contingency (that is, through a provision to
the ALLL) set forth in GAAP.” When available
information confirms that specific loans, or por-
tions thereof, are uncollectible, these amounts
should be promptly charged off against the
ALLL.

For “purchased impaired loans,”® GAAP pro-

5. See “Interagency Guidance on Certain Loans Held for
Sale” (March 26, 2001) for the appropriate accounting and
reporting treatment for certain loans that are sold directly
from the loan portfolio or transferred to a held-for-sale
account. Loans held for sale are reported at the lower of cost
or fair value. Declines in value occurring after the transfer of a
loan to the held-for-sale portfolio are accounted for as adjust-
ments to a valuation allowance for held-for-sale loans and not
as adjustments to the ALLL.

6. Credit losses on off-balance-sheet credit exposures
should be estimated in accordance with FAS 5. Any allow-
ance for credit losses on off-balance-sheet exposures should
be reported on the balance sheet as an “other liability,” and
not as part of the ALLL.

7. FAS 5 requires the accrual of a loss contingency when
information available prior to the issuance of the financial
statements indicates it is probable that an asset has been
impaired at the date of the financial statements and the amount
of loss can be reasonably estimated. These conditions may be
considered in relation to individual loans or in relation to
groups of similar types of loans. If the conditions are met,
accrual should be made even though the particular loans that
are uncollectible may not be identifiable. Under FAS 114, an
individual loan is impaired when, based on current informa-
tion and events, it is probable that a creditor will be unable to
collect all amounts due according to the contractual terms of
the loan agreement. It is implicit in these conditions that it
must be probable that one or more future events will occur
confirming the fact of the loss. Thus, under GAAP, the pur-
pose of the ALLL is not to absorb all of the risk in the loan
portfolio, but to cover probable credit losses that have already
been incurred.

8. A purchased impaired loan is defined as a loan that an
institution has purchased, including a loan acquired in a
purchase business combination, that has evidence of deteriora-
tion of credit quality since its origination and for which it is
probable, at the purchase date, that the institution will be
unable to collect all contractually required payments. When
reviewing the appropriateness of the reported ALLL of an
institution with purchased impaired loans, examiners should
consider the credit losses factored into the initial investment
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hibits “carrying over” or creating an ALLL in
the initial recording of these loans. However, if,
upon evaluation subsequent to acquisition, it is
probable that the institution will be unable to
collect all cash flows expected at acquisition on
a purchased impaired loan (an estimate that
considers both timing and amount), the loan
should be considered impaired for purposes of
applying the measurement and other provisions
of FAS 5 or, if applicable, FAS 114.

Estimates of credit losses should reflect con-
sideration of all significant factors that affect the
collectibility of the portfolio as of the evaluation
date. For loans within the scope of FAS 114 that
are individually evaluated and determined to be
impaired,® these estimates should reflect consid-
eration of one of the standard’s three impair-
ment measurement methods as of the evaluation
date: (1) the present value of expected future
cash flows discounted at the loan’s effective
interest rate,'? (2) the loan’s observable market
price, or (3) the fair value of the collateral if the
loan is collateral dependent.

An institution may choose the appropriate
FAS 114 measurement method on a loan-by-
loan basis for an individually impaired loan,
except for an impaired collateral-dependent
loan. The agencies require impairment of a
collateral-dependent loan to be measured using
the fair value of collateral method. As defined in
FAS 114, aloan is collateral dependent if repay-
ment of the loan is expected to be provided
solely by the underlying collateral. In general,
any portion of the recorded investment in a
collateral-dependent loan (including any capital-
ized accrued interest, net deferred loan fees or

in these loans when determining whether further deterioration
(for example, decreases in cash flows expected to be col-
lected) has occurred since the loans were purchased. The
bank’s Consolidated Report of Condition and Income (Call
Report) and/or the Consolidated Financial Statement for Bank
Holding Companies (such as the FR Y-9C), and the disclo-
sures in the bank’s financial statements may provide useful
information for examiners in reviewing these loans. Refer to
the AICPA’s Statement of Position 03-3, “Accounting for
Certain Loans or Debt Securities Acquired in a Transfer,” for
further guidance on the appropriate accounting.

9. FAS 114 does not specify how an institution should
identify loans that are to be evaluated for collectibility nor
does it specify how an institution should determine that a loan
is impaired. An institution should apply its normal loan review
procedures in making those judgments. Refer to the ALLL
interpretations for further guidance.

10. The effective “interest rate” on a loan is the rate of
return implicit in the loan (that is, the contractual interest rate
adjusted for any net deferred loan fees or costs and any
premium or discount existing at the origination or acquisition
of the loan).
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costs, and unamortized premium or discount) in
excess of the fair value of the collateral that can
be identified as uncollectible, and is therefore
deemed a confirmed loss, should be promptly
charged off against the ALLL.!!

All other loans, including individually evalu-
ated loans determined not to be impaired under
FAS 114, should be included in a group of loans
that is evaluated for impairment under FAS 5.12
While an institution may segment its loan port-
folio into groups of loans based on a variety of
factors, the loans within each group should have
similar risk characteristics. For example, a loan
that is fully collateralized with risk-free assets
should not be grouped with uncollateralized
loans. When estimating credit losses on each
group of loans with similar risk characteristics,
an institution should consider its historical loss
experience on the group, adjusted for changes
in trends, conditions, and other relevant factors
that affect repayment of the loans as of the
evaluation date.

For analytical purposes, an institution should
attribute portions of the ALLL to loans that it
evaluates and determines to be impaired under
FAS 114 and to groups of loans that it evaluates
collectively under FAS 5. However, the ALLL
is available to cover all charge-offs that arise
from the loan portfolio.

2065.3.1.2 Responsibilities of the Board
of Directors and Management

2065.3.1.2.1 Appropriate ALLL Level

Each institution’s management is responsible
for maintaining the ALLL at an appropriate
level and for documenting its analysis according
to the standards set forth in the 2001 policy
statement. Thus, management should evaluate
the ALLL reported on the balance sheet as of
the end of each quarter or more frequently if
warranted, and charge or credit the PLLL to
bring the ALLL to an appropriate level as of
each evaluation date. The determination of the
amounts of the ALLL and the PLLL should be
based on management’s current judgments
about the credit quality of the loan portfolio, and

11. For further information, refer to the illustration in
appendix B of the 2001 policy statement (see the appendix in
section 2065.4.1.8).

12. An individually evaluated loan that is determined not
to be impaired under FAS 114 should be evaluated under FAS
5 when specific characteristics of the loan indicate that it is
probable there would be estimated credit losses in a group of
loans with those characteristics. For further guidance, refer to
the frequently asked questions that were distributed with this
policy statement.
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should consider all known relevant internal and
external factors that affect loan collectibility as
of the evaluation date. Management’s evalua-
tion is subject to review by examiners. An insti-
tution’s failure to analyze the collectibility of
the loan portfolio and maintain and support an
appropriate ALLL in accordance with GAAP
and supervisory guidance is generally an unsafe
and unsound practice.

In carrying out its responsibility for maintain-
ing an appropriate ALLL, management is
expected to adopt and adhere to written policies
and procedures that are appropriate to the size
of the institution and the nature, scope, and risk
of its lending activities. At a minimum, these
policies and procedures should ensure the fol-
lowing:

e The institution’s process for determining an
appropriate level for the ALLL is based on a
comprehensive, well-documented, and consis-
tently applied analysis of its loan portfolio.'3
The analysis should consider all significant
factors that affect the collectibility of the port-
folio and should support the credit losses esti-
mated by this process. The institution has an
effective loan review system and controls
(including an effective loan classification or
credit grading system) that identify, monitor,
and address asset quality problems in an accu-
rate and timely manner.'* To be effective, the
institution’s loan review system and controls
must be responsive to changes in internal and
external factors affecting the level of credit
risk in the portfolio.

e The institution has adequate data capture and
reporting systems to supply the information
necessary to support and document its esti-
mate of an appropriate ALLL.

e The institution evaluates any loss estimation
models before they are employed and modi-
fies the models’ assumptions, as needed, to

13. As noted in the 2001 policy statement, an institution
with less complex lending activities and products may find it
more efficient to combine a number of procedures while
continuing to ensure that the institution has a consistent and
appropriate ALLL methodology. Thus, much of the support-
ing documentation required for an institution with more com-
plex products or portfolios may be combined into fewer
supporting documents in an institution with less complex
products or portfolios.

14. Loan review and loan classification or credit grading
systems are discussed in attachment 1 of this policy statement.
In addition, state member banks and savings associations
should refer to the asset quality standards in the Interagency
Guidelines Establishing Standards for Safety and Soundness,
which were adopted by the Federal Reserve Board (see appen-
dix D-1, 12 C.ER. 208). For national banks, see appendix A
to Part 30; for state nonmember banks, appendix A to Part
364; and for savings associations, appendix A to Part 570.

ensure that the resulting loss estimates are
consistent with GAAP. To demonstrate this
consistency, the institution should document
its evaluations and conclusions regarding the
appropriateness of estimating credit losses
with the models or other estimation tools. The
institution should also document and support
any adjustments made to the models or to the
output of the models in determining the esti-
mated credit losses.

The institution promptly charges off loans, or

portions of loans, that available information

confirms to be uncollectible.

e The institution periodically validates the
ALLL methodology. This validation process
should include procedures for a review, by a
party who is independent of the institution’s
credit approval and ALLL estimation pro-
cesses, of the ALLL methodology and its
application in order to confirm its effective-
ness. A party who is independent of these
processes could be the internal audit staff, a
risk management unit of the institution, an
external auditor (subject to applicable auditor
independence standards), or another con-
tracted third party from outside the institution.
One party need not perform the entire analy-
sis, as the validation can be divided among
various independent parties.

The board of directors is responsible for over-
seeing management’s significant judgments and
estimates pertaining to the determination of an
appropriate  ALLL. This oversight should
include but is not limited to—

reviewing and approving the institution’s
written ALLL policies and procedures at least
annually;

reviewing management’s assessment and jus-
tification that the loan review system is sound
and appropriate for the size and complexity of
the institution;

reviewing management’s assessment and jus-
tification for the amounts estimated and
reported each period for the PLLL and the
ALLL; and

requiring management to periodically validate
and, when appropriate, revise the ALLL meth-
odology.

For purposes of the Consolidated Reports of
Condition and Income (Call Report) and/or the
Consolidated Financial Statement for Bank
Holding Companies (such as the FR Y-9C) an
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appropriate ALLL (after deducting all loans and
portions of loans confirmed loss) should consist
only of the following components (as appli-
cable),!> the amounts of which take into account
all relevant facts and circumstances as of the
evaluation date:

 For loans within the scope of FAS 114 that are
individually evaluated and found to be
impaired, the associated ALLL should be
based upon one of the three impairment mea-
surement methods specified in FAS 114.1¢
For all other loans, including individually
evaluated loans determined not to be impaired
under FAS 114,!7 the associated ALLL should
be measured under FAS 5 and should provide
for all estimated credit losses that have been
incurred on groups of loans with similar risk
characteristics.

For estimated credit losses from transfer risk
on cross-border loans, the impact to the ALLL
should be evaluated individually for impaired
loans under FAS 114 or evaluated on a group
basis under FAS 5. See this policy statement’s
attachment 2 for further guidance on consider-
ations of transfer risk on cross-border loans.
For estimated credit losses on accrued interest
and fees on loans that have been reported as
part of the respective loan balances on the
institution’s balance sheet, the associated
ALLL should be evaluated under FAS 114 or
FAS 5 as appropriate, if not already included
in one of the preceding components.

Because deposit accounts that are overdrawn
(that is, overdrafts) must be reclassified as loans
on the balance sheet, overdrawn accounts should
be included in one of the first two components
above, as appropriate, and evaluated for esti-
mated credit losses.

Determining the appropriate level for the
ALLL is inevitably imprecise and requires a
high degree of management judgment. Manage-
ment’s analysis should reflect a prudent, conser-
vative, but not excessive ALLL that falls within
an acceptable range of estimated credit losses.
When a range of losses is determined, institu-

15. A component of the ALLL that is labeled ‘“‘unallo-
cated” is appropriate when it reflects estimated credit losses
determined in accordance with GAAP and is properly sup-
ported and documented.

16. As previously noted, the use of the fair value of collat-
eral method is required for an individually evaluated loan that
is impaired if the loan is collateral dependent.

17. See footnote 12.
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tions should maintain appropriate documenta-
tion to support the identified range and the ratio-
nale used for determining the best estimate from
within the range of loan losses.

As discussed more fully in attachment 1 of
this policy statement, it is essential that institu-
tions maintain effective loan review systems.
An effective loan review system should work to
ensure the accuracy of internal credit classifica-
tion or grading systems and, thus, the quality of
the information used to assess the appropriate-
ness of the ALLL. The complexity and scope of
an institution’s ALLL evaluation process, loan
review system, and other relevant controls
should be appropriate for the size of the institu-
tion and the nature of its lending activities. The
evaluation process should also provide for suffi-
cient flexibility to respond to changes in the
factors that affect the collectibility of the
portfolio.

Credit losses that arise from the transfer risk
associated with an institution’s cross-border
lending activities require special consideration.
In particular, for banks with cross-border lend-
ing exposure, management should determine
that the ALLL is appropriate to cover estimated
losses from transfer risk associated with this
exposure over and above any minimum amount
that the Interagency Country Exposure Review
Committee requires to be provided in the Allo-
cated Transfer Risk Reserve (or charged off
against the ALLL). These estimated losses
should meet the criteria for accrual of a loss
contingency set forth in GAAP. (See attachment
2 for factors to consider.)

2065.3.1.2.2 Factors to Consider in the
Estimation of Credit Losses

Estimated credit losses should reflect consider-
ation of all significant factors that affect the
collectibility of the portfolio as of the evaluation
date. Normally, an institution should determine
the historical loss rate for each group of loans
with similar risk characteristics in its portfolio
based on its own loss experience for loans in
that group. While historical loss experience pro-
vides a reasonable starting point for the institu-
tion’s analysis, historical losses—or even recent
trends in losses—do not by themselves form a
sufficient basis to determine the appropriate
level for the ALLL. Management also should
consider those qualitative or environmental fac-
tors that are likely to cause estimated credit
losses associated with the institution’s existing
portfolio to differ from historical loss experi-
ence, including but not limited to—
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changes in lending policies and procedures,
including changes in underwriting standards
and collection, charge-off, and recovery prac-
tices not considered elsewhere in estimating
credit losses;

* changes in international, national, regional,
and local economic and business conditions
and developments that affect the collectibility
of the portfolio, including the condition of
various market segments;'8

changes in the nature and volume of the port-
folio and in the terms of loans;

changes in the experience, ability, and depth
of lending management and other relevant
staff;

* changes in the volume and severity of past
due loans, the volume of nonaccrual loans,
and the volume and severity of adversely clas-
sified or graded loans;'®

changes in the quality of the institution’s loan
review system;

changes in the value of underlying collateral
for collateral-dependent loans;

the existence and effect of any concentrations
of credit, and changes in the level of such
concentrations; and

the effect of other external factors such as
competition and legal and regulatory require-
ments on the level of estimated credit losses
in the institution’s existing portfolio.

In addition, changes in the level of the ALLL
should be directionally consistent with changes
in the factors, taken as a whole, that evidence
credit losses, keeping in mind the characteristics
of an institution’s loan portfolio. For example, if
declining credit quality trends relevant to the
types of loans in an institution’s portfolio are
evident, the ALLL level as a percentage of the
portfolio should generally increase, barring
unusual charge-off activity. Similarly, if improv-
ing credit quality trends are evident, the ALLL
level as a percentage of the portfolio should
generally decrease.

2065.3.1.2.3 Measurement of Estimated
Credit Losses

FAS 5. When measuring estimated credit losses

18. Credit loss and recovery experience may vary signifi-
cantly depending upon the stage of the business cycle. For
example, an overreliance on credit loss experience during a
period of economic growth will not result in realistic esti-
mates of credit losses during a period of economic downturn.

19. For banks and savings associations, adversely classi-
fied or graded loans are loans rated ‘“‘substandard” (or its
equivalent) or worse under its loan classification system.

on groups of loans with similar risk characteris-
tics in accordance with FAS 5, a widely used
method is based on each group’s historical net
charge-off rate adjusted for the effects of the
qualitative or environmental factors discussed
previously. As the first step in applying this
method, management generally bases the his-
torical net charge-off rates on the “annualized”
historical gross loan charge-offs, less recoveries,
recorded by the institution on loans in each
group.

Methodologies for determining the historical
net charge-off rate on a group of loans with
similar risk characteristics under FAS 5 can
range from the simple average of, or a determi-
nation of the range of, an institution’s annual net
charge-off experience to more complex tech-
niques, such as migration analysis and models
that estimate credit losses.?® Generally, institu-
tions should use at least an ‘“‘annualized” or
12-month average net charge-off rate that will
be applied to the groups of loans when estimat-
ing credit losses. However, this rate could vary.
For example, loans with effective lives longer
than 12 months often have workout periods over
an extended period of time, which may indicate
that the estimated credit losses should be greater
than that calculated based solely on the annual-
ized net charge-off rate for such loans. These
groups may include certain commercial loans as
well as groups of adversely classified loans.
Other groups of loans may have effective lives
shorter than 12 months, which may indicate that
the estimated credit losses should be less than
that calculated based on the annualized net
charge-off rate.

Regardless of the method used, institutions
should maintain supporting documentation for

20. Annual charge-off rates are calculated over a specified
time period (for example, three years or five years), which can
vary based on a number of factors including the relevance of
past periods’ experience to the current period or point in the
credit cycle. Also, some institutions remove loans that become
adversely classified or graded from a group of nonclassified or
nongraded loans with similar risk characteristics in order to
evaluate the removed loans individually under FAS 114 (if
deemed impaired) or collectively in a group of adversely
classified or graded loans with similar risk characteristics
under FAS 5. In this situation, the net charge-off experience
on the adversely classified or graded loans that have been
removed from the group of nonclassified or nongraded loans
should be included in the historical loss rates for that group of
loans. Even though the net charge-off experience on adversely
classified or graded loans is included in the estimation of the
historical loss rates that will be applied to the group of
nonclassified or nongraded loans, the adversely classified or
graded loans themselves are no longer included in that group
for purposes of estimating credit losses on the group.
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the techniques used to develop the historical
loss rate for each group of loans. If a range of
historical loss rates is developed instead for a
group of loans, institutions should maintain
documentation to support the identified range
and the rationale for determining which rate is
the best estimate within the range of loss rates.
The rationale should be based on management’s
assessment of which rate is most reflective of
the estimated credit losses in the current loan
portfolio.

After determining the appropriate historical
loss rate for each group of loans with similar
risk characteristics, management should con-
sider those current qualitative or environmental
factors that are likely to cause estimated credit
losses as of the evaluation date to differ from the
group’s historical loss experience. Institutions
typically reflect the overall effect of these fac-
tors on a loan group as an adjustment that, as
appropriate, increases or decreases the historical
loss rate applied to the loan group. Alterna-
tively, the effect of these factors may be
reflected through separate stand-alone adjust-
ments within the FAS 5 component of the
ALLL.?! Both methods are consistent with
GAAP, provided the adjustments for qualitative
or environmental factors are reasonably and
consistently determined, are adequately docu-
mented, and represent estimated credit losses.
For each group of loans, an institution should
apply its adjusted historical loss rate, or its
historical loss rate and separate stand-alone
adjustments, to the recorded investment in the
group when determining its estimated credit
losses.

Management must exercise significant judg-
ment when evaluating the effect of qualitative
factors on the amount of the ALLL because data
may not be reasonably available or directly
applicable for management to determine the pre-
cise impact of a factor on the collectibility of the
institution’s loan portfolio as of the evaluation
date. Accordingly, institutions should support
adjustments to historical loss rates and explain
how the adjustments reflect current information,
events, circumstances, and conditions in the loss
measurements. Management should maintain
reasonable documentation to support which fac-

21. An overall adjustment to a portion of the ALLL that is
not attributed to specific segments of the loan portfolio is
often labeled “unallocated.” Regardless of what a component
of the ALLL is labeled, it is appropriate when it reflects
estimated credit losses determined in accordance with GAAP
and is properly supported.
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tors affected the analysis and the impact of those
factors on the loss measurement. Support and
documentation includes descriptions of each
factor, management’s analysis of how each fac-
tor has changed over time, which loan groups’
loss rates have been adjusted, the amount by
which loss estimates have been adjusted for
changes in conditions, an explanation of how
management estimated the impact, and other
available data that supports the reasonableness
of the adjustments. Examples of underlying sup-
porting evidence could include, but are not lim-
ited to, relevant articles from newspapers and
other publications that describe economic events
affecting a particular geographic area, economic
reports and data, and notes from discussions
with borrowers.

There may be times when an institution does
not have its own historical loss experience upon
which to base its estimate of the credit losses in
a group of loans with similar risk characteris-
tics. This may occur when an institution offers a
new loan product or when it is a newly estab-
lished (that is, de novo) institution. If an institu-
tion has no experience of its own for a loan
group, reference to the experience of other
enterprises in the same lending business may be
appropriate, provided the institution demon-
strates that the attributes of the group of loans in
its portfolio are similar to those of the loan
group in the portfolio providing the loss experi-
ence. An institution should only use another
enterprise’s experience on a short-term basis
until it has developed its own loss experience
for a particular group of loans.

FAS 114. When determining the FAS 114 com-
ponent of the ALLL for an individually
impaired loan,?? an institution should consider
estimated costs to sell the loan’s collateral, if
any, on a discounted basis, in the measurement
of impairment if those costs are expected to
reduce the cash flows available to repay or
otherwise satisfy the loan. If the institution bases
its measure of loan impairment on the present
value of expected future cash flows discounted
at the loan’s effective interest rate, the estimates
of these cash flows should be the institution’s
best estimate based on reasonable and support-

22. As noted in FAS 114, some individually impaired
loans have risk characteristics that are unique to an individual
borrower and the institution will apply the measurement meth-
ods on a loan-by-loan basis. However, some impaired loans
may have risk characteristics in common with other impaired
loans. An institution may aggregate those loans and may use
historical statistics, such as average recovery period and aver-
age amount recovered, along with a composite effective inter-
est rate as a means of measuring impairment of those loans.
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able assumptions and projections. All available
evidence should be considered in developing the
estimate of expected future cash flows. The
weight given to the evidence should be com-
mensurate with the extent to which the evidence
can be verified objectively. The likelihood of the
possible outcomes should be considered in
determining the best estimate of expected future
cash flows.

2065.3.1.2.4 Analyzing the Overall
Measurement of the ALLL

Institutions also are encouraged to use ratio
analysis as a supplemental tool for evaluating
the overall reasonableness of the ALLL. Ratio
analysis can be useful in identifying divergent
trends (compared with an institution’s peer
group and its own historical experience) in the
relationship of the ALLL to adversely classified
or graded loans, past due and nonaccrual loans,
total loans, and historical gross and net charge-
offs. Based on such analysis, an institution may
identify additional issues or factors that previ-
ously had not been considered in the ALLL
estimation process, which may warrant adjust-
ments to estimated credit losses. Such adjust-
ments should be appropriately supported and
documented.

While ratio analysis, when used prudently,
can be helpful as a supplemental check on the
reasonableness of management’s assumptions
and analyses, it is not a sufficient basis for
determining the appropriate amount for the
ALLL. In particular, because an appropriate
ALLL is an institution-specific amount, such
comparisons do not obviate the need for a com-
prehensive analysis of the loan portfolio and the
factors affecting its collectibility. Furthermore,
it is inappropriate for the board of directors or
management to make adjustments to the ALLL
when it has been properly computed and sup-
ported under the institution’s methodology for
the sole purpose of reporting an ALLL that
corresponds to the peer group median, a target
ratio, or a budgeted amount. Institutions that
have high levels of risk in the loan portfolio or
are uncertain about the effect of possible future
events on the collectibility of the portfolio
should address these concerns by maintaining
higher equity capital and not by arbitrarily
increasing the ALLL in excess of amounts sup-
ported under GAAP.23

23. It is inappropriate to use a “‘standard percentage” as
the sole determinant for the amount to be reported as the
ALLL on the balance sheet. Moreover, an institution should

2065.3.1.2.5 Estimated Credit Losses in
Credit-Related Accounts

Typically, institutions evaluate and estimate
credit losses for off-balance-sheet credit expo-
sures at the same time that they estimate credit
losses for loans. While a similar process should
be followed to support loss estimates related to
off-balance-sheet exposures, these estimated
credit losses are not recorded as part of the
ALLL. When the conditions for accrual of a loss
under FAS 5 are met, an institution should main-
tain and report as a separate liability account, an
allowance that is appropriate to cover estimated
credit losses on off-balance-sheet loan commit-
ments, standby letters of credit, and guarantees.
In addition, recourse liability accounts (that
arise from recourse obligations on any transfers
of loans that are reported as sales in accordance
with GAAP) should be reported in regulatory
reports as liabilities that are separate and dis-
tinct from both the ALLL and the allowance for
credit losses on off-balance-sheet credit
exposures.

When accrued interest and fees are reported
separately on an institution’s balance sheet from
the related loan balances (that is, as other
assets), the institution should maintain an appro-
priate valuation allowance, determined in accor-
dance with GAAP, for amounts that are not
likely to be collected unless management has
placed the underlying loans in nonaccrual status
and reversed previously accrued interest and
fees.24

2065.3.1.3 Examiner Responsibilities

Examiners should assess the credit quality of an
institution’s loan portfolio, the appropriateness
of its ALLL methodology and documentation,
and the appropriateness of the reported ALLL in

not simply default to a peer ratio or a “standard percentage”
after determining an appropriate level of ALLL under its
methodology. However, there may be circumstances when an
institution’s ALLL methodology and credit risk identification
systems are not reliable. Absent reliable data of its own,
management may seek data that could be used as a short-term
proxy for the unavailable information (for example, an indus-
try average loss rate for loans with similar risk characteris-
tics). This is only appropriate as a short-term remedy until the
institution creates a viable system for estimating credit losses
within its loan portfolio.

24. See instructions for the Call Report or the Consolidated
Financial Statement for Bank Holding Companies (such as
the FR Y- 9C) for further guidance on placing a loan in
nonaccrual status.
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the institution’s regulatory reports. In their
review and classification or grading of the loan
portfolio, examiners should consider all signifi-
cant factors that affect the collectibility of the
portfolio, including the value of any collateral.
In reviewing the appropriateness of the ALLL,
examiners should do the following:

* Consider the effectiveness of board oversight
as well as the quality of the institution’s loan
review system and management in identify-
ing, monitoring, and addressing asset quality
problems. This will include a review of the
institution’s loan review function and credit
grading system. Typically, this will involve
testing a sample of the institution’s loans. The
sample size generally varies and will depend
on the nature or purpose of the examination.?>
Evaluate the institution’s ALLL policies and
procedures and assess the methodology that
management uses to arrive at an overall esti-
mate of the ALLL, including whether man-
agement’s assumptions, valuations, and judg-
ments appear reasonable and are properly
supported. If a range of credit losses has been
estimated by management, evaluate the rea-
sonableness of the range and management’s
best estimate within the range. In making
these evaluations, examiners should ensure
that the institution’s historical loss experience
and all significant qualitative or environmen-
tal factors that affect the collectibility of the
portfolio (including changes in the quality of
the institution’s loan review function and the
other factors previously discussed) have been
appropriately considered and that manage-
ment has appropriately applied GAAP, includ-

ing FAS 114 and FAS 5.

* Review management’s use of loss estimation
models or other loss estimation tools to ensure
that the resulting estimated credit losses are in
conformity with GAAP.

* Review the appropriateness and reasonable-

.

25. In an examiner’s review of an institution’s loan review
system, the examiner’s loan classifications or credit grades
may differ from those of the institution’s loan review system.
If the examiner’s evaluation of these differences indicates
problems with the loan review system, especially when the
loan classification or credit grades assigned by the institution
are more liberal than those assigned by the examiner, the
institution would be expected to make appropriate adjust-
ments to the assignment of its loan classifications or credit
grades to the loan portfolio and to its estimated credit losses.
Furthermore, the institution would be expected to improve its
loan review system. (This policy statement’s attachment 1
discusses effective loan review systems.)
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ness of the overall level of the ALLL. In some
instances this may include a quantitative
analysis (for example, using the types of ratio
analysis previously discussed) as a prelimi-
nary check on the reasonableness of the
ALLL. This quantitative analysis should dem-
onstrate whether changes in the key ratios
from prior periods are reasonable based on the
examiner’s knowledge of the collectibility of
loans at the institution and its current
environment.

e Review the ALLL amount reported in the
institution’s regulatory reports and financial
statements and ensure these amounts recon-
cile to its ALLL analyses. There should be no
material differences between the consolidated
loss estimate, as determined by the ALLL
methodology, and the final ALLL balance
reported in the financial statements. Inquire
about reasons for any material differences
between the results of the institution’s ALLL
analyses and the institution’s reported ALLL
to determine whether the differences can be
satisfactorily explained.

* Review the adequacy of the documentation
and controls maintained by management to
support the appropriateness of the ALLL.

* Review the interest and fee income accounts
associated with the lending process to ensure
that the institution’s net income is not materi-
ally misstated.?®

As noted in the “Responsibilities of the Board
of Directors and Management” section of this
policy statement, when assessing the appropri-
ateness of the ALLL, it is important to recog-
nize that the related process, methodology, and
underlying assumptions require a substantial
degree of management judgment. Even when an
institution maintains sound loan administration
and collection procedures and an effective loan
review system and controls, its estimate of credit
losses is not a single precise amount due to the
wide range of qualitative or environmental fac-
tors that must be considered.

An institution’s ability to estimate credit
losses on specific loans and groups of loans
should improve over time as substantive infor-
mation accumulates regarding the factors affect-
ing repayment prospects. Therefore, examiners
should generally accept management’s estimates

26. As noted previously, accrued interest and fees on loans
that have been reported as part of the respective loan balances
on the institution’s balance sheet should be evaluated for
estimated credit losses. The accrual of the interest and fee
income should also be considered. Refer to GAAP and the
agencies’ regulatory reporting instructions for further guid-
ance on income recognition.
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when assessing the appropriateness of the insti-
tution’s reported ALLL, and not seek adjust-
ments to the ALLL, when management has—

maintained effective loan review systems and
controls for identifying, monitoring, and
addressing asset quality problems in a timely
manner;

analyzed all significant qualitative or environ-
mental factors that affect the collectibility of
the portfolio as of the evaluation date in a
reasonable manner;

established an acceptable ALLL evaluation
process for both individual loans and groups
of loans that meets the GAAP requirements
for an appropriate ALLL; and

incorporated reasonable and properly sup-
ported assumptions, valuations, and judg-
ments into the evaluation process.

If the examiner concludes that the reported
ALLL level is not appropriate or determines
that the ALLL evaluation process is based on
the results of an unreliable loan review system
or is otherwise deficient, recommendations for
correcting these deficiencies, including any
examiner concerns regarding an appropriate
level for the ALLL, should be noted in the
report of examination. The examiner’s com-
ments should cite any departures from GAAP
and any contraventions of this policy statement
and the 2001 policy statement, as applicable.
Additional supervisory action may also be taken
based on the magnitude of the observed short-
comings in the ALLL process, including the
materiality of any error in the reported amount
of the ALLL.

2065.3.1.4 ALLL Level Reflected in
Regulatory Reports

The agencies believe that an ALLL established
in accordance with this policy statement and the
2001 policy statement, as applicable, falls within
the range of acceptable estimates determined in
accordance with GAAP. When the reported
amount of an institution’s ALLL is not appropri-
ate, the institution will be required to adjust its
ALLL by an amount sufficient to bring the
ALLL reported on its Call Report and/or Con-
solidated Financial Statement for Bank Holding
Companies (such as the FR Y-9C) to an appro-
priate level as of the evaluation date. This
adjustment should be reflected in the current
period provision or through the restatement of
prior period provisions, as appropriate in the
circumstances.

2065.3.1.5 Appendix 1—Loan Review
Systems

The nature of loan review systems may vary
based on an institution’s size, complexity, loan
types, and management practices.?’” For
example, a loan review system may include
components of a traditional loan review func-
tion that is independent of the lending function,
or it may place some reliance on loan officers.
In addition, the use of the term loan review
system can refer to various responsibilities
assigned to credit administration, loan adminis-
tration, a problem loan workout group, or other
areas of an institution. These responsibilities
may range from administering the internal prob-
lem loan reporting process to maintaining the
integrity of the loan classification or credit grad-
ing process (for example, ensuring that timely
and appropriate changes are made to the loan
classifications or credit grades assigned to loans)
and coordinating the gathering of the informa-
tion necessary to assess the appropriateness of
the ALLL. Additionally, some or all of this
function may be outsourced to a qualified exter-
nal loan reviewer. Regardless of the structure of
the loan review system in an institution, an
effective loan review system should have, at a
minimum, the following objectives:

e promptly identify loans with potential credit
weaknesses;

appropriately grade or adversely classify
loans, especially those with well-defined
credit weaknesses that jeopardize repayment,
so that timely action can be taken and credit
losses can be minimized;

identify relevant trends that affect the collect-
ibility of the portfolio and isolate segments of
the portfolio that are potential problem areas;

27. The loan review function is not intended to be per-
formed by an institution’s internal audit function. However, as
discussed in the banking agencies’ March 2003 Interagency
Policy Statement on the Internal Audit Function and Its Out-
sourcing, some institutions seek to coordinate the internal
audit function with several risk-monitoring functions such as
loan review. The policy statement notes that coordination of
loan review with the internal audit function can facilitate the
reporting of material risk and control issues to the audit
committee, increase the overall effectiveness of these monitor-
ing functions, better utilize available resources, and enhance
the institution’s ability to comprehensively manage risk. How-
ever, the internal audit function should maintain the ability to
independently audit other risk-monitoring functions, includ-
ing loan review, without impairing its independence with
respect to these other functions.
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assess the adequacy of and adherence to inter-
nal credit policies and loan administration
procedures and monitor compliance with rel-
evant laws and regulations;

evaluate the activities of lending personnel
including their compliance with lending poli-
cies and the quality of their loan approval,
monitoring, and risk assessment;

e provide senior management and the board of
directors with an objective and timely assess-
ment of the overall quality of the loan portfo-
lio; and

¢ provide management with accurate and timely
credit quality information for financial and
regulatory reporting purposes, including the
determination of an appropriate ALLL.

2065.3.1.5.1 Loan Classification or
Credit Grading Systems

The foundation for any loan review system is
accurate and timely loan classification or credit
grading, which involves an assessment of credit
quality and leads to the identification of prob-
lem loans. An effective loan classification or
credit grading system provides important infor-
mation on the collectibility of the portfolio for
use in the determination of an appropriate level
for the ALLL.

Regardless of the type of loan review system
employed, an effective loan classification or
credit grading framework generally places pri-
mary reliance on the institution’s lending staff
to identify emerging loan problems. However,
given the importance and subjective nature of
loan classification or credit grading, the judg-
ment of an institution’s lending staff regarding
the assignment of particular classification or
grades to loans should be subject to review by
(1) peers, superiors, or loan committee(s); (2) an
independent, qualified part-time or full-time
employee(s); (3) an internal department staffed
with credit review specialists; or (4) qualified
outside credit review consultants. A loan classi-
fication or credit grading review that is indepen-
dent of the lending function is preferred because
it typically provides a more objective assess-
ment of credit quality. Because accurate and
timely loan classification or credit grading is a
critical component of an effective loan review
system, each institution should ensure that its
loan review system includes the following
attributes:

BHC Supervision Manual
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* a formal loan classification or credit grading
system in which loan classifications or credit
grades reflect the risk of default and credit
losses and for which a written description is
maintained, including a discussion of the fac-
tors used to assign appropriate classifications
or credit grades to loans;?3

e an identification or grouping of loans that
warrant the special attention of management®
or other designated ‘““watch lists”” of loans that
management is more closely monitoring;

e documentation supporting the reasons why
particular loans merit special attention or
received a specific adverse classification or
credit grade and management’s adherence to
approved workout plans;

* a mechanism for direct, periodic, and timely
reporting to senior management and the board
of directors on the status of loans identified as
meriting special attention or adversely classi-
fied or graded and the actions taken by man-
agement; and

appropriate documentation of the institution’s

historical loss experience for each of the

groups of loans with similar risk characteris-
tics into which it has segmented its loan
portfolio.?°

2065.3.1.5.2 Elements of Loan-Review
Systems

Each institution should have a written policy
that is reviewed and approved at least annually
by the board of directors to evidence its support
of and commitment to maintaining an effective
loan review system. The loan review policy
should address the following elements that are
described in more detail below: the qualifica-
tions and independence of loan review person-
nel; the frequency, scope and depth of reviews;

28. A bank or savings association may have a loan classifi-
cation or credit grading system that differs from the frame-
work used by the banking agencies. However, each institution
that maintains a loan classification or credit grading system
that differs from the banking agencies’ framework should
maintain documentation that translates its system into the
framework used by the banking agencies. This documentation
should be sufficient to enable examiners to reconcile the totals
for the various loan classifications or credit grades under the
institution’s system to the banking agencies’ categories.

29. For banks and savings associations, loans that have
potential weaknesses that deserve management’s close atten-
tion are designated ““special mention” loans.

30. In particular, institutions with large and complex loan
portfolios are encouraged to maintain records of their histori-
cal loss experience for credits in each of the categories in their
loan classification or credit grading framework. For banks,
these categories should be (1) those used by or (2) categories
that can be translated into those used by, the banking agencies.
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the review of findings and follow-up; and work-
paper and report distribution.

Qualifications of loan review personnel. Persons
involved in the loan review or credit grading
function should be qualified based on their level
of education, experience, and extent of formal
credit training. They should be knowledgeable
in both sound lending practices and the institu-
tion’s lending guidelines for the types of loans
offered by the institution. In addition, they
should be knowledgeable of relevant laws and
regulations affecting lending activities.

Independence of loan review personnel. An
effective loan review system uses both the ini-
tial identification of emerging problem loans by
loan officers and other line staff, and the credit
review of loans by individuals independent of
the credit approval process. An important
requirement for an effective system is to place
responsibility on loan officers and line staff for
continuous portfolio analysis and prompt identi-
fication and reporting of problem loans. Because
of frequent contact with borrowers, loan officers
and line staff can usually identify potential prob-
lems before they become apparent to others.
However, institutions should be careful to avoid
overreliance upon loan officers and line staff for
identification of problem loans. Institutions
should ensure that loans are also reviewed by
individuals who do not have control over the
loans they review and who are not part of, and
are not influenced by anyone associated with,
the loan approval process.

While larger institutions typically establish a
separate department staffed with credit review
specialists, cost and volume considerations may
not justify such a system in smaller institutions.
In some smaller institutions, an independent
committee of outside directors may fill this role.
Whether or not the institution has an indepen-
dent loan review department, the loan review
function should report directly to the board of
directors or a committee thereof (although
senior management may be responsible for
appropriate administrative functions so long as
they do not compromise the independence of
the loan review function).

Some institutions may choose to outsource
the credit review function to an independent
outside party. However, the responsibility for
maintaining a sound loan review process cannot
be delegated to an outside party. Therefore,
institution personnel who are independent of the
lending function should assess control risks,
develop the credit review plan, and ensure
appropriate follow-up of findings. Furthermore,

the institution should be mindful of special
requirements concerning independence should it
consider outsourcing the credit review function
to its external auditor.

Frequency of reviews. Loan review personnel
should review significant credits3! at least annu-
ally, upon renewal, or more frequently when
internal or external factors indicate a potential
for deteriorating credit quality in a particular
loan, loan product, or group of loans. Optimally,
the loan review function can be used to provide
useful continual feedback on the effectiveness
of the lending process in order to identify any
emerging problems. A system of ongoing or
periodic portfolio reviews is particularly impor-
tant to the ALLL determination process because
this process is dependent on the accurate and
timely identification of problem loans.

Scope of reviews. Reviews by loan review per-
sonnel should cover all loans that are significant
and other loans that meet certain criteria. Man-
agement should document the scope of its
reviews and ensure that the percentage of the
portfolio selected for review provides reason-
able assurance that the results of the review
have identified any credit quality deterioration
and other unfavorable trends in the portfolio and
reflect its quality as a whole. Management
should also consider industry standards for loan
review coverage consistent with the size and
complexity of its loan portfolio and lending
operations to verify that the scope of its reviews
is appropriate. The institution’s board of direc-
tors should approve the scope of loan reviews
on an annual basis or when any significant
interim changes to the scope of reviews are
made. Reviews typically include—

* loans over a predetermined size;

* a sufficient sample of smaller loans;

e past due, nonaccrual, renewed, and restruc-
tured loans;

e loans previously adversely classified or

graded and loans designated as warranting the

special attention of management®> by the

institution or its examiners;

insider loans; and

¢ loans constituting concentrations of credit risk

31. Significant credits in this context may or may not be
loans individually evaluated for impairment under FAS 114.
32. See footnote 29.
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and other loans affected by common repay-
ment factors.

Depth of reviews. Reviews should analyze a
number of important aspects of the loans
selected for review, including—

credit quality, including underwriting and bor-
rower performance;

sufficiency of credit and collateral documenta-
tion;

proper lien perfection;

proper approval by the loan officer and loan
committee(s);

adherence to any loan agreement covenants;

e compliance with internal policies and proce-
dures (such as aging, nonaccrual, and classifi-
cation or grading policies) and laws and regu-
lations; and

appropriate identification of individually
impaired loans, measurement of estimated
loan impairment, and timeliness of charge-
offs.

Furthermore, these reviews should consider the
appropriateness and timeliness of the identifica-
tion of problem loans by loan officers.

Review of findings and follow-up. Loan review
personnel should discuss all noted deficiencies
and identified weaknesses and any existing or
planned corrective actions, including time
frames for correction, with appropriate loan
officers and department managers. Loan review
personnel should then review these findings and
corrective actions with members of senior man-
agement. All noted deficiencies and identified
weaknesses that remain unresolved beyond the
scheduled time frames for correction should be
promptly reported to senior management and
the board of directors.

Credit classification or grading differences
between loan officers and loan review personnel
should be resolved according to a prearranged
process. That process may include formal
appeals procedures and arbitration by an inde-
pendent party or may require default to the
assigned classification or grade that indicates
lower credit quality. If an outsourced credit
review concludes that a borrower is less credit-
worthy than is perceived by the institution, the
lower credit quality classification or grade
should prevail unless internal parties identify
additional information sufficient to obtain the
concurrence of the outside reviewer or arbiter
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on the higher credit quality classification or
grade.

Workpaper and report distribution. The loan
review function should prepare a list of all loans
reviewed (including the date of the review) and
documentation (including a summary analysis)
that substantiates the grades or classifications
assigned to the loans reviewed. A report that
summarizes the results of the loan review should
be submitted to the board of directors at least
quarterly.®® In addition to reporting current
credit quality findings, comparative trends can
be presented to the board of directors that iden-
tify significant changes in the overall quality of
the portfolio. Findings should also address the
adequacy of and adherence to internal policies
and procedures, as well as compliance with laws
and regulations, in order to facilitate timely
correction of any noted deficiencies.

2065.3.1.6 Appendix 2—International
Transfer Risk Considerations

With respect to international transfer risk, an
institution with cross-border exposures should
support its determination of the appropriateness
of its ALLL by performing an analysis of the
transfer risk, commensurate with the size and
composition of the institution’s exposure to each
country. Such analyses should take into consid-
eration the following factors, as appropriate:

the institution’s loan portfolio mix for each

country (for example, types of borrowers, loan

maturities, collateral, guarantees, special
credit facilities, and other distinguishing
factors);

the institution’s business strategy and its debt-

management plans for each country;

e each country’s balance of payments position;

each country’s level of international reserves;

e each country’s established payment perfor-
mance record and its future debt-servicing
prospects;

e each country’s sociopolitical situation and its
effect on the adoption or implementation of
economic reforms, in particular those affect-
ing debt servicing capacity;

e each country’s current standing with multilat-

eral and official creditors;

the status of each country’s relationships with

other creditors, including institutions; and

33. The board of directors should be informed more fre-
quently than quarterly when material adverse trends are noted.
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* the most recent evaluations distributed by the
banking agencies’ Interagency Country Expo-
sure Review Committee.
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ALLL Methodologies and Documentation
(Accounting, Reporting, and Disclosure Issues) Section 2065.4

A supplemental interagency Policy Statement
on Allowance for Loan and Lease Losses Meth-
odologies and Documentation for Banks and
Savings Institutions! was issued by the Federal
Financial Institutions Examination Council
(FFIEC) on July 2, 2001.? The policy statement
clarifies the agencies’ expectations for docu-
mentation that supports the ALLL methodology.
Additionally, the statement emphasizes the need
for appropriate ALLL policies and procedures,
which should include an effective loan-review
system. The guidance also provides examples of
appropriate supporting documentation, as well
as illustrations on how to implement this guid-
ance. (See SR-01-17.) While this policy state-
ment, by its terms, applies only to depository
institutions insured by the Federal Deposit
Insurance Corporation (which includes state
member banks), the Federal Reserve believes
this guidance is broadly applicable to bank hold-
ing companies. Accordingly, examiners should
apply the policy, as appropriate, in their inspec-
tions of bank holding companies and their non-
bank subsidiaries. This policy, however, does
not apply to federally insured branches and
agencies of foreign banks. Federally insured
branches and agencies of foreign banks continue
to be subject to separate guidance issued by
their primary supervisory agency.

The guidance requires that a financial institu-
tion’s ALLL methodology be in accordance
with generally accepted accounting principles
(GAAP) and all outstanding supervisory guid-
ance. An ALLL methodology should be system-
atic, consistently applied, and auditable. The
methodology should be validated periodically
and modified to incorporate new events or find-
ings, as needed. The guidance specifies that
management, under the direction of the board of
directors, should implement appropriate proce-
dures and controls to ensure compliance with
the institution’s ALLL policies and procedures.
Institution management should (1) segment the
portfolio to evaluate credit risks; (2) select loss
rates that best reflect the probable loss; and
(3) be responsive to changes in the organization,
the economy, or the lending environment by
changing the methodology, when appropriate.
Furthermore, supporting information should be
included on summary schedules, whenever fea-
sible. Under this policy, institutions with less-

1. See 66 Fed. Reg. 35,629-35,639 (July 6, 2001).

2. The guidance was developed in consultation with Secu-
rities and Exchange Commission staff, who are issuing paral-
lel guidance in the form of Staff Accounting Bulletin No. 102.

complex loan products or portfolios, such as
community banks, may use a more streamlined
approach to implement this guidance.

The policy statement is consistent with the
Federal Reserve’s long-standing policy to pro-
mote strong internal controls over an institu-
tion’s ALLL process. In this regard, the new
policy statement recognizes that determining an
appropriate allowance involves a high degree of
management judgment and is inevitably impre-
cise. Accordingly, an institution may determine
that the amount of loss falls within a range. In
accordance with GAAP, an institution should
record its best estimate within the range of
credit losses. (See also sections 2065.2 and
2065.3.) (See also the March 1, 2004, inter-
agency Update on Accounting for Loan and
Lease Losses (SR-04-5).)

The policy statement is provided below.
Some wording has been slightly modified for
this manual, as indicated by asterisks or text
enclosed in brackets. Some footnotes have also
been renumbered.

2065.4.1 2001 POLICY STATEMENT
ON ALLL METHODOLOGIES AND
DOCUMENTATION

Boards of directors of banks * * * are respon-
sible for ensuring that their institutions have
controls in place to consistently determine the
allowance for loan and lease losses (ALLL) in
accordance with the institutions’ stated policies
and procedures, generally accepted accounting
principles (GAAP), and ALLL supervisory
guidance.? To fulfill this responsibility, boards
of directors instruct management to develop and
maintain an appropriate, systematic, and consis-
tently applied process to determine the amounts
of the ALLL and provisions for loan losses.
Management should create and implement suit-
able policies and procedures to communicate
the ALLL process internally to all applicable
personnel. Regardless of who develops and
implements these policies, procedures, and
underlying controls, the board of directors

3. [The actual policy statement includes a bibliography]
that lists applicable ALLL GAAP guidance, interagency state-
ments, and other reference materials that may assist in under-
standing and implementing an ALLL in accordance with
GAAP. See [the appendix] for additional information on
applying GAAP to determine the ALLL.
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should assure themselves that the policies spe-
cifically address the institution’s unique goals,
systems, risk profile, personnel, and other
resources before approving them. Additionally,
by creating an environment that encourages per-
sonnel to follow these policies and procedures,
management improves procedural discipline and
compliance.

The determination of the amounts of the
ALLL and provisions for loan and lease losses
should be based on management’s current judg-
ments about the credit quality of the loan portfo-
lio, and should consider all known relevant
internal and external factors that affect loan
collectibility as of the reporting date. The
amounts reported each period for the provision
for loan and lease losses and the ALLL should
be reviewed and approved by the board of direc-
tors. To ensure the methodology remains appro-
priate for the institution, the board of directors
should have the methodology periodically vali-
dated and, if appropriate, revised. Further, the
audit committee* should oversee and monitor
the internal controls over the ALLL-
determination process.>

The [Federal Reserve and other] banking
agencies® have long-standing examination poli-
cies that call for examiners to review an institu-
tion’s lending and loan-review functions and
recommend improvements, if needed. Addition-
ally, in 1995 and 1996, the banking agencies
adopted interagency guidelines establishing
standards for safety and soundness, pursuant to
section 39 of the Federal Deposit Insurance Act
(FDI Act).” The interagency asset-quality guide-
lines and [this guidance will assist] an institu-
tion in estimating and establishing a sufficient
ALLL supported by adequate documentation, as
required under the FDI Act. Additionally, the
guidelines require operational and managerial

4. All institutions are encouraged to establish audit com-
mittees; however, at small institutions without audit commit-
tees, the board of directors retains this responsibility.

5. Institutions and their auditors should refer to Statement
on Auditing Standards No. 61, “Communication with Audit
Committees” (as amended by Statement on Auditing Stan-
dards No. 90, “Audit Committee Communications’’), which
requires certain discussions between the auditor and the audit
committee. These discussions should include items, such as
accounting policies and estimates, judgments, and uncertain-
ties that have a significant impact on the accounting informa-
tion included in the financial statements.

6. The [other] banking agencies are the Federal Deposit
Insurance Corporation, the Office of the Comptroller of the
Currency, and the Office of Thrift Supervision.

7. Institutions should refer to the guidelines *** for state
member banks, appendix D to part 208%%**,

BHC Supervision Manual
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standards that are appropriate for an institution’s
size and the nature and scope of its activities.

For financial-reporting purposes, including
regulatory reporting, the provision for loan and
lease losses and the ALLL must be determined
in accordance with GAAP. GAAP requires that
allowances be well documented, with clear
explanations of the supporting analyses and
rationale.® This [2001] policy statement
describes but does not increase the documenta-
tion requirements already existing within
GAAP. Failure to maintain, analyze, or support
an adequate ALLL in accordance with GAAP
and supervisory guidance is generally an unsafe
and unsound banking practice.”

This guidance [the 2001 policy statement]
applies equally to all institutions, regardless of
the size. However, institutions with less-
complex lending activities and products may
find it more efficient to combine a number of
procedures (for example, information gathering,
documentation, and internal-approval processes)
while continuing to ensure the institution has a
consistent and appropriate methodology. Thus,
much of the supporting documentation required
for an institution with more-complex products
or portfolios may be combined into fewer sup-
porting documents in an institution with less-
complex products or portfolios. For example,
simplified documentation can include spread-
sheets, checklists, and other summary docu-
ments that many institutions currently use. Illus-
trations A and C provide specific examples of
how less-complex institutions may determine
and document portions of their loan-loss
allowance.

2065.4.1.1 Documentation Standards

Appropriate written supporting documentation
for the loan-loss provision and allowance facili-

8. The documentation guidance within this [2001] policy
statement is predominantly based upon the GAAP guidance
from Financial Accounting Standards Board (FASB) State-
ment No. 5 and No. 114 (FAS 5 and FAS 114, respectively);
Emerging Issues Task Force Topic No. D-80 (EITF Topic
D-80 and attachments), “Application of FASB Statements No.
5 and No. 114 to a Loan Portfolio” (which includes the
Viewpoints article—an article issued in 1999 by FASB staff
providing guidance on certain issues regarding the ALLL,
particularly on the application of FAS 5 and FAS 114 and how
these statements interrelate); Chapter 7, “Credit Losses,” the
American Institute of Certified Public Accountants’ (AICPA)
Audit and Accounting Guide, Banks and Savings Institutions,
2000 edition (AICPA Audit Guide); and the Securities and
Exchange Commission’s (SEC) Financial Reporting Release
No. 28 (FRR 28).

9. Failure to maintain adequate supporting documentation
does not relieve an institution of its obligation to record an
appropriate ALLL.
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tates review of the ALLL process and reported
amounts, builds discipline and consistency into
the ALLL-determination process, and improves
the process for estimating loan and lease losses
by helping to ensure that all relevant factors are
appropriately considered in the ALLL analysis.
An ingtitution should document the relationship
between the findings of its detailed review of
the loan portfolio and the amount of the ALLL
and the provision for loan and lease losses
reported in each period.1°

At a minimum, institutions should maintain
written supporting documentation for the fol-
lowing decisions, strategies, and processes:

* policies and procedures—

— over the systems and controls that main-

tain an appropriate ALLL and

— over the ALLL methodology
* loan-grading system or process
e summary or consolidation of the ALLL
balance
validation of the ALLL methodology
periodic adjustments to the ALLL process

2065.4.1.2 Policies and Procedures

Financial ingtitutions utilize a wide range of
policies, procedures, and control systemsin their
ALLL process. Sound policies should be appro-
priately tailored to the size and complexity of
the institution and its loan portfolio.

In order for an ingtitution’s ALLL methodol-
ogy to be effective, the institution’s written poli-
cies and procedures for the systems and controls
that maintain an appropriate ALLL should
address but not be limited to—

the roles and responsibilities of the institu-
tion's departments and personnel (including
the lending function, credit review, financial
reporting, internal audit, senior management,
audit committee, board of directors, and oth-
ers, as applicable) who determine, or review,
as applicable, the ALLL to be reported in the
financial statements;

the ingtitution’ s accounting policies for loans,
[leases, and their loan losses], including the
policies for charge-offs and recoveries and for
estimating the fair value of collateral, where
applicable;

10. This position is fully described in the SEC's FRR 28,
in which the SEC indicates that the books and records of
public companies engaged in lending activities should include
documentation of the rational e supporting each period’s deter-
mination that the ALLL and provision amounts reported were
adequate.

« the description of the ingtitution’s systematic
methodol ogy, which should be consistent with
the ingtitution’s accounting policies for deter-
mining its ALLL ;! and

« the system of internal controls used to ensure
that the ALLL processis maintained in accor-
dance with GAAP and supervisory guidance.

An internal-control system for the ALLL-
estimation process should—

« include measures to provide assurance regard-
ing the reliability and integrity of information
and compliance with laws, regulations, and
internal policies and procedures;

* reasonably assure that the institution’s finan-
cia statements (including regulatory reports)
are prepared in accordance with GAAP and
ALLL supervisory guidance;2 and

include a well-defined loan-review process

containing—

— an effective loan-grading system that is
consistently applied, identifies differing
risk characteristics and loan-quality prob-
lems accurately and in a timely manner,
and prompts appropriate administrative
actions,

— sufficient internal controls to ensure that
al relevant loan-review information is
appropriately considered in estimating
losses. This includes maintaining appro-
priate reports, details of reviews per-
formed, and identification of personnel
involved; and

— clear formal communication and coordina-
tion between an ingtitution's credit-
administration function, financial-
reporting group, management, board of
directors, and others who are involved in

11. Further explanation is presented in the * Methodology™
section that appears below.

12. In addition to the supporting documentation require-
ments for financial ingtitutions, as described in interagency
asset-quality guidelines, public companies are required to
comply with the books and records provisions of the Securi-
ties Exchange Act of 1934 (Exchange Act). Under sections
13(b)(2)—(7) of the Exchange Act, registrants must make and
keep books, records, and accounts, which, in reasonable
detail, accurately and fairly reflect the transactions and dispo-
sitions of assets of the registrant. Registrants also must main-
tain internal accounting controls that are sufficient to provide
reasonable assurances that, among other things, transactions
are recorded as necessary to permit the preparation of finan-
cid statements in conformity with GAAP. See also SEC Staff
Accounting Bulletin No. 99, Materiality.
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the ALLL-determination or -review pro-
cess, as applicable (e.g., written policies
and procedures, management reports,
audit programs, and committee minutes).

2065.4.1.3 Methodology

An ALLL methodology is a system that an
ingtitution designs and implements to reason-
ably estimate loan and lease losses as of the
financial statement date. It is critical that ALLL
methodologies incorporate management’s cur-
rent judgments about the credit quality of the
loan portfolio through a disciplined and consis-
tently applied process.

An ingtitution’s ALLL methodology is influ-
enced by institution-specific factors, such as an
institution’s size, organizational structure, busi-
ness environment and strategy, management
style, loan-portfolio characteristics, loan-
administration procedures, and management
information systems. However, there are certain
common elements an ingtitution should incorpo-
rate in its ALLL methodology. A summary
of common elements is provided in [the
appendix].13

2065.4.1.3.1 Documentation of ALLL
Methodology in Written Policies and
Procedures

An ingtitution’s written policies and procedures
should describe the primary elements of the
ingtitution's ALLL methodology, including
portfolio segmentation and impairment mea-
surement. In order for an ingtitution's ALLL
methodology to be effective, the institution’s
written policies and procedures should describe
the methodol ogy—

« for segmenting the portfolio:

— how the segmentation process is per-
formed (i.e., by loan type, industry, risk
rates, etc.),

— when a loan-grading system is used to
segment the portfolio:

« the definitions of each loan grade,

» a reconciliation of the internal loan
grades to supervisory loan grades, and

« the delineation of responsibilities for the
loan-grading system.

13. Also, refer to paragraph 7.05 of the AICPA Audit
Guide.
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« for determining and measuring impairment

under FAS 114:

— the methods used to identify loans to be
analyzed individualy;

— for individually reviewed loans that are
impaired, how the amount of any impair-
ment is determined and measured,
including—

* procedures describing the impairment-
measurement techniques available and

» steps performed to determine which
technique is most appropriate in agiven
situation.

— the methods used to determine whether
and how loans individualy evaluated
under FAS 114, but not considered to be
individually impaired, should be grouped
with other loans that share common char-
acteristics for impairment evaluation
under FAS5.

« for determining and measuring impairment

under FAS 5—

— how loans with similar characteristics are
grouped to be evaluated for loan collect-
ibility (such as loan type, past-due status,
and risk);

— how loss rates are determined (e.g., his-
torical loss rates adjusted for environmen-
tal factors or migration analysis) and what
factors are considered when establishing
appropriate time frames over which to
evaluate loss experience; and

— descriptions of qualitative factors (e.g.,
industry, geographical, economic, and
political factors) that may affect loss rates
or other loss measurements.

The supporting documents for the ALLL may
be integrated in an institution’ s credit files, loan-
review reports or worksheets, board of direc-
tors' and committee meeting minutes, computer
reports, or other appropriate documents and
files.

2065.4.1.4 ALLL Under FAS 114

An ingtitution’s ALLL methodology related to
FAS 114 |oans begins with the use of its normal
loan-review procedures to identify whether a
loan is impaired as defined by the accounting
standard. Institutions should document—

« the method and process for identifying loans
to be evaluated under FAS 114 and

* the analysis that resulted in an impairment
decision for each loan and the determination
of the impairment-measurement method to be
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used (i.e., present value of expected future
cash flows, fair value of collateral less coststo
sell, or the loan’s observable market price).

Once an ingtitution has determined which of
the three available measurement methods to use
for an impaired loan under FAS 114, it should
maintain supporting documentation as follows:

* When using the present-value-of-expected-
future-cash-flows method—

— the amount and timing of cash flows,

— the effective interest rate used to discount
the cash flows, and

— the basis for the determination of cash
flows, including consideration of current
environmental factors and other informa-
tion reflecting past events and current
conditions.

* When using
method—

— how fair value was determined, including
the use of appraisals, valuation assump-
tions, and calculations,

— the supporting rationale for adjustments to
appraised values, if any,

— the determination of costs to sell, if appli-

the fair-value-of-collateral

— appraisal quality, and the expertise and
independence of the appraiser.
* When using the observable-market-price-of-a
loan method—
— the amount, source, and date of the
observable market price.

Illustration A describes a practice used by a
small financial ingtitution to document its FAS
114 measurement of impairment using a com-
prehensive worksheet.14 [Examples 1 and 2 pro-
vide examples of applying and documenting
impairment-measurement methods under FAS
114. Some loans that are evauluated individu-
aly for impairment under FAS 114 may be fully
collateralized and therefore require no ALLL.
Example 3 presents an institution whose loan
portfolio includes fully collateralized loans. It
describes the documentation maintained by that
institution to support its conclusion that no
ALLL was needed for those loans.]

14. The [referenced] illustrations are presented to assist
ingtitutions in evauating how to implement the guidance
provided in this document. The methods described in the
illustrations may not be suitable for all institutions and are not
considered required processes or actions. For additional
descriptions of key aspects of ALLL guidance, a series of
[numbered examples is provided. These examples were
included in appendix A of the policy statement as questions
and answers. The wording of the examples has been dlightly
modified for this format.]

cable, and
[lustration A
Documenting an ALLL Under
FAS 114

Comprehensive worksheet for the impairment-
measurement process

A smal ingtitution utilizes a comprehensive
worksheet for each loan being reviewed indi-
vidually under FAS 114. Each worksheet
includes a description of why the loan was
selected for individual review, the impairment-
measurement technique used, the measurement
calculation, a comparison to the current loan
balance, and the amount of the ALLL for that
loan. The rationale for the impairment-
measurement technique used (e.g., present value
of expected future cash flows, observable mar-
ket price of the loan, fair value of the collateral)
is also described on the worksheet.

Example 1: ALLL Under FAS 114—
Measuring and Documenting Impairment

Facts. Approximately one-third of Institution
A’'s commercial loan portfolio consists of large-
balance, nonhomogeneous loans. Due to their
large individual balances, these loans meet the
criteria under Institution A’s policies and proce-
dures for individua review for impairment
under FAS 114. Upon review of the large-
balance loans, Institution A determines that cer-
tain of the loans are impaired as defined by FAS
114.

Analysis. For the commercia loans reviewed
under FAS 114 that are individually impaired,
Ingtitution A should measure and document the
impairment on those loans. For those loans that
are reviewed individually under FAS 114 and
considered individually impaired, Institution A
must use one of the methods for measuring
impairment that is specified by FAS 114 (that is,
the present value of expected future cash flows,

December 2002
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the loan’s observable market price, or the fair
value of collateral).

An impairment-measurement method other
than the methods allowed by FAS 114 cannot be
used. For the loans considered individually
impaired under FAS 114, under the circum-
stances described above, it would not be appro-
priate for Institution A to choose a measurement
method not prescribed by FAS 114. For exam-
ple, it would not be appropriate to measure loan
impairment by applying a loss rate to each loan
based on the average historical loss percentage
for al of its commercia loans for the past five
years.

Ingtitution A should maintain, as sufficient,
objective evidence, written documentation to
support its measurement of loan impairment
under FAS 114. If it uses the present value of
expected future cash flows to measure impair-
ment of a loan, it should document (1) the
amount and timing of cash flows, (2) the effec-
tive interest rate used to discount the cash flows,
and (3) the basis for the determination of cash
flows, including consideration of current envi-
ronmental factors'> and other information
reflecting past events and current conditions. If
Institution A uses the fair value of collateral to
measure impairment, it should document
(1) how it determined the fair value, including
the use of appraisals, valuation assumptions and
calculations; (2) the supporting rationale for ad-
justments to appraised vaues, if any, and the
determination of costs to sell, if applicable;
(3) appraisal quality; and (4) the expertise and
independence of the appraiser. Similarly, Institu-
tion A should document the amount, source, and
date of the observable market price of aloan, if
that method of measuring loan impairment is
used.

Example 2: ALLL Under FAS 114—
Measuring Impairment for a
Collateral-Dependent Loan

Facts. Ingtitution B has a $10 million loan out-
standing to Company X that is secured by rea
estate, which Institution B individualy evalu-
ates under FAS 114 due to the loan's size.
Company X is delinquent in its loan payments
under the terms of the loan agreement. Accord-

15. Question 16 in Exhibit D-80A of EITF Topic D-80 and
[its] attachments indicates that environmental factors include
existing industry, geographical, economic, and political
factors.
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ingly, Ingtitution B determines that its loan to
Company X isimpaired, as defined by FAS 114.
Because theloan is collateral dependent, Institu-
tion B measures impairment of the loan based
on the fair value of the collateral. Institution B
determines that the most recent valuation of the
collateral was performed by an appraiser 18
months ago and, at that time, the estimated
value of the collateral (fair value less costs to
sell) was $12 million.

Ingtitution B believes that certain of the
assumptions that were used to value the collat-
eral 18 months ago do not reflect current market
conditions and, therefore, the appraiser’s valua-
tion does not approximate current fair value of
the collateral. Severa buildings, which are com-
parable to the real estate collateral, were
recently completed in the area, increasing va-
cancy rates, decreasing lease rates, and attract-
ing several tenants away from the borrower.
Accordingly, credit-review personnel at Institu-
tion B adjust certain of the valuation assump-
tions to better reflect the current market condi-
tions as they relate to the loan’s collateral .16
After adjusting the collateral-valuation assump-
tions, the credit-review department determines
that the current estimated fair value of the collat-
eral, less costs to sell, is $8 million. Given that
the recorded investment in the loan is $10 mil-
lion, Institution B concludes that the loan is
impaired by $2 million and records an allow-
ance for loan losses of $2 million.

Analysis. Institution B should maintain docu-
mentation to support its determination of the
allowance for loan losses of $2 million for the
loan to Company X. It should document that it
measured impairment of the loan to Company X
by using the fair value of the loan’s collateral,
less costs to sell, which it estimated to be
$8 million. This documentation should include
(1) the ingtitution’s rationale and basis for the
$8 million valuation, including the revised valu-
ation assumptions it used; (2) the valuation cal-
culation; and (3) the determination of costs to
sell, if applicable. Because Institution B arrived
at the vauation of $8 million by modifying an
earlier appraisal, it should document its ratio-
nale and basis for the changes it made to the
valuation assumptions that resulted in the collat-
eral value declining from $12 million 18 months
ago to $8 million in the current period.”

16. When reviewing collateral-dependent loans, Institution
B may often find it more appropriate to obtain an updated
appraisal to estimate the effect of current market conditions
on the appraised value instead of internally estimating an
adjustment.

17. In accordance with the FFIEC's Federal Register
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Example 3: ALLL Under FAS 114—Fully
Collateralized Loans

Facts. Institution C has $10 million in loans that
are fully collateralized by highly rated debt se-
curities with readily determinable market val-
ues. The loan agreement for each of these loans
requires the borrower to provide qualifying col-
lateral sufficient to maintain aloan-to-valueratio
with sufficient margin to absorb volatility in the
securities market prices. Institution C's collat-
eral department has physical control of the debt
securities through safekeeping arrangements. In
addition, Institution C perfected its security
interest in the collateral when the funds were
originally distributed. On a quarterly basis, Insti-
tution C's credit-administration function
determines the market value of the collateral for
each loan using two independent market quotes
and compares the collateral value to the loan
carrying value. If there are any collateral defi-
ciencies, Institution C notifies the borrower and
requests that the borrower immediately remedy
the deficiency. Due in part to its efficient opera-
tion, Institution C has historically not incurred
any material losses on these loans. Institution C
believes these loans are fully collateralized and
therefore does not maintain any ALLL balance
for these loans.

Analysis. To adequately support its determina-
tion that no alowance is needed for this group

notice, Implementation Issues Arising from FASB No. 114,
“Accounting by Creditors for Impairment of a Loan,” pub-
lished February 10, 1995 (60 Fed. Reg. 7966), impaired,
collateral-dependent loans must be reported at the fair value
of collateral, less costs to sell, in regulatory reports. This
treatment is to be applied to al collateral-dependent loans,
regardless of type of collateral.

of loans, Institution C must maintain the follow-
ing documentation:

» The management summary of the ALLL must
include documentation indicating that, in
accordance with the institution’s ALLL pol-
icy, (1) Institution C has verified the collateral
protection on these loans, (2) no probable loss
has been incurred, and (3) no ALLL is
necessary.

» The documentation in Institution C’sloan files
must include (1) the two independent market
guotes obtained each quarter for each loan's
collateral amount, (2) the documents evidenc-
ing the perfection of the security interest in
the collateral and other relevant supporting
documents, and (3) Institution C's ALLL pol-
icy, including guidance for determining when
a loan is considered “‘fully collateralized,”
which would not require an ALLL. Institution
C’'s policy should require the following fac-
tors to be considered and fully documented:
— volatility of the market value of the

collateral

— recency and reliability of the appraisal or
other valuation

— recency of theingtitution’s or third party’s
inspection of the collateral

— historical losses on similar loans

— confidence in the ingtitution’s lien or
security position including appropriate—

* type of security perfection (e.g., physi-
cal possession of collateral or secured
filing);
filing of security perfection (i.e., correct
documents and with the appropriate
officials);
relationship to other liens; and
other factors as appropriate for the loan

type.

2065.4.1.5 ALLL Under FAS5
2065.4.1.5.1 Segmenting the Portfolio

For loans evaluated on a group basis under FAS
5, management should segment the loan port-
folio by identifying risk characteristics that are
common to groups of loans. Institutions typi-
cally decide how to segment their loan port-
folios based on many factors, which vary with
their business strategies as well astheir informa-
tion system capabilities. Smaller institutions that
are involved in less complex activities often
segment the portfolio into broad |oan categories.
This method of segmenting the portfolio is
likely to be appropriate in only small institu-

tions offering a narrow range of loan products.
Larger ingtitutions typically offer amore diverse
and complex mix of loan products. Such institu-
tions may start by segmenting the portfolio into
major loan types but typically have more
detailed information available that allows them
to further segregate the portfolio into product-
line segments based on the risk characteristics
of each portfolio segment. Regardless of the
segmentation method used, an institution should
maintain documentation to support its conclu-
sion that the loans in each segment have similar
attributes or characteristics.
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As economic and other business conditions
change, ingtitutions often modify their business
strategies, which may result in adjustments to
the way in which they segment their loan port-
folio for purposes of estimating loan losses.

Illustration B presents an example in which an
ingtitution refined its segmentation method to
more effectively consider risk factors and main-
tains documentation to support this change.

Illustration B
Documenting Segmenting Practices

Documenting a refinement in a segmentation
method

An ingtitution with a significant portfolio of
consumer loans performed areview of itsALLL
methodology. The ingtitution had determined its
ALLL based upon historical loss rates in the
overdl consumer portfolio. The ALLL method-
ology was validated by comparing actual loss
rates (charge-offs) for the past two years to the
estimated loss rates. During this process, the

institution decided to evaluate loss rates on an
individual-product basis (e.g., auto loans, unse-
cured loans, or home equity loans). This analy-
sis disclosed significant differences in the loss
rates on different products. With this additional
information, the methodology was amended in
the current period to segment the portfolio by
product, resulting in a better estimation of the
loan losses associated with the portfolio. To
support this change in segmentation practice,
the credit-review committee records contain the
analysis that was used as a basis for the change
and the written report describing the need for
the change.

Ingtitutions use a variety of documents to
support the segmentation of their portfolios.
Some of these documents include—

« loan trial balances by categories and types of
loans,

* management reports about the mix of loansin
the portfalio,

« delinquency and nonaccrual reports, and

e a summary presentation of the results of an
internal or external loan-grading review.

Reports generated to assess the profitability of a
loan-product line may be useful in identifying
areas in which to further segment the portfolio.

2065.4.1.5.2 Estimating Loss on Groups
of Loans

Based on the segmentation of the loan portfolio,
an institution should estimate the FAS 5 portion
of its ALLL. For those segments that require an
ALLL,8 the institution should estimate the loan
and lease losses, on at least a quarterly basis,
based upon its ongoing loan-review process
and analysis of loan performance. The ingtitu-
tion should follow a systematic and consistently
applied approach to select the most appropriate

18. An example of aloan segment that does not generally
require an ALLL is loans that are fully secured by deposits
maintained at the lending institution.
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loss-measurement methods and support its con-
clusions and rationale with written documenta-
tion. Regardless of the methods used to measure
losses, an ingtitution should demonstrate and
document that the loss-measurement methods
used to estimate the ALLL for each segment are
determined in accordance with GAAP as of the
financia statement date.1®

One method of estimating loan losses for
groups of loans is through the application of
loss rates to the groups aggregate loan bal-
ances. Such loss rates typicaly reflect the insti-
tution’s historical 1oan-loss experience for each
group of loans, adjusted for relevant environ-
mental factors (e.g., industry, geographical, eco-
nomic, and political factors) over a defined
period of time. If an institution does not have
loss experience of its own, it may be appropriate
to reference the loss experience of other institu-
tions, provided that the institution demonstrates
that the attributes of the loans in its portfolio
segment are similar to those of the loans
included in the portfolio of the institution pro-
viding the loss experience.2° | nstitutions should
maintain supporting documentation for the tech-
nique used to develop their loss rates, including
the period of time over which the losses were
incurred. If arange of lossis determined, institu-
tions should maintain documentation to support
the identified range and the rationale used for
determining which estimate is the best estimate
within the range of loan losses. An example of

19. Refer to paragraph 8(b) of FAS 5¥**,
20. Refer to paragraph 23 of FAS5.
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how a small institution performs a comprehen-
sive historical loss analysis is provided as the
firstitem inillustration C.

Before employing a loss-estimation model,
an ingtitution should evaluate and modify, as
needed, the model’s assumptions to ensure that
the resulting loss estimate is consistent with
GAAP. In order to demonstrate consistency with
GAAP, institutions that use loss-estimation
models typically document the evaluation, the
conclusions regarding the appropriateness of
estimating loan losses with a model or other
loss-estimation tool, and the support for adjust-
ments to the model or its results.

In developing loss measurements, institutions
should consider the impact of current environ-
mental factors and then document which factors
were used in the analysis and how those factors
affected the loss measurements. Factors that
should be considered in developing loss mea-
surements include the following:2

* levels of and trends in delinquencies and
impaired loans

» levels of and trends in charge-offs and
recoveries

* trendsin volume and terms of loans

« effects of any changes in risk-selection and
underwriting standards, and other changes in

21. Refer to paragraph 7.13 in the AICPA Audit Guide.

lending policies, procedures, and practices
 experience, ability, and depth of lending man-
agement and other relevant staff
e national and local economic trends and
conditions
industry conditions
« effects of changesin credit concentrations

For any adjustment of loss measurements
for environmental factors, the institution should
maintain sufficient, objective evidence to
support the amount of the adjustment and to
explain why the adjustment is necessary to
reflect current information, events, circum-
stances, and conditions in the loss
measurements.

The second item in illustration C provides an
example of how an ingtitution adjusts its com-
mercial real estate historical loss rates for
changes in local economic conditions. Example
4 provides an example of maintaining support-
ing documentation for adjustments to portfolio-
segment loss rates for an environmental factor
related to an economic downturn in the bor-
rower’s primary industry. Example 5 describes
one institution's process for determining and
documenting an ALLL for loans that are not
individually impaired but have character-
istics indicating there are loan losses on a group
basis.

Illustration C

Documenting the Setting of Loss
Rates

Comprehensive loss analysis in a small
institution

A small institution determines its loss rates
based on loss rates over a three-year historical
period. The analysis is conducted by type of
loan and is further segmented by originating
branch office. The analysis considers charge-
offs and recoveries in determining the loss rate.
The institution aso considers the loss rates for
each loan grade and compares them to historical
losses on similarly rated loans in arriving at the
historical loss factor. The institution maintains
supporting documentation for its loss-factor
analysis, including historical losses by type of
loan, originating branch office, and loan grade
for the three-year period.

Adjustment of loss rates for changes in local
economic conditions

An institution develops a factor to adjust loss
rates for its assessment of the impact of changes
in the local economy. For example, when ana-
lyzing the loss rate on commercia real estate
loans, the assessment identifies changes in
recent commercial building occupancy rates.
The ingtitution generally finds the occupancy
statistics to be a good indicator of probable
losses on these types of loans. The ingtitution
maintains documentation that summarizes the
relationship between current occupancy rates
and its loss experience.

Example 4: ALLL Under FAS 5—
Adjusting Loss Rates

Facts. Institution D’s lending area includes a
metropolitan area that is financially dependent

December 2002
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upon the profitability of a number of manufac-
turing businesses. These businesses use highly
specialized equipment and significant quantities
of rare metals in the manufacturing process.
Due to increased low-cost foreign competition,
severa of the parts suppliers servicing these
manufacturing firms declared bankruptcy. The
foreign suppliers have subsequently increased
prices, and the manufacturing firms have suf-
fered from increased equipment maintenance
costs and smaller profit margins. Additionally,
the cost of the rare metals used in the manufac-
turing process increased and has now stabilized
at double last year's price. Due to these events,
the manufacturing businesses are experiencing
financial difficulties and have recently
announced downsizing plans.

Although Ingtitution D has yet to confirm an
increase in its loss experience as a result of
these events, management knows that it lends to
a significant number of businesses and individu-
als whose repayment ability depends upon the
long-term viability of the manufacturing busi-
nesses. Institution D’s management has identi-
fied particular segments of its commercia and
consumer customer bases that include borrow-
ers highly dependent upon sales or salary from
the manufacturing businesses. Ingtitution D’'s
management performs an anaysis of the
affected portfolio segments to adjust its histori-
cal loss rates used to determine the ALLL. In
this particular case, Ingtitution D has experi-
enced similar business and lending conditions
in the past that it can compare to current
conditions.

Analysis. Institution D should document its sup-
port for the lossrate adjustments that result
from considering these manufacturing firms'
financial downturns. It should document its
identification of the particular segments of its
commercial and consumer loan portfolio for
which it is probable that the manufacturing busi-
ness financia downturn has resulted in loan
losses. In addition, it should document its analy-
sis that resulted in the adjustments to the loss
rates for the affected portfolio segments. As part
of its documentation, Institution D should main-
tain copies of the documents supporting the
analysis, including relevant newspaper articles,
economic reports, economic data, and notes
from discussions with individual borrowers.
Since Ingtitution D has had similar situations
in the past, its supporting documentation should
also include an analysis of how the current
conditions compare to its previous loss experi-
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ences in similar circumstances. As part of its
effective  ALLL methodology, a summary
should be created of the amount and rationale
for the adjustment factor, which management
presents to the audit committee and board for
their review and approval prior to the issuance
of the financial statements.

Example 5: ALLL Under FAS 5—
Estimating Losses on Loans Individually
Reviewed for Impairment but Not
Considered Individually Impaired

Facts. Institution E has outstanding loans of
$2 million to Company Y and $1 million to
Company Z, both of which are paying as agreed
upon in the loan documents. The institution’s
ALLL policy specifiesthat all loans greater than
$750,000 must be individually reviewed for im-
pairment under FAS 114. Company Y's finan-
cia statements reflect a strong net worth, good
profits, and ongoing ability to meet debt-service
requirements. In contrast, recent information
indicates Company Z's profitability is declining
and its cash flow is tight. Accordingly, thisloan
is rated substandard under the institution’s loan-
grading system. Despite its concern, manage-
ment believes Company Z will resolve its prob-
lems and determines that neither loan is
individually impaired as defined by FAS 114.

Institution E segments its loan portfolio to
estimate loan losses under FAS 5. Two of its
loan portfolio segments are Segment 1 and Seg-
ment 2. The loan to Company Y hasrisk charac-
teristics similar to the loans included in Seg-
ment 1, and the loan to Company Z has risk
characteristics similar to the loans included in
Segment 2.22

In its determination of the ALLL under FAS
5, Ingtitution E includes its loans to Company Y
and Company Z in the groups of loans with
similar characteristics (i.e., Segment 1 for Com-
pany Y'sloan and Segment 2 for Company Z's
loan). Management’ s analyses of Segment 1 and
Segment 2 indicate that it is probable that each
segment includes some losses, even though the
losses cannot be identified to one or more spe-
cific loans. Management estimates that the use
of its historical loss rates for these two seg-
ments, with adjustments for changes in
environmental factors, provides a reasonable
estimate of the institution’s probable |oan losses
in these segments.

22. These groups of loans do not include any loans that
have been individually reviewed for impairment under FAS
114 and determined to be impaired as defined by FAS 114.
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Analysis. Ingtitution E should adequately docu-
ment an ALLL under FAS 5 for these loans that
were individualy reviewed for impairment but
are not considered individualy impaired. As
part of its effective ALLL methodology, Institu-
tion E documents the decision to include its
loans to Company Y and Company Z in its
determination of its ALLL under FAS 5. It
should also document the specific characteris-
tics of the loans that were the basis for grouping

these loans with other loans in Segment 1 and
Segment 2, respectively. Institution E maintains
documentation to support its method of estimat-
ing loan losses for Segment 1 and Segment 2,
including the average loss rate used, the analysis
of historical losses by loan type and by interna
risk rating, and support for any adjustments to
its historical loss rates. The institution also
maintains copies of the economic and other
reports that provided source data.

2065.4.1.6 Consolidating the Loss
Estimates

To verify that ALLL balances are presented
fairly in accordance with GAAP and are audit-
able, management should prepare a document
that summarizes the amount to be reported in
the financial statements for the ALLL. The
board of directors should review and approve
this summary.

Common elements
include—

in such summaries

* the estimate of the probable loss or range of

lossincurred for each category evaluated (e.g.,

individually evaluated impaired loans, homo-

geneous pools, and other groups of loans that

are collectively evaluated for impairment);

the aggregate probable loss estimated using

the institution’ s methodol ogy;

asummary of the current ALLL balance;

the amount, if any, by which the ALLL isto

be adjusted;23 and

« depending on the level of detail that supports
the ALLL analysis, detailed subschedules of
loss estimates that reconcile to the summary
schedule.

23. Subsequent to adjustments, there should be no material
differences between the consolidated loss estimate, as deter-
mined by the methodology, and the final ALLL balance
reported in the financial statements.

Ilustration D describes how an institution docu-
ments its estimated ALLL by adding compre-
hensive explanations to its summary schedule.

Generally, an ingtitution's review and
approval process for the ALLL relies upon the
data provided in these consolidated summaries.
There may be instances in which individuals or
committees that review the ALLL methodology
and resulting allowance balance identify adjust-
ments that need to be made to the loss estimates
to provide a better estimate of 1oan losses. These
changes may be due to information not known
a the time of the initial loss estimate (e.g.,
information that surfaces after determining and
adjusting, as necessary, historical loss rates, or
arecent decline in the marketability of property
after conducting a FAS 114 valuation based
upon the fair value of collateral). It is impor-
tant that these adjustments are consistent with
GAAP and are reviewed and approved by
appropriate personnel. Additionally, the sum-
mary should provide each subsequent reviewer
with an understanding of the support behind
these adjustments. Therefore, management
should document the nature of any adjustments
and the underlying rationale for making the
changes. This documentation should be pro-
vided to those making the final determination
of the ALLL amount. Example 6 addresses
the documentation of the final amount of the
ALLL.

December 2002
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Ilustration D
Summarizing Loss Estimates

Descriptive comments added to the consolidated
ALLL summary schedule

To simplify the supporting documentation pro-
cess and to eliminate redundancy, an institution
adds detailed supporting information to its sum-
mary schedule. For example, this institution’s
board of directors receives, within the body of
the ALLL summary schedule, a brief descrip-
tion of theinstitution’ s policy for selecting loans
for evaluation under FAS 114. Additionally, the
ingtitution  identifies which FAS 114
impairment-measurement method was used for
each individually reviewed impaired loan. Other
items on the schedule include a brief description
of the loss factors for each segment of the loan
portfolio, the basis for adjustments to loss rates,
and explanations of changes in ALLL amounts
from period to period, including cross-
references to more detailed supporting
documents.

Example 6: Consolidating the Loss
Estimates—Documenting the Reported
ALLL

Facts. Institution F determines its ALLL using
an established systematic process. At the end of
each period, the accounting department prepares
a summary schedule that includes the amount of
each of the components of the ALLL, aswell as
the total ALLL amount, for review by senior
management, the credit committee, and, ulti-
mately, the board of directors. Members of
senior management and the credit committee
meet to discuss the ALLL. During these discus-
sions, they identify changes that are required by
GAAP to be made to certain of the ALLL

estimates. As a result of the adjustments made
by senior management, the total amount of the
ALLL changes. However, senior management
(or its designee) does not update the ALLL
summary schedule to reflect the adjustments or
reasons for the adjustments. When performing
their audit of the financial statements, the inde-
pendent accountants are provided with the origi-
nal ALLL summary schedule that was reviewed
by senior management and the credit commit-
tee, as well as a verbal explanation of the
changes made by senior management and the
credit committee when they met to discuss the
loan-loss alowance.

Analysis. Institution F's documentation prac-
tices supporting the balance of its loan-loss al-
lowance, as reported in its financial statements,
are not in compliance with existing documenta-
tion guidance. An institution must maintain sup-
porting documentation for the loan-loss allow-
ance amount reported in its financial statements.
As illustrated above, there may be instances in
which ALLL reviewersidentify adjustments that
need to be made to the loan-loss estimates. The
nature of the adjustments, how they were mea-
sured or determined, and the underlying ratio-
nale for making the changes to the ALLL bal-
ance should be documented. Appropriate
documentation of the adjustments should be
provided to the board of directors (or its desig-
nee) for review of the final ALLL amount to be
reported in the financia statements. For ingtitu-
tions subject to externa audit, this documenta-
tion should also be made available to the inde-
pendent accountants. If changes frequently
occur during management or credit committee
reviews of the ALLL, management may find it
appropriate to analyze the reasons for the fre-
quent changes and to reassess the methodology
the institution uses.

2065.4.1.7 Vdidating the ALLL
M ethodol ogy

An ingtitution’s ALLL methodology is consid-
ered valid when it accurately estimates the
amount of loss contained in the portfolio. Thus,
the institution's methodology should include
procedures that adjust loss-estimation methods
to reduce differences between estimated losses
and actual subsequent charge-offs, as necessary.
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To verify that the ALLL methodology isvalid
and conforms to GAAP and supervisory guid-
ance, an ingtitution’s directors should establish
internal-control policies, appropriate for the size
of the institution and the type and complexity of
its loan products. These policies should include
procedures for a review, by a party who is
independent of the ALLL-estimation process, of
the ALLL methodology and its application in
order to confirm its effectiveness.

In practice, financial institutions employ
numerous procedures when validating the rea-
sonableness of their ALLL methodology and
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determining whether there may be deficiencies
in their overal methodology or loan-grading
process. Examples are—

 areview of trends in loan volume, delinquen-
cies, restructurings, and concentrations;

» areview of previous charge-off and recovery
history, including an evaluation of the timeli-
ness of the entries to record both the charge-
offs and the recoveries;

» areview by a party that is independent of the
ALLL-estimation process (this often involves
the independent party reviewing, on a test
basis, source documents and underlying
assumptions to determine that the established
methodology develops reasonable loss
estimates); and

 an evauation of the appraisal process of the
underlying collateral. (This may be accom-
plished by periodicaly comparing the
appraised value to the actua sales price on
selected properties sold.)

2065.4.1.7.1 Supporting Documentation
for the Validation Process

Management usually supports the validation
process with the workpapers from the ALLL-
review function. Additional documentation
often includes the summary findings of theinde-
pendent reviewer. The institution’s board of
directors, or its designee, reviews the findings
and acknowledgesiits review in its meeting min-
utes. If the methodology is changed based upon
the findings of the validation process, documen-
tation that describes and supports the changes
should be maintained.

2065.4.1.8 Appendix—Application of
GAAP

[This appendix was designated appendix B in
the policy statement.] An ALLL recorded pursu-
ant to GAAP is an ingtitution’s best estimate of
the probable amount of loans and lease-
financing receivables that it will be unable to
collect based on current information and
events.2* A creditor should record an ALLL

24. This appendix provides guidance on the ALLL and
does not address allowances for credit losses for off-balance-
sheet instruments (e.g., loan commitments, guarantees, and
standby letters of credit). Institutions should record liabilities
for these exposures in accordance with GAAP. Further guid-
ance on this topic is presented in the American Institute of
Certified Public Accountants' Audit and Accounting Guide,
Banks and Savings Institutions, 2000 edition (AICPA Audit
Guide). Additionally, this appendix does not address allow-

when the criteria for accrual of a loss contin-
gency as set forth in GAAP have been met.
Estimating the amount of an ALLL involves a
high degree of management judgment and is
inevitably imprecise. Accordingly, an institution
may determine that the amount of loss fals
within a range. An institution should record its
best estimate within the range of |oan losses.2>

Under GAAP Statement of Financial
Accounting Standards No. 5, “Accounting for
Contingencies” (FAS 5), provides the basic
guidance for recognition of a loss contingency,
such as the collectibility of loans (receivables),
when it is probable that aloss has been incurred
and the amount can be reasonably estimated.
Statement of Financial Accounting Standards
No. 114, “Accounting by Creditors for Impair-
ment of a Loan” (FAS 114) provides more
specific guidance about the measurement and
disclosure of impairment for certain types of
loans.26 Specifically, FAS 114 applies to loans
that are identified for evaluation on an indi-
vidual basis. Loans are considered impaired
when, based on current information and events,
it is probable that the creditor will be unable to
collect all interest and principal payments due
according to the contractual terms of the loan
agreement.

For individually impaired loans, FAS 114
provides guidance on the acceptable methods to
measure impairment. Specifically, FAS 114
states that when a loan is impaired, a creditor
should measure impairment based on the present
value of expected future principal and interest
cash flows discounted at the loan's effective
interest rate, except that as a practical expedient,
a creditor may measure impairment based on a
loan’s observable market price or the fair value
of collateral, if the loan is collateral dependent.
When developing the estimate of expected
future cash flows for aloan, an institution should
consider all available information reflecting past
events and current conditions, including the

ances or accounting for assets or portions of assets sold with
recourse, which is described in Statement of Financial
Accounting Standards No. 140, “Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of
Liabilities—a Replacement of FASB Statement No. 125"
(FAS 140).

25. Refer to FASB Interpretation No. 14, *‘Reasonable
Estimation of the Amount of a Loss,” and Emerging Issues
Task Force Topic No. D-80, “Application of FASB State-
ments No. 5 and No. 114 to a Loan Portfolio” (EITF Topic
D-80).

26. EITF Topic D-80 includes additional guidance on the
requirements of FAS 5 and FAS 114 and how they relate to
each other.***
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effect of existing environmental factors. The
following illustration provides an example of an

institution estimating aloan’s impairment when
the loan has been partially charged off.

Ilustration

Interaction of FAS 114 with an
Adversely Classified Loan, Partia
Charge-Off, and the Overall ALLL

An ingtitution determined that a collateral-
dependent loan, which it identified for evalua-
tion, was impaired. In accordance with FAS
114, the institution established an ALLL for the
amount that the recorded investment in the loan
exceeded the fair value of the underlying collat-
eral, less costs to sell.

Consistent with relevant regulatory guidance,
the ingtitution classified as “‘Loss,” the portion

of the recorded investment deemed to be the
confirmed loss and classified the remaining
recorded investment as * Substandard.” For this
loan, the amount classified “Loss’ was less
than the impairment amount (as determined
under FAS 114). The institution charged off the
“Loss” portion of theloan. After the charge-off,
the portion of the ALLL related to this ** Sub-
standard” loan (1) reflects an appropriate mea
sure of impairment under FAS 114, and (2) is
included in the aggregate FAS 114 ALLL for all
loans that were identified for evaluation and
individually considered impaired. The aggre-
gate FAS 114 ALLL isincluded in the ingtitu-
tion'soverall ALLL.

Large groups of smaller-balance homoge-
neous loans that are collectively evaluated for
impairment are not included in the scope of FAS
114.27 Such groups of loans may include, but
are not limited to, credit card, residential mort-
gage, and consumer installment loans. FAS 5
addresses the accounting for impairment of
these loans. Also, FAS 5 provides the account-
ing guidance for impairment of loans that are
not identified for evaluation on an individua
basis and loans that are individually evaluated
but are not individualy considered impaired.
Ingtitutions should ensure that they do not layer
their loan-loss allowances. Layering is the inap-
propriate practice of recording in the ALLL
more than one amount for the same probable
loan loss. Layering can happen when an institu-
tion includes a loan in one segment, determines
its best estimate of loss for that loan either
individually or on a group basis (after taking
into account all appropriate environmental fac-
tors, conditions, and events), and then includes
the loan in another group, which receives an
additional ALLL amount.28

27. In addition, FAS 114 does not apply to loans measured
at fair value or at the lower of cost or fair value, leases, or
debt securities.

28. According to the Federal Financial Institutions Exami-
nation Council’s Federal Register notice, Implementation
Issues Arising from FASB Statement No. 114, “Accounting
by Creditors for Impairment of a Loan,” published February
10, 1995, institution-specific issues should be reviewed when
estimating loan losses under FAS 114. This analysis should be
conducted as part of the evaluation of each individual loan
reviewed under FAS 114 to avoid potential ALLL layering.
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While different institutions may use different
methods, there are certain common elements
that should be included in any loan-loss allow-
ance methodology. Generally, an ingtitution’s
methodology should—

* include a detailed analysis of the loan port-
folio, performed on aregular basis;

« consider al loans (whether on an individual

or group basis);

identify loans to be evaluated for impairment

on an individual basis under FAS 114 and

segment the remainder of the portfolio into
groups of loans with similar risk charac-
teristics for evaluation and analysis under

FASS5;

o consider al known relevant internal and
external factors that may affect loan
collectibility;

* be applied consistently but, when appropriate,

be modified for new factors affecting

collectibility;

consider the particular risks inherent in differ-

ent kinds of lending;

« consider current collateral values (less costs

to sell), where applicable;

require that analyses, estimates, reviews, and

other ALLL methodology functions be

performed by competent and well-trained
personnel;

be based on current and reliable data;

be well documented, in writing, with clear

explanations of the supporting analyses and

rationale; and

include a systematic and logical method to

consolidate the loss estimates and ensure the
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ALLL balance is recorded in accordance with
GAAP2®

A systematic methodology that is properly
designed and implemented should result in an
ingtitution’s best estimate of the ALLL. Accord-
ingly, ingtitutions should adjust their ALLL bal-
ance, either upward or downward, in each
period for differences between the results of the
systematic determination process and the unad-
justed ALLL balance in the general ledger.2°

2065.4.2 INSPECTION OBJECTIVES

1. To evaluate interna controls over the loan-
loss estimation process by evaluating the
ALLL written policy and the process used to
create and maintain the policy, loan-grading
systems, and other associated internal con-
trols over credit risk.

2. To determine the existence of an ALLL bal-
ance and review the summary schedule sup-
porting it.

3. To anadlyze and review the evaluation for
Statement of Financial Accounting Standards
No. 114 (FAS 114) (for individualy listed
loans).

4. To analyze and review the evaluation for
Statement of Financial Accounting Standards
No. 5 (FAS5) (for groups of loans).

5. To determine if the BHC has adequately
developed a range of loss and a margin for
imprecision.

6. To determine that the ALLL reflects esti-
mated credit losses for specificaly identified
loans (or groups of loans) and any estimated
probable credit losses inherent in the remain-
der of the loan portfolio at the balance-sheet
date.

7. To analyze and review
documentation support.

8. To determine the adequacy of the BHC's
process to evaluate the ALLL methodology
and to adjust the methodology, as heeded.

the ALLL-

29. Refer to paragraph 7.05 of the AICPA Audit Guide.
30. Ingtitutions should refer to the guidance on materiality
in SEC Staff Accounting Bulletin No. 99, Materiality.

2065.4.3 INSPECTION PROCEDURES

1. Determine if the board of directors has
developed and maintained an appropriate,
systematic, and consistently applied process
to determine the amounts of the ALLL and
provision for loan losses, or if it has
instructed management to do so. Determine
if the ALLL policies specifically address the
BHC's goals, risk profile, personnel, and
other resources.

2. Determine if the board of directors has
approved the written ALLL policy.

3. Determine if the BHC's loan-loss estimate,
in accordance with its methodology, is con-
sistent with generally accepted accounting
principles and supervisory guidance. Addi-
tionally, ensure that the BHC' sloan-loss esti-
mate is materially consistent with the
reported balance of the BHC's ALLL
account.

4. Determineif the ALLL methodology is peri-
odically validated by an independent party
and, if appropriate, revised.

5. Ascertain whether the audit committee is
overseeing and monitoring the internal con-
trols over the AL L L-documentation process.

6. Ascertain that the BHC maintains adequate
written documentation of its ALLL, includ-
ing clear explanations of the supporting
analyses and rationale. The documentation
should consist of —

* policies and procedures over the systems
and controls that maintain an appropriate
ALLL and over the ALLL methodology,

« the loan-grading system or process,

e a summary or consolidation (including
losses) of the ALLL balance,

« a validation of the ALLL methodology,
and

* periodic adjustments to the ALLL process.

7. Determine if the amount reported for the
ALLL for each period and the provisions for
loan and leases losses are reviewed and
approved by the board of directors.
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Taxes (Consolidated Tax Filing)
Section 2070.0

A holding company and its depository institu-Regarding Intercorporate Income Tax Account
tion subsidiaries may generally file a consoliing Transactions of Bank Holding Companies
dated group income tax return. For bank regulaand State-Chartered Banks That Are Member
tory purposes, however, each depositorpf the Federal Reserve System. The stateme
institution is viewed as, and reports as, a sepavas revised and replaced by the December 19¢
rate legal and accounting entity. Each holdindPolicy Statement on Income Tax Allocation in a
company subsidiary that participates in filing aHolding Company Structure, which does not
consolidated tax return should record its taxmaterially change any of the guidance previ:
expenses or tax benefits as though it had filed @usly issued.

tax return as a separate entity. The amount and The tax structure of bank holding companies
timing of any intercompany payments orbecomes more complicated when deferred taxe
refunds to the subsidiary that result from itsare considered in the intercorporate tax settle
being a part of the consolidated return groupnents! Deferred taxes occur when taxable
should be no more favorable than if the subsidiincome, for financial reporting purposes, differs
ary was a separate taxpayer. A consolidateilom taxable income as reported to the taxing
return permits the parent’s and other subsidiauthorities. This difference is due to timing dif-
aries’ taxable losses to be offset against othderences between financial-statement incom
subsidiaries’ taxable income, with the parenaind tax income for loan-loss provisions anc
most often providing the principal loss. This camother items, such as foreign tax credits. In addi

be illustrated with the following example: tion, differences result from the use of the casl
basis of accounting for tax purposes, as oppose
Parent Non- Non- Consoli- to the accrual basis of accounting used in finar
Only  Bank bank A bank B dated  cijal reporting. The different bases are chosen b
— management.
Contribution to An example of deferred income taxes fol-
consolidated net | . . d "
taxable income ows, using an estimated tax rate of 40 percent.
(loss): $(100) $2,000 $500 $(50) $2,350
Assumed tax Financial Tax
rate 40%  40% 40% 40%  40% Reporting  Return
Tax payment/ Pre-tax i 2 1
(benefit) $(40) $ 800 $200 $(20) $ 940 | o ncOMe $200 $150
Currently payable 60 60
In this example, the parent, as the represent3< e"ed Porton 220 =

tive of the consolidated group to the InternakoTaL 80 60
Revenue Service, would collect $800 from the, . . a1 e
bank subsidiary and $200 from Nonbank Sut?-\“Et neome $120 $90
sidiary A, and pay $20 to Nonbank Subsidiary
B. In return, the parent would remit to the taxThe deferred portion represents the tax effect c
authorities $940, resulting in a net cash reterdelaying the recognition of income or taking
tion of $40 by the parent. more of a deduction for tax-return purposes
Bank holding companies employ numeroug40% x $50). This is a temporary difference
methods to determine the amount of estimatesince over the “life” of the bank holding com-
payments to be received from their subsidiariespany, income and deductions should theoret
Although the tax-accounting methods to be usedally equalize for both book and tax purposes.
by bank holding companies are not prescribed Financial Accounting Standards Board State
by the Federal Reserve System, the method
employed must aﬁorq sgp5|d|ar|es equitable 1. The issue becomes more complex because of GAAF
treatment compared with filing separate returnsased tax expenses versus actual taxes paid under relevant
In general terms, tax transactions between arigws (the difference between the two expenses is either
subsidiary and its parent should be conducted sﬁferred tax liability or asset on the balance sheet). If the

S . . . aring agreement is based on the tax expense on the sta
thoth the SUbS|dlary was dea“ng dlreCtly W'thment of income, more funds may be transferred to the payin

state or federal taxing authorities. agent than are required to settle the actual taxes owed.
In 1978 the Board of Governors addressed
the issue of intercorporate income tax settleBHC Supervision Manual June 1999

ments by issuing a formal Policy Statement Page 1
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ment No. 109 (FASB 109), “Accounting for include, under certain circumstances, the
Income Taxes,” provides guidance on manyBoard’s cease-and-desist powers.
aspects of accounting for income taxes, includ- On occasion, bank holding companies have
ing the accounting for deferred tax liabilitiesused deferred tax assets as a vehicle to transfer
and assets. FASB 109 describes how a bardash or other earning assets of subsidiaries, prin-
holding company should record (1) taxes payeipally from the bank, into the parent company.
able or refundable for the current year andrhe Board’'s opinion is that each deferred tax
(2) deferred tax liabilities and assets for theasset or liability must remain on the books of
future tax consequences of events that havée subsidiary. If deferred tax assets have been
been recognized in the banking organization'sransferred to the parent, regardless of when the
financial statements or tax returns. transfer may have occurred, immediate arrange-
Generally, all bank holding companies musiments must be made to return the asset to the
file annual income tax returns. The bank holdappropriate subsidiary. Instances of transferring
ing company can pay the entire amount of taxleferred tax assets to the parent are worthy of
(that is, the amount still due after estimated tainclusion in the Examiner's Comments and Mat-
payments) on or before the due date for filingters Requiring Special Board Attention, page
or it can elect to pay by the extension deadline ibne of the inspection report.
one is granted. Bank holding companies may
receive extensions from taxing authorities to filg

their returns later. For the federal tax return, TATEMENT ON INCOME TAX

six-month extension may be granted.
Bank holding companies generally pay esti'A‘I-I-()C'A‘-I-loi\I IN' A HOLDING

mated taxes throughout the year. The most cor‘rgOMPANY STRUCTURE

mon payment dates will be as follows (assum- . o, i
ing calendar period): The federal bank and savings association’s regu

latory agencies (the agencies) issued the follow-
ing policy statement to provide guidance to
banking organizations and savings associations
regarding the allocation and payment of taxes
among a holding company and its subsidiaries.
A holding company and its subsidiaries will
often file a consolidated group income tax
return. However, for bank regulatory purposes,
) h ; each depository institution of the consolidated
Eglsctec?a;nfotrk:‘ﬁingr;gfgheséitt?f- group is viewed as, and_reports as, a separate
matic six-month extension legal gnd accounting entity. Accqrdmgly, each
September 15 —Due date of return if six-rﬁont depos!tory institution’s applicable income taxes,
- '}eflectlng either an expense or benefit, should be
extensions were granted. recorded as if the institution had filed as a

. . separate tax-paying entityfhe amount and tim-
The bank holding company will calculate theingp of paymepnt)s/ o% refug]rds should be no less

amount of the estimated payments to the Inteig,y o apie’to a subsidiary than if it was a sepa-
nal Revenu_e SerV|c’e by using one of two memfate taxpayer. Any practice that is not consistent
ods: (1) prior year's tax liability (most com- iy this policy statement may be viewed as
monly used) or (2) 90 percent of the estimate n unsafe and unsound practice prompting

tax b_ased on the current year's estimated ta)%'ither informal or formal corrective action. See
able income. R-98-38

Bank holding companies have engaged inS
intercorporate income tax settlements that have
the effect of transferring assets and income fro2070.0.1.1 Tax-Sharing Agreements
a bank subsidiary to the parent company in
excess of those settlements that would be cor holding company and its subsidiary institu-
sistent with the Board’s 1978 policy statementtions are encouraged to enter into a written,
The Board will apply appropriate supervisory——
remedies to situations that are considered ineq-2- Throughout the policy statement, the terms “separate

vitable or improper. These remedies ma)ar;tlty" and “separate taxpayer” are used synonymously.

070.0.1 INTERAGENCY POLICY

April 15 —first estimate (25%)

June 15 —second estimate (25%)

September 15 —third estimate (25%)

December 15 —fourth estimate (25%)

March 15 —Due date for income tax
return for U.S. corporations
or foreign corporations with

hen a depository institution has subsidiaries of its own, the

. institution’s applicable income taxes on a separate-entity basis
BHC Supervision Manual June 1999 include the taxes of the subsidiariekthe institutionthat are
Page 2 included with the institution in the consolidated group return.
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comprehensive tax-allocation agreement tai2070.0.1.3 Tax Payments to the Parent

lored to their specific circumstances. The agre€company

ment should be approved by the respective

boards of directors. Although each agreemenfax payments from a subsidiary institution to

will be different, tax-allocation agreements usuthe parent company should not exceed th

ally address certain issues common to consolamount the institution has properly recorded a

dated groups. its current tax expense on a separate-entity bas
Therefore, such an agreement should— Furthermore, such payments, including esti

mated tax payments, generally should not b

1. require a subsidiary depository institution tgn@de before the institution would have beer

compute its income taxes (both current an@Pligated to pay the taxing authority had it filed

deferred) on a separate-entity basis; as a separate entity. Payments made in advan

2. discuss the amount and timing of the institumay be considered extensions of credit from th

fio's payments for current tax expense i3 2o i PG S TR SRS
including estimated tax payments; AN

: . ... 23B of the Federal Reserve Act.
3. discuss reimbursements to an institution A subsidiary institution should not pay its
when it has a loss for tax purposes; and  eferred tax liabilities or the deferred portion of
4. prohibit the payment or other transfer ofits applicable income taxes to the parent. Th
deferred taxes by the institution to anothegeferred tax account is not a tax liability
member of the consolidated group. required to be paid in the current reporting
period. As a result, the payment of deferrec
income taxes by an institution to its holding
company is considered a dividend subject tc
dividend restrictiong,not the extinguishment of
a liability. Furthermore, such payments may

) o constitute an unsafe and unsound bankin
Generally accepted accounting principlespactice.

instructions for the preparation of both the Thrift

Financial Report and the federally supervised

bank Reports of Condition and Income, anthy70.0.1.4 Tax Refunds from the Parent
other guidance issued by the agencies req“i@ompany

depository institutions to account for their cur-

rent and deferred tax liability or benefit. An institution incurring a loss for tax purposes
When the depository-institution members of ashould record a current income tax benefit an
consolidated group prepare separate bank regkeceive a refund from its parent in an amount n
latory reports, each subsidiary institution shouldess than the amount the institution would have
record current and deferred taxes as if it files itheen entitled to receive as a separate entity. Tt
tax returns on a separate-entity basis, regardlegsfund should be made to the institution within
of the consolidated group’s tax-paying orreasonable period following the date the institu
-refund status. Certain adjustments for statutoriion would have filed its own return, regardless
tax considerations that arise in a consolidatedf whether the consolidated group is receiving :
return, e.g., application of graduated tax ratesefund. If a refund is not made to the institution
may be made to the separate-entity calculatiogithin this period, the institution’s primary fed-
as long as they are made on a consistent arglal regulator may consider the receivable a
equitable basis among the holding compangither an extension of credit or a dividend from
affiliates. the subsidiary to the parent. A parent compan
In addition, when an organization’s consoli-may reimburse an institution more than the
dated income tax obligation arising from the
alternative minimum tax (AMT) exceeds its 3. Th L ) .

. . . ese restrictions include the prompt-corrective-actior
reQL'lar tax on a consolidated basis, the exce§§3visions of section 38(d)(1) of the Federal Deposit Insur-
should be consistently and equitably allocateénce Act (12 U.S.C. 18310(d)(1)) and its implementing regu:
among the members of the consolidated grouﬁﬁtions: for insured state nonmember banks, 12 CFR 32t
The allocation method should be based upon t|,%bpa_rt B; for national bankg, 12 CFR section 6.6; for saving:

. . Ssociations, 12 CFR 565; and for state member bank:
portion of tax preferences, adjustments, anaz CER 208.45.
other items generated by each group member
which causes the AMT to be applicable at the8HC Supervision Manual June 1999
consolidated level. Page 3

2070.0.1.2 Measurement of Current and
Deferred Income Taxes
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refund amount it is due on a separate-entityax liability. Transactions in which a parent
basis. Provided the institution will not later be“forgives” any portion of a subsidiary institu-
required to repay this excess amount to th&on’s deferred tax liability should not be
parent, the additional funds received should beeflected in the institution’s regulatory reports.
reported as a capital contribution. These transactions lack economic substance
If the institution, as a separate entity, wouldbecause each member of the consolidated group
not be entitled to a current refund because it has jointly and severally liable for the group’s
no carry-back benefits available on a separat@otential future obligation to the taxing authori-
entity basis, its holding company may still beties. Although the subsidiaries have no direct
able to utilize the institution’s tax loss to reduceobligation to remit tax payments to the taxing
the consolidated group’s current tax liability. Inauthorities, these authorities can collect some or
this situation, the holding company may reim-all of a group liability from any of the group
burse the institution for the use of the tax loss. IImembers if tax payments are not made when
the reimbursement will be made on a timelydue.
basis, the institution should reflect the tax bene-
fit of the loss in the current portion of its appli-
cable income taxes in the period the loss i9070.0.2 QUALIFYING
incurred. Otherwise, the institution should notSUBCHAPTER S CORPORATIONS
recognize the tax benefit in the current portion
of its applicable income taxes in the loss yearrhe Small Business Job Protection Act of 1996
Rather, the tax loss represents a loss carrypade changes to the Internal Revenue Code (the
forward, the benefit of which is recognized as &ode). On October 29, 1996, the FFIEC issued a
deferred tax asset, net of any valuatiomhyetin notifying all federally insured banks
allowance. _ . and thrifts of the impact of these changes. Thrift
Regardless of the treatment of an InStItUtIOﬂ’%rganizaﬁons may qualify for Subchapter S cor-
tax loss for regulatory reporting and supervisorporation status under the code’s revisions and
purposes, a parent company that receives a ta¥y|d generally receive pass-through tax treat-
refund from a taxing authority obtains thesement for federal income tax purposes if certain
funds as agent for the consolidated group ORyiteria are met.
behalf of the group membefsiccordingly, an  The pulletin states that no formal application
organization’s tax-allocation agreement or othefs required to be filed with the federal bank and
corporate policies should not purport to characift regulatory agencies merely as a result of
terize refunds attributable to a subsidiary deposiyny election by a bank, thrift, or parent holding
taxing authority as the property of the parent. However, if an institution takes certain steps to
meet the criteria to qualify for this tax status,
particularly the code’s limitations on the num-
ber and types of shareholders, applications or
notices to the agencies may be required.
A parent company may require a subsidiar The FFIEC bulletin also states that any distri-
institution to pay it less than the full amount of%ptlo_ns made by the Subchapter S banking orga-
the current income tax liability that the institu- Nization to its shareholders, |nclud|ng’ distribu-
tion calculated on a separate-entity basis. Préions intended to cover shareholders’ personal
vided the parent will not later require the institu-1@ liabilities for their shares of the income of
tion to pay the remainder of the current taxN€ institution, will continue to be regarded as
liability, the amount of this unremitted liability dividends and subject to any limitations under
should be accounted for as having been paitfl€vant banking law. See SR-96-26.
with a simultaneous capital contribution by the
parent to the subsidiary.
In contrast, a parent cannot make a capitai070‘o_3 INSPECTION OBJECTIVES
contribution to a subsidiary institution by “for-
giving” some or all of the subsidiary’s deferred

2070.0.1.5 Income-Tax-Forgiveness
Transactions

1. To determine whether the supervisory and
accounting guidance set forth in FASB 109,

4. See 26 CFR 1.1502-77(a). other tax-accounting standards, and the 1998
interagency policy statement on income tax
BHC Supervision Manual June 1999 allocation has been appropriately, equitably,

Page 4 and consistently applied.
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. To verify that the parent’s intercorporate taxsharing agreements, the following inspectior
policy contains a provision requiring the sub-procedures should be followed:

sidiaries to receive an appropriate refund
from the parent when they incur a loss, and
that such a refund would have been receiv-
able from the tax authorities if the subsidiary
was filing a separate return.

. To ascertain that tax payments and tax

refunds between financial institution subsidi-

aries and the parent company have been lim-

ited to no more than what the institution
might have paid to or received from the tax
authorities, if it had filed its tax returns on a
timely, separate-entity basis.

. To determine that no deferred tax liability,

corresponding asset, or the deferred portion

of its applicable income taxes has been trans-

ferred from a bank subsidiary to the parent 2,

company.

. To verify that there has been proper account-

ability for tax-forgiveness transactions

between the parent company and its financial

institution subsidiaries.

. To substantiate that corporate practices are

consistent with corporate policies.

2070.0.4 INSPECTION PROCEDURES

1. Obtain and discuss with the bank holding

company’'s management its intercorporate

income tax policies and tax-sharing agree-
ments. Obtain and retain a copy of the inter-

corporate tax policies and agreements in the3,

workpaper files. Review the written inter-

corporate tax-settlement policy and ascer-

tain that it includes the following:

a. a description of the method(s) used in
determining the amount of estimated
taxes paid by each subsidiary to the
parent

b. an indication of when payments are to be
made

c. a statement that deferred taxes are main-

tained on the affiliate’s general ledger
d. procedures for handling tax claims and
refunds

a. Determine whether each subsidiary is
required to compute its income taxes
(current and deferred) on a separate
entity basis.

b. Ascertain if the amount and timing of
payments for current tax expense,
including estimated tax payments, are
discussed.

c. Determine if reimbursements are dis-
cussed when an institution has a loss fo
tax purposes.

d. Determine if there is a prohibition on the
payment or other transfer of deferred
taxes by an institution to another mem-
ber of the consolidated group.

Review briefly the parent’'s intercompany
transaction report; general ledger income
tax accounts; cash receipts and disburse
ments; and, if necessary, tax-return work:
papers and other pertinent corporate
documents.

a. Ascertain that the taxes collected by the
parent company from each depository
institution subsidiary do not exceed the
amount that would have been paid if a
separate return had been filed.

b. When depository institution subsidiaries
are making their tax payments directly to
the taxing authorities, determine whethel
other subsidiaries are paying their pro-
portionate share.

Review the separate regulatory reports fo

depository institution members of the hold-

ing company that are included in the filing
of a consolidated tax return.

a. Verify that each subsidiary institution is
recording current and deferred taxes as i
it was filing its own tax returns on a
separate-entity basis.

b. Ascertain that any adjustments for statu
tory tax considerations, arising from fil-
ing a consolidated return, are also mad
to the separate-entity calculations consis
tently and equitably among the holding
company affiliates.

Bank holding companies should also have writ- 4.
ten tax-sharing agreements with their subsidi-
aries that specify intercorporate tax-settlement
policies. The Board encourages bank holding
companies to develop such agreements. For tax-

5.

Determine if any excess amounts (tax bene
fits), resulting from the filing of a consoli-
dated return, are consistently and equitabl:
allocated among the members of the con
solidated group.

Review the tax payments that are madk
from the bank and the nonbank subsidiarie:

5. The term “separate-entity basis” recognizes that certain to the parent company

adjustments, in particular tax elections in a consolidated
return, may, in certain periods, result in higher payments
by the bank than would have been made if the bank waBHC Supervision Manual
unaffiliated.

June 1999
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a. Determine that payments, including esti-
mated payments, that are being requested
do not significantly precede the time that
a consolidated or estimated current tax
liability would be due and payable by
the parent to the tax authorities.

b. Verify with management that the tax
payments to the parent company were
not in excess of the amounts recorded by
its depository institution subsidiaries as
current tax expense on a separate-entity
basis.

c. Determine that subsidiary institutions are 7.
not paying their deferred tax liabilities
on the deferred portions of their applica-
ble income taxes to the parent company.

d. Ascertain that the parent company is not 8.
deriving tax monies from depository
institution subsidiaries that are used for
other operating needs.

. When a subsidiary incurs a loss, review the

tax system to determine that bank and non-

bank subsidiaries are receiving an appropri-9.
ate refund from the parent company, that is,
an amount that is no less than what would
have been received if the tax return hadoO.
been filed on a separate-entity basis.

a. Verify that the refund(s) are received no

later than the date the institutions would

have filed their own returns and that the

refund is not characterized as the parent
company'’s property.

b. If the parent company does not require a
subsidiary to pay its full amount of cur-
rent tax liability, ascertain that the
amount of the tax liability is recorded as
having been paid and that the corre-
sponding credit is recorded as a capital
contribution from the parent company to
the subsidiary.

Determine that the deferred tax accounts of
each bank subsidiary are maintained on its
books and that they are not transferred to
the parent organization.
Determine if the Internal Revenue Service
or other tax authorities have assessed any
additional tax payments on the consolidated
group, and whether the holding company
has provided an additional reserve to cover
the assessment.

Complete the Other Supervisory Issues

page of the Report of Bank Holding Com-

pany Inspection (FR 1225 and FR 1241).

Verify the accuracy of the FR Y-8, Report

of Intercompany Transactions, pertaining to

the information on tax settlements.

2070.0.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject

Laws$

Regulationg

Interpretations’ Orders

FFIEC Policy Statement
on Income Tax Allocation
in a Holding Company
Structure

4-870 1999 FRB 111

1. 12 U.S.C., unless specifically stated otherwise.
2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual
Page 6
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Funding
(Introduction) Section 2080.0

The purpose of this Section is to discuss thenents available for its use, and probably woulc
types of funding ordinarily found in holding look to local sources for its debt and equity
companies and to analyze their respective chaneeds. This would include sale of equity anc
acteristics. It is not intended that this sectiordebt instruments to owners of the holding com:
include an analysis of the inter-relationships opany. The medium-sized holding company ha
these factors because that will be addressed atcess to public markets through investmer
the various subsections of Section 4000 of thbankers and occasionally may issue its owl
Manual. corporate notes in the commercial paper marke
The three major types of funding are short-The large holding company has a wide range c
term debt, long-term debt and equity. The ideathoices depending upon its financial conditior
“hypothetical” holding company balance sheetand the economic climate at the time of any
would reflect sufficient equity to fund total bankoffering. It also has the ability to place debt
and nonbank capital needs. privately as an alternate to dealing with public
The complexity of the debt and/or equitymarkets. In summary, the type of financing
financing will depend greatly upon the size andheeded by a holding company will vary with the
financial status of the holding company as welkize and nature of its banking and nonbankin
as the access to certain capital markets. Theperations. The following subsections addres
small holding company will be limited in the those issues.
type and/or sophistication of financing instru-

BHC Supervision Manual December 1992
Page 1



Funding (Bank Holding Company Funding
and Liquidity) Section 2080.05

A key principle underlying the Federal Re-commercial paper or other short-term
serve’s supervision of bank holding companiesbligations—without having an adverse impac
is that such companies should be operated in@n their subsidiary banks.
way that promotes the soundness of their subsid- This objective can best be achieved by limit-
iary banks. Holding companies are expected timg the use of short-term debt to funding asset
avoid funding strategies or practices that couldhat can be readily converted to cash withou
undermine public confidence in the liquidity orundue loss. It should be emphasized, howeve
stability of their banks. Consequently, bankthat the simple matching of the maturity of
holding companies should develop and maintaishort-term debt with the stated or nominal matu
funding programs that are consistent with theirity of assets does not, by itself, adequatel
lending and investment activities and that proensure an organization’s ability to retire its
vide adequate liquidity to the parent companyhort-term obligations if the condition of the
and its nonbank subsidiaries. underlying assets precludes their timely sale ©
liquidation. In this regard, it is particularly im-
portant that parent company advances to subsi
2080.05.1 FUNDING AND LIQUIDITY iaries be considered a reliable source of liquid
ity only to the extent that they fund assets of
A principal objective of a parent bank holdinghigh quality that can readily be converted to
company’s funding strategy should be to supeash. Consequently, effective procedures t
port capital investments in subsidiaries andnonitor and ensure on an ongoing basis th
long-term assets with capital and long-ternmuality and liquidity of the assets being fundec
sources of funds. Long-term or permanenby short-term debt are critical elements of &
financing not only reduces funding and liquidityholding company’s overall funding program.
risks, but also provides an organization with Bank holding companies should establish an
investors and lenders that have a long-run commaintain reliable funding and contingency plans
mitment to its viability. Long-term financing to meet ongoing liquidity needs and to addres
may take the form of term loans, long-term debtiny unexpected funding mismatches that coul
securities, convertible debentures, subordinatetevelop over time. Such plans could include
debt, and equity. reduced reliance on short-term purchased fund
In general, liquidity can be measured by thegreater use of longer-term financing, appropri
ability of an organization to meet its maturingate internal limitations on parent company fund-
obligations, convert assets into cash with miniing of long-term assets, and reliable alternat
mal loss, obtain cash from other sources, or roBources of liquidity. It is particularly important
over or issue new debt obligations. A majorthat bank holding companies have reliable plan
determinant of a bank holding company’sor backup facilities to refinance or redeem thei
liquidity position is the level of liquid assets short-term debt obligations in the event asset
available to support maturing liabilities. The usebeing funded by these obligations cannot b
of short-term debt, including commercial paperliquidated in a timely manner when the debt
to fund long-term assets can result in unsafe angdust be repaid. In this connection, holding com
unsound banking conditions, especially if a banlpanies relying on backup lines of credit for
holding company does not have alternativeontingency plan purposes should seek to al
sources of liquidity or other reliable means torange standby facilities that will be reliable dur-
refinance or redeem its obligations. In additionjng times of financial stress, rather than facilities
commercial paper proceeds should not be usdbat contain clauses which may relieve the
to fund corporate dividends or pay curreniender of the obligation to fund the borrower in
expenses. Funding mismatches can exacerbdte event of a deterioration in the borrower’s
an otherwise manageable period of financidinancial condition.
stress or, in the extreme, undermine public con- In developing and carrying out funding pro-
fidence in an organization’s viability. For this grams, bank holding companies should avoi
reason, bank holding companies, in managingverreliance or excessive dependence on ar
their funding positions, should control liquidity single short-term or potentially volatile source
risk by maintaining an adequate cushion of ligof funds, such as commercial paper, or an
uid assets to cover short-term liabilities. Hold-single maturity range. Prudent internal liquidity
ing companies should at all times have sufficient
liquidity and funding flexibility to handle any BHC Supervision Manual June 1996
runoff, whether anticipated or unforeseen, of Page 1
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policies and practices should include specifyin080.05.3 EXAMINER’S
limits for, and monitoring the degree of relianceAPPLICATION OF PRINCIPLES IN
on, particular maturity ranges and types of shorE VALUATING LIQUIDITY AND IN
term funding. Special attention should be giveFORMULATING CORRECTIVE
to the use of overnight money since a loss oACTION PROGRAMS
confidence in the issuing organization could
lead to an immediate funding problem. BankReserve Bank examiners should be guided by
holding companies issuing overnight liabilitiesthese principles in evaluating liquidity and in
should maintain on an ongoing basis a cushioformulating corrective action programs for bank
of superior quality assets that can be immediholding companies that are experiencing earn-
ately liguidated or converted to cash with mini-ings weaknesses or asset-quality problems, or
mal loss. The absence of such a cushion or that are otherwise subject to unusual liquidity
clear ability to redeem overnight liabilities whenpressures. In particular, bank holding companies
they become due should generally be viewed agith less than satisfactory parent or consoli-
an unsafe and unsound banking practice. dated supervisory ratings (that is, 3 or worse), or
any other holding companies subject to poten-
tially serious liquidity or funding pressures,
2080.05.2 ADDITIONAL should be asked to prepare a realistic and spe-
SUPERVISORY CONSIDERATIONS cific action plan for reducing or redeeming en-
tirely their outstanding short-term obligations
Bank holding companies and their nonbank afwithout directly or indirectly undermining the
filiates should maintain sufficient liquidity and condition of their affiliated bank(3)Such con-
capital strength to provide assurance that outingency plans should be reviewed and evalu-
standing debt obligations issued to finance thated by Reserve Bank supervisory personnel
activities of these entities can be serviced anduring or subsequent to on-site inspections. Any
repaid without adversely affecting the conditiondeficiencies in the plan, if not addressed by
of the affiliated bank(s). In this regard, bankmanagement, should be brought to the attention
holding companies should maintain strong capiof the organization's board of directors. If the
tal positions to enable them to withstand potenkiquidity or funding position of such a company
tial losses that might be incurred in the sale ofippears likely to worsen significantly, or if the
assets to retire holding company debt obligacompany’s financial condition worsens to a suf-
tions. It is particularly important that a bankficient degree, the company should be expected
holding company not allow its liquidity and to implement on a timely basis its plan to curtail
funding policies or practices to undermine itsor eliminate its reliance on commercial paper or
ability to act as a source of strength to itsother volatile, short-term sources of funds. Any
affiliated bank(s). decisions or steps taken by Reserve Banks in
The principles and guidelines outlined abovéhis regard should be discussed and coordinated

constitute prudent financial practices for bankVith Board staff.

holding companies and most businesses in gen- Reference should also be made to other
eral. Holding company boards of directorsma“}la[s.ecuons that address funding, cash flow,
should periodically assure themselves that fund®f_liquidity (for example, 2010.1, 2080.0,
ing plans, policies and practices are prudent i080.1, 2080.2, 2080.4, 2080.5, 2080.6, 4010.0,
light of their organizations’ overall financial 4010.1,4010.2, 5010.27, and 5010.28).

condition. Such plans and policies should be
consistent with the principles outlined above,
including the need for appropriate internal lim-
its on the level and type of short-term debt 1. Itis important to note that there are securities registra-

outstanding and the need for realistic and re|it_ion requirements under the Securities Act of 1933 related to
.the issuance of commercial paper. A bank holding company

able contingency plans tQ meet a“Y unantiCizyo g have procedures in place to ensure compliance with all
pated runoff of short-term liabilities without ad- applicable securities and SEC requirements. Refer to manual
versely affecting affiliated banks. section 2080.1.

BHC Supervision Manual June 1996
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Funding (Commercial Paper and Other Short-term
Uninsured Debt Obligations and Securities) Section 208

Commercial paper is a generic term that is germinimum amount of $25,000) as long as the
erally used to describe short-term unsecuredote and each investor's interest therein, doe
promissory notes issued by well-recognized andot exceed nine months. Such master not
generally financially sound corporations. Theagreements may permit prepayment by the is
largest commercial paper issuers are financgier, or upon demand of the investor, at an
companies and bank holding companies whictime.
use the proceeds as a source of funds in lieu of
fixed rate borrowing.

Generally accepted limitations on issuance2080.1.1.2 Prime Quality
and uses of commercial paper derive from Sec-
tion 3(a)(3) of the Securities Act of 1933 (1933Most commercial paper is rated by at least on
Act). Section 3(a)(3) exempts from the registraof five nationally recognized statistical rating
tion requirements of the 1933 Act “any rot. .  organizations. The SEC has not clearly articu
which arises out of a current transaction or théated the line at which it will regard a specific
proceeds of which have been or are to be usedting of commercial paper as being “not
for current transactions and which has a matysrime” and, indeed, there is no requirement tha
rity at the time of issuance not exceeding nin@ rating be obtained at all in order to qualify.
months, exclusive of days of grace, or any reSEC staff has issued a series of “no-action”
newal thereof the maturity of which is likewise letters to individual bank holding companies
limited. . . .” The Securities and Exchange Com-based on specific facts and circumstances eve
mission (SEC) has rulemaking authority ovemwhere it does not appear that a rating was ok
the issuance of commercial paper. tained. However, where commercial paper i

The five criteria, as set forth in an SEC inter-downgraded to below what is generally re-
pretation (SA Release #33-4412, September 20arded as “investment quality” (ratings of less
1961), that are deemed necessary to qualiffnan medium grade—refer to tHeommercial
securities for the commercial paper exemptioBank Examination Manuakection 203.1), or a

are that the commercial paper must: rating is withdrawn, BHCs may not be able to

issue commercial paper based on the Sectic

» Be of prime quality and negotiable; 3(a)(3) exemption, in the absence of a marke

» Be of a type not ordinarily purchased by thesignificant improvement in the issuer’s financial
general public; condition.

« Be issued to facilitate current operational
business requirements;
« Be eligible for discounting by a Federal Re-2080.1.1.3 Current Transactions
serve Bank;
» Have a maturity not exceeding nine months. There have been considerable interpretativ
problems arising out of the current transaction:
concept. The SEC staff has issued a partic

2080.1.1 MEETING THE SEC laundry list of activities which would not be

CRITERIA deemed suitable for investment of commercia
paper proceeds, namely:

The above criteria are discussed below. 1. The discharge of existing indebtedness

unless such indebtedness is itself exempt und
section 3(a)(3) of the 1933 Act;

2080.1.1.1 Nine-Month Maturity 2. The purchase or construction of a plant o
Standard the purchase of durable machinery or equip
ment;

Although roll-over of commercial paper pro- 3. The funding of commercial real estate de-
ceeds on maturity is common, the SEC haselopment or financing;

stated that obligations that are payable on de- 4. The purchase of real estate mortgages ¢
mand or have provisions for automatic roll-overther securities;

do not satisfy the nine-month maturity standard. 5. The financing of mobile homes or home
However, the SEC staff has issued “no action”improvements; or

letters for commercial paper master note agree-
ments which allow eligible investors to makeBHC Supervision Manual December 1992
daily purchases and withdrawals (subject to a Page 1




Funding (Commercial Paper and Other Short-term Uninsured Debt Obligations) 2080.1

6. The purchase or establishment of a busef $1 million. The alternative test requires
ness enterprise. $200,000 in income for each of the last two
The SEC has opined that commercial papeyears ($300,000 if the spouse’s income is in-
which is used as bridge financing by a banlcluded) and a reasonable expectation of reach-
holding company to fund a permanent acquisiing the same income level in the current year.
tion within the 270-day maturity period of the For additional information on marketing of
paper, will meet the current transactions criteeommercial paper, see the next subsection.
rion. The amount of a bank holding company’s
commercial paper cannot exceed the aggregate
amount of “current transactions” of the bank2080.1.2 MARKETING OF
holding company and its subsidiaries a con- COMMERCIAL PAPER
solidated basis For this purpose, “current
transactions” include dividends, interest, taxe§ he sale of bank holding company (or nonbank
and short-term loan repayments. In summary, isubsidiary) commercial paper by an affiliated
most cases, the “current transactions” requirebank to depositors or other investors raises a
ment will not be a significant limitation on number of supervisory issues. Of particular con-
issuances of commercial paper by bank holdingern is the possibility that individuals may pur-
companies. chase holding company paper with the misun-
In addition to meeting SEC requirements, alerstanding that it is an insured deposit or
bank holding company must meet funding anabligation of the subsidiary bank. The probabil-
liquidity criteria prescribed by the Board. For aity of this occurring is increased when a bank
detailed discussion on acceptable use of consubsidiary is actively engaged in the marketing
mercial paper in connection with a bank holdingof the paper of its holding company or nonbank
company overall funding strategies, see Seaffiliate, or when the holding company or non-
tions 2080.05 and 2080.6. bank affiliate has a name similar to the name of
the commercial bank subsidiary.
It is a long-standing policy of the Federal
2080.1.1.4 Sales to Institutional InvestorsReserve (refer to letters SR 90-19 and SR—620)
that debt obligations of a bank holding company
Commercial paper is generally marketed only t® & nonbank  affiliate should not be issued,
institutional investors (corporations, pensiormarketed or sold in a way that conveys the
funds, insurance companies, etc.) although sal@simpression or misunderstanding that such
to individuals are not prohibited. It is clear,instruments are either: 1) federally-insured de-
however, from the legislative history of the Secosits, or 2) obligations of, or guaranteed by, an
tion 3(a)(3) exemption that commercial papeinsured depository institution. The purchase of
was not to be marketed for sale to the gener&uch holding company obligations by retail de-
public. Currently, SEC staff will not issue apPositors of an affiliated depository institution
no-action letter if the minimum denomination ofcan, in the event of default, result in losses to
the commercial paper to be issued is less thdfdividuals who believed that they had acquired
$25,000. One of the underlying premises of théederally-insured or guaranteed instruments. In
Section 3(a)(3) exemption is that purchasers gtddition to the problems created for these indi-
commercial paper have sufficient financial soviduals, such a situation could impair public
phistication to make informed investment deci.ConfldenCE in the affiliated depository institution
sions without the benefit of the information pro-and lead to unexpected withdrawals or liquidity
vided by a registration statement. It is, thereforeQr€Ssures. ) )
generally recognized today that any individual Events surrounding the sale of uninsured debt
purchaser of commercial paper should meet thebligations of holding companies to retail cus-
“accredited investor” criteria of commercial tomers of affiliated depository institutions have
paper set forth in SEC Regulation D (17 C.F.Rocused attention on the potential for problems
230.501(a)). To qualify as an “accreditedin this area. In view of these concerns, the
investor”, an individual can meet one of two Federal Reserve emphasizes that this policy ap-
tests—a net worth test or an income test. Tlies to the sale of both long- and short-term
qualify under the net worth test, an individual ordebt obligations of a bank holding company and
an individual and his or her spouse must havany nonbank affiliate, as well as to the sale of
a net worth at the time of purchase in excesyninsured debt securities issued by a state mem-
ber bank or its subsidiaries. Debt obligations
BHC Supervision Manual December 1992 covered by this supervisory policy include com-
Page 2 mercial paper and all other short-term and long-




Funding (Commercial Paper and Other Short-term Uninsured Debt Obligations) 20¢

term debt securities, such as thrift notes antbr monitoring compliance with this supervisory
subordinated debentures. policy; and, as part of the examination of state
Bank holding companies and nondepositorynember banks and bank holding companies, a
affiliates that have issued or plan to issue uninexpected to continue to review the polices ant
sured obligations or debt securities should nanternal controls relating to the marketing and
market or sell these instruments in any publisale of debt obligations and securities. Examin
area of an insured depository institution wherers should determine whether the marketing an
retail deposits are accepted, including any lobbgale of uninsured nondeposit debt obligation:
area of the depository institution. Bank holdingare sufficiently separated and distinguished fror
companies and any affiliates that are engaged metail banking operations, particularly the
issuing debt obligations should establish appradeposit-taking function of the insured deposi-
priate policies and controls over the marketindory affiliate.
and sale of the instruments. In particular, inter- In determining whether the activities are suf-
nal controls should be established to ensure thétiently separated, examiners should take int
the promotion, sale, and subsequent customaccount: 1) whether the sale of uninsured det
relationship resulting from the sale of uninsuredbligations of a holding company affiliate or
debt obligations is separated from the retailininsured nondeposit debt securities of a stat
deposit-taking functions of affiliated depositorymember bank is physically separated from the
institutions. bank’s retail-deposit taking function, including
State member banks, including their subsidithe general lobby aréa2) whether advertise-
aries, may also be engaged in issuing nondenents that promote uninsured debt obligation
posit debt securities (such as subordinated debf the holding company also promote insurec
and it is equally important to ensure that sucldeposits of the affiliated depository institution in
securities are not marketed or sold in a mannex way that could lead to confusion; 3) whethel
that could give the purchaser the impression thaimilar names or logos between the insured de
the obligations are federally-insured depositgpository institution and the issuing nonbank
Consequently, state member banks and theiffiliate are used in a misleading way to promote
subsidiaries that have issued or plan to issugecurities of a nonbank affiliate without clearly
nondeposit debt securities should not market adentifying the obligor; 4) whether retail
sell these instruments in any public area of theéeposit-taking employees of the insured depos
bank where retail deposits are accepted, includery institution are engaged in the promotion or
ing any lobby area of the bank. Consistent withsale of uninsured debt securities of a nonban
long-standing Federal Reserve policy, debt obliaffiliate; 5) whether information on the sale of
gations of bank holding companies or their nonuninsured debt obligations of a nonbank holding
bank affiliates, including commercial paper ancompany affiliate is available in the retail bank-
other short- or long-term debt securities, shoulihg area; and 6) whether retail deposit state
prominently indicate that: 1) they are not obliga-ments for bank customers also promote informa
tions of an insured depository institution; andtion on the sale of uninsured debt obligations
2) they are not insured by the Federal Deposibf the bank holding company or a nonbank
Insurance Corporation. In cases where purchasffiliate.
ers do not take physical possession of the obli- The Board’'s policy is that the manner in
gation, the purchasers should be provided with hich commercial paper is sold should not leac
printed advice that conveys this information.bank customers or investors to construe corr
Employees engaged in the sale of bank holdinmercial paper as an insured obligation or ar
company debt obligations should be instructethstrument which may be higher in yield but
to relate this information verbally to potential equal in risk to insured bank deposits. All pur-
purchasers. In addition, with respect to the salehasers of commercial paper should clearl
of holding company debt obligations, the instru-understand that such paper is an obligation ¢
ments or related documentation should not dighe parent company or nonbank subsidiary an
play the name of the affiliated bank in such anot an obligation of the bank and that the quality
way that could create confusion among potential
purchasers about the identity of the obligor. 1. This policy is not intended to preclude the sale of
State member banks involved in the sale offolding company affiliate obligations from a bank’s money
uninsured nondeposit debt securities of the barfR"ket desk, provided that the money market function i
. separate from any public area where retail deposits are a
should establish procedures to ensure that potefiped, including any lobby area.
tial purchasers understand that the debt security
is not federally-insured or guaranteed. BHC Supervision Manual December 1992
Federal Reserve examiners are responsible Page 3
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of the investment depends on the risks an2080.1.5 CURRENT PORTION OF

operating characteristics associated with theONG-TERM DEBT

overall holding company and its nonbanking

activities. This type of debt has many of the short-term
characteristics of bank debt, with possibly one
additional important feature. Such debt is usu-

2080.1.3 THRIFT NOTES AND ally tied to a written agreement between creditor

SIMILAR DEBT INSTRUMENTS and debtor, and encompasses certain minimum
standards of performance to be adhered to by

n th t a bank holdi the company. The examiner must review the
n e event a bank holding company or NONy g aement to determine that the company is
banking affiliate issues thrift notes or other deb perating within the parameters of the cove-
Oﬁ“gat'onstV‘éh'ghf.d%.mt f?” within th.elgener- nants laid out in the agreement. Failure to abide
ally accepted detinition of commercia paperby the covenants can trigger default provisions

examiner.s. should b.e guided by the Board’%f the agreement and escalate the repayment of
1978 position on the issuance of small denomLt-he total loan balance outstanding

nation debt obligations by bank holding compa-
nies and their nonbanking affiliates. At that time,

the Board was considering thrift notes issued byngg 1 6 INSPECTION OBJECTIVES
a nonbanking subsidiary of a bank holding com- o

pany and concluded that such obligations should 1. To determine the company’s policy and

promlnently |nd|cate in bold type on their faceactual practices with respect to the sale of unin-
that the obligations are not obligations of a bank o4 gent obligations and securities issued by
and are not FDIC insured. The Board also state, ank holding companies, nonbank affiliates or

that the obligations should not be sold on theState member banks. More often than not. an
premises of affiliated banks. Where there is suthormal policy evolves from practice. It then

?tagt'til rellanctg on tpe ks)alek ?]f Itdh“ft notes 19,o-omes important to interview senior officers
und the operations of a bank no'ding company, charge of this function to determine if they

or nonbanking subsidiary, other than an Indusélre adequately aware of the statutory and regula-

trial bank, a violation of the Glass—Steagall Ac ; ith ; ]
may be involved. Such cases should be di;ta?ry constraints with respect to appropriate us

. age of commercial paper.
cussed with Reserve Bank counsel. 2. To review the company's funding and

liquidity strategy with a view to determining

whether it has sufficient liquid assets to support
2080.1.4 OTHER SHORT-TERM maturing liabilities and whether there are any
INDEBTEDNESS funding mismatches. (See Manual sections

2080.05, 4010.2.3, 4010.2.7, and 5010.24.1)

A company’s access to bank credit is almost 3. To determine compliance with the Federal
universal, and most small to medium-sized comReserve System’s supervisory policy with re-
panies will reflect this type of debt on theirgard to the marketing of commercial paper, thrift
balance sheets. An important point to remembéjotes or similar type debt instruments (refer to
about bank debt is that maturities of the baniBoard letter S 2427 dated June 27, 1980, and
notes are usually short-term while the proceedsupervisory letters SR 90-19 and SR 620).

of the borrowings are often applied to long-term 4. To identify potential weaknesses in corpo-
assets, that is, investment in the bank’s capitdfte policy and practices.

and/or long-term debt accounts. The note may

be subject to renewal on an annual basis, and

the creditor may have the opportunity to call the2080.1.7 INSPECTION PROCEDURES
note at renewal if the financial condition of the ) ]

company has deteriorated. Rates of interest on 1. Review the bank holding company’s pro-
short- term bank notes are usually pegged to theedures for authorizing the issuance of commer-
creditor’s prime rate plus some fraction thereofCial paper and other uninsured debt obligations
The principa| is often repaid over a period Ofand SeCUrltl.e.S of the hOIdIng company and/or its
years as the notes are rolled over despite thefjonbank affiliates.

short-term maturity. 2. Review the board of directors’ resolution
authorizing the issuance of commercial paper
BHC Supervision Manual December 1992 and other uninsured debt obligations and

Page 4 securities.
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3. Determine whether the company hadocal market. The smaller company can be con
sought a “no action” letter from the SEC. A tent to sell its paper on a local level through its
“no action” letter indicates the SEC has re-corporate headquarters, knowing its custome
viewed the company'’s issuance of commercigbrofile and limiting the amount to any one
paper and plans “no action” to require the regispaperholder, thereby limiting its exposure to
tration of the commercial paper as “securities.”refinancing problems caused by large scal
Some companies rely on the opinion of theiredemptions.
own counsel that their paper is not subject to 7. Review for potential weaknesses in corpo
SEC registration requirements. If the companyate policy and practices. Any amounts in ex-
does not have a “no action” letter there shouldcess of 10 percent in the hands of one pape
be a legal opinion on file from the holding holder should be discussed with managemer
company’s attorney regarding exemption fromand noted in the report. A large paperholde|
registration under section 5 of the 1933 Act.  could refuse to purchase new paper at maturit

4. Obtain a copy of the holding company’s(rollover) and place the company in a liquidity
written policy on paper usage to compare wittsqueeze, requiring sell-off of assets or drav
resolution and practice. down of back-up lines.

5. Review to determine the extent to which Rollovers are prohibited under the 1933
the commercial paper and other uninsured del#{ct. The instrument must have a definite date o
obligations are supported by back-up lines ofmaturity with no automatic provision for rein-
credit provided by unaffiliated banks. Theserestment of proceeds. Companies must abide t
lines are established to cover any unexpectetie 270-day provision and if the paperholde!
run-off of paper at maturity. Commitments forelects to reinvest the funds, a new instrumen
lines of credit should be in writing and haveshould be executed.
expiration dates. Commitment fees substantiate 8. Request a copy of the commercial pape!
the enforceability of the commitment whereaghrift note or similar type instrument, and any
compensating balances tend to indicate that th&inted advice to the purchasing customer fo
lending commitment is less formal. The exam+eview. These documents should be checked f
iner should determine whether material adverseompliance with the standards set forth unde
change clauses exist in back-up line of credithe captions “Marketing of Commercial Paper”
agreements which may affect their reliability.and “Thrift Notes and Similar Debt Instru-
Comment if it appears that those provisionsnents” in this section of the Manual.
might be utilized. 9. If a bank sells the commercial paper and/o

Compensating balance arrangementsther uninsured debt obligations of its holding
should be disclosed. A company may commit ta&aompany or nonbanking affiliate, review the
a compensating balance, but if it relies on itgrocedures to separate their sale from the rete
bank subsidiary to provide the funds the banloperations of the bank.
should be compensated for utilization of its This segregation should be reviewed a:
funds. part of all holding company inspections. Exam-

Reciprocal back-up lines may be estabiner judgment must be relied upon, to a large
lished. This may eliminate the need for fees oextent, to determine whether the marketing ac
compensating balances and may provide a cetivities of commercial bank subsidiaries for the
tain comfort level for company management. bank holding company’s commercial paper anc

6. Obtain a listing of commercial paper andother uninsured debt obligations are sufficiently
other uninsured debt obligation holders fromseparated and distinguished from retail bankin
management to the extent known. In the case @lperations, particularly the deposit- taking func-
larger BHCs, there is a choice between issuingon. In making this determination, the examiner
paper on a local level or placing it nationallyshould consider whether:
through the auspices of an investment banking a. The sale of uninsured debt obligations
firm. In the latter case, there is likely to be noof a holding company affiliate or uninsured non-
record of who purchases the paper because teposit debt securities of a state member bank
paper is usually sold on a bearer basis. Holdinghysically separated from the bank’s retail-
companies looking for a wider market, nationaddeposit taking function, including the general
recognition, and higher ratings place their papeobby area;
through an investment banking firm. However, b. Advertisements that promote uninsurec
it should be recognized that the market for comeebt obligations of the holding company alsc
mercial paper placed in this manner is more
sophisticated and knowledgeable and therefosHc Supervision Manual December 1992
more sensitive to adverse developments than a Page 5
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promote insured deposits of the affiliated depoghat these obligations are not being sold on the
itory institution in a way that could lead to premises of affiliated banks.
confusion; 10. The procedures in Nos. 8 and 9 address
c. Similar names or logos between the inthe manner in which bank holding companies
sured depository institution and the issuing nonfor nonbanking subsidiaries) market their com-
bank affiliate are used in a misleading way tamercial paper, thrift notes or similar type debt
promote securities of a nonbank affiliate withouinstruments; consequently, implementation will
clearly identifying the obligor; necessitate review of marketing procedures of
d. Retail deposit-taking employees of theall holding companies (or nonbanking subsidi-
insured depository institution are engaged in tharies), regardless of the type of charter or the
promotion or sale of uninsured debt securities ofdentity of the primary supervisor of the subsid-
a nonbank affiliate; iary (affiliate) bank. Exceptions to the policies
e. Information on the sale of uninsuredon the marketing of such paper should be noted
debt obligations of a nonbank holding companyn the “Commercial Paper and Lines of Credit”
affiliate is available in the retail banking area;pages and discussed on the “Examiner’s
and Comments” page of the inspection report. The
f. Retail deposit statements for bank cusmanagements of all bank holding companies
tomers also promote information on the sale ofmust be fully informed of the Federal Reserve’s
uninsured debt obligations of the bank holdingolicy with respect to the marketing of holding
company or a nonbank affiliate. company debt obligations, as in SR Letter
In those cases where the bank holdin®@0-19, and exceptions should be addressed in
company or nonbanking affiliates issue thriftthe supervisory follow-up process.
notes or similar type debt instruments, ascertain

BHC Supervision Manual December 1992
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(Long-Term Debt) Section 2080.Z

Long-term debt represents an alternative Theoretically, “straight debt” is a direct se-
financing method to short-term debt and equitgured or unsecured obligation requiring repay
funds. Before choosing this type of funding thement at maturity and generally taking a seniol
bank holding company will need to determineposition in the claim on assets. Principal is
how the advantages and disadvantages of longemetimes payable in a lump sum, often throug|
term debt apply to its financial position andthe use of a sinking fund, while interest is paid
funding needs. Interest on long-term debt is aat stated periods throughout the life of the note
expense item and therefore is tax deductible.

The company issuing debt effectively pays

approximately “half-price” (interest expense

net of tax deduction) on debt while the company2080.2.1 CONVERTIBLE

issuing equity pays the full dividend rate with-SUBORDINATED DEBENTURE

out a tax benefit. Counterbalancing the tax ad-

vantage is the fact that long-term debt must bé convertible subordinated debenture is an un
serviced and retired to prevent default and carsecured debt that is subordinate to other del
not be used as an offset for losses. and convertible to common stock at a certair

The issuance of long-term debt will be rela-date or price. The essential provision of this
tively advantageous to the holding companylebt is that it may eventually be retired by
whose price/earnings ratio is low and whosequity and inherently has the potential for dilu-
stock is selling significantly below book value.tion. With this type of financing, the creditor
In this instance, the cost to the company ofypically has the right to convert the bond into a
equity funding rises proportionately to the dropstated number of shares of common stock &
in the price of the stock since less funds arsome future time. Usually the conversion price
obtained for an equal number of shares, yet this 10 to 15 percent above the market price of thi
dividend per share remains the same. stock. This encourages the bondholder to kee

A major factor influencing a bank holding the bond until the market price meets or sur
company'’s decision to issue long-term debt inpasses the conversion price. In many conver
stead of equity is the dilution impact of newible debt agreements, the bank holding compan
equity. Straight debt will not dilute ownership issuing debt will have the option to call the issue
and is typically retired from cash flow, whereasvhen the conversion price equals the marke
new equity dilutes earnings per share (more sprice.
than the impact of the debt’s interest expense on The bank holding company will issue a con-
earnings). vertible subordinated debenture when its stoc

Preferred stock can be retired through a sinkprice is depressed. The convertibility provision
ing fund and is sometimes convertible to comis added as a “sweetner” to the issue and coun
mon shares. Convertible stock adds to the dilueracts the negative aspect of its subordinate
tion effect when the conversion is exercised angosition. The subordinated nature of this issu
prior to conversion, “fully diluted” earnings per will help a bank holding company with prior
share must be reported that assume full convedebt which includes covenants that dictate
sion. The bank holding company will consideragainst additional senior debt.
both stockholder and market reaction to any
dilution effects of long-term financing. The
BHC may view debt financing as the best alter-
native if it feels that a diluted earnings per shar€080.2.2 CONVERTIBLE PREFERRED
would drive down the market price of its stock DEBENTURE
and contribute to stockholder discontent.

Inherent in any financing are intangible costsThis debt instrument is similar to straight
While it is evident that on the surface debtconvertible debt except it is convertible into
financing is cheaper than equity financing, ipreferred stock. This alternative is open to the
would be hard to quantify the effects of potenbank holding company which needs to add :
tial missed interest payment or default associsweetner” to this issue in order to market
ated with debt instruments. The bank holdingt, but does not want dilution of “common”
company also will be concerned with its addi-ownership.
tional “debt capacity” if the present issuance of
debt pushes the debt/equity ratio beyond accepHc Supervision Manual December 1992
able limits. Page 1
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2080.2.3 NEGATIVE COVENANTS 2080.2.5 INSPECTION PROCEDURES

The lender will be concerned with the borrow- 1. Review the parent-only balance sheet and
er's debt structure when offering financing. Ifincome statement for debt and interest expense
the borrower’s debt/equity ratio is approachingcaptions.
an unacceptable level, the lender will try to 2. Review the consolidated balance sheet and
assure that the bank holding company does naicome statement for debt and interest expense
overextend itself. While the lender may demandaptions.
the right to approve future equity issues, the 3. Review any written policies and proce-
lender is likely to be more willing to give such dures available as part of an overall capital plan.
approval than to allow more debt because thd no plan or policies exist, the examiner should
equity issue adds to the capital base, and thiencourage management to develop them, and in
base is a possible source of funds for the payarge BHCs, to put them in writing.
ment of debt. 4. Determine that the bank holding company
Closely related to the restriction on furtherdoes not finance long-term assets with short-
debt is the position of the lender in the liquida-term debt, as this leaves the holding company
tion of assets. The holder of a straight debt issueulnerable to rising interest rates and the possi-
will usually demand to be senior to other debbility of a credit crunch. On the other hand, it
holders. This characteristic is particularly suitednay be beneficial for the holding company to
to straight debt because straight debt is morfnance short-term assets with long-term debt.
vulnerable to default than convertible debt and his is particularly true during periods of rising
doesn’t have other sweetners such as a conventerest rates because the bank holding company
sion right or a right to participate in distribu- can get higher yields on loans financed by lower
tions of earnings. The examiner will want to de-cost long-term debt, than it can with commercial
termine how the covenants affect futurepaper that has to be turned over at generally
debt financing and if the effect is positive orincreasing rates. In any event, the bank holding
negative. company will need to insure that it has ample
The lender is likely to seek to insure thatcapacity to finance additional long-term assets
neither the structure nor policies of the bankwith long-term debt when the opportunity pre-
holding company are altered without its ap-ssents itself.
proval during the life of the debt. The lender can 5. Review any sinking fund provisions usu-
insure this through other negative covenantally found with straight debt and straight pre-
attached to the debt. Some common covenantsrred issues if the issue is not going to be
of this type include (1) limitations on capital refinanced by further debt or by an equity issue.
expenditures and on the sale of assets, (2) r&ince payments to the fund will directly drain
strictions on the BHC’s redemption of its owncash reserves, it is imperative that the bank
stock, (3) restrictions on investments in generaholding company have adequate annual cash
(4) restrictions on dividend payment withoutflow to service both the interest and add to the
prior approval, and (5) the imposition of loan tosinking fund. The larger the debt, the more the
capital ratios, deposit to capital ratios and asséender will look for a sinking fund feature as a
to capital ratios. means of precluding a default when maturity
occurs and refinancing is not available. When a
sinking fund exists the examiner will need to
2080.2.4 INSPECTION OBJECTIVES analyze the parent's cash flow statement to see
that payments do not produce an adverse cash
1. To determine the existence of and adherrain.
ence to policies on long-term debt.
2. To review the use of long-term funds.
3. To determine the existence of debt cove-
nants and compliance by the holding company.

BHC Supervision Manual December 1992
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(Equity) Section 2080.3

The capacity of the holding company to serve asources, such as convertible securities or subc
a source of financial strength to its bank subsiddinated debt.
iaries is a major consideration of the Federal
Reserve Board in supervising a bank holding
company. The cornerstone of this financial
strength is capital adequacy. 2080.3.1 PREFERRED STOCK
The financial structure of banking organiza-
tions allows for the use of substantial leveragePreferred stock is becoming a more acceptabl
If capital is large in relation to debt, additionalalternative due to certain advantages. Throug
borrowing is relatively inexpensive. However,contracted covenants, it is senior to commol
because of added risk to lenders, the cost @ftock because it usually has no voting voice ir
borrowing increases as new obligations arganagement as does common stock. Preferr
assumed. At some point, therefore, equitptock usually carries a fixed dividend rate that i
financing becomes less costly and may becon®ither cumulative or noncumulative. Cumula-
the only alternative available for needed funds.tive preferred provides that unpaid dividends ir
Basically, a holding company’s financial Prior years must be paid to preferred shareholc
structure can be viewed in two ways: the “singleers before common dividends can be paid. /
entity” approach, whereby the holding Companyrwoncumulatn{e feature provides that dividend:
is considered an integrated entity and financidPregone during lean years are lost permanent|
strength is assessed on the basis of its consofffom the viewpoint of the bank holding com-
dated totals, and the “building block” approach,Pany, a noncumulative preferred issue is mor
wherein the holding company is seen as a Cope_swable, while investors would desire a cumu
lection of individual components. In the latterlative feature.
view, the company’s financial strength is as- Perpetual preferred stock does not have

sessed primarily in terms of the financial strucstated maturity date and it may not be redeeme
ture of each component. at the option of the holder. Advantages tha

When applying the “building block” ap- preferred stock can offer the bank holding com:

proach, the liability and capital structure of eaciP@ny are (1) avoidance of dilution of earnings
subsidiary is compared to the norm of its parP€ common share and (2) absence of votin
ticular industry. The use of the “building block” 'ights. On the other hand, dividend payments
approach has some advantages: partlcylarly cumulative dividends, are expen-

1. Comparative statistics are usually avail>'Ve since they are not a tax-deductible expens

able to measure the performance and strength §§ 'Sel.ﬂt-(carﬁﬁor&?;?ﬁ Clérr?lﬂ:;'l\q' e ‘:}'Z'ﬁ?ﬁgs ;i‘
the individual subsidiaries. parucuiarly ining w y

declared after several years of suspended div

2. It permits comparison of capitalizationdends and pavment is then made in a lum
between holding companies engaged in differz pay |

; - sum.
ing activities. Preferred stock is usually retired by refinanc:

3. Itidentifies the degree of leveraging Withining with debt or through its own conversion
a single subsidiary of a bank holding company.feature. If the bank holding company feels tha

The parent should maintain a favorable balit can afford an equity issue in the future but no
ance of debt and equity so that it will be able taat present, it can issue a convertible preferre
assist its subsidiaries when necessary througfebenture to postpone the equity issue until
contributions of its own capital or through addi-|ater date. On the other hand, if debt is the
tional funds generated from debt or equitydesired method of financing but the present deb
financing. equity ratio is not acceptable, the bank holding

At times, however, sale of additional stockcompany will issue preferred and refinance witt
may not be a viable alternative for capital for-debt at a more opportune time. However, the
mation, even when a company can show 8oard has expressed concern that in applicz
favorable debt/equity balance. Reluctance to ertions to form a BHC, preferred stock not be
ter into a new stock offering may stem from aused as a debt substitute resulting in circumver
desire to avoid further dilution of existing own- tion of its debt guidelines. On applications with
ership interest or from an unfavorable markepreferred stock which has debt-like characteris
price of outstanding stock in relation to book
value. In these instances, long-term quasi-capit&®Hc Supervision Manual June 1996
funds may sometimes be obtained through other Page 1




Funding (Equity) 2080.3

tics, such stock may be treated as debt in the 3. To review any debt covenants that pertain
financial analysis. to a minimum acceptable capital position.

2080.3.2 INSPECTION OBJECTIVES 2080.3.3 INSPECTION PROCEDURES

1. To determine the existence of and adher- 1. Review any existing BHC policies regard-
ence to parent company policies on capital adeng capital adequacy or capital planning.
quacy within the subsidiaries and for the con- 2. Request any plans regarding proposed
solidated organization. capital issues.

2. To review the use of proceeds of equity
capital financings.

BHC Supervision Manual June 1996
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Funding
(Retention of Earnings) Section 2080.

Earnings retention provides the most immediatenore consistent with generally accepted ac
source of capital formation and growth. Earn-counting principles. Two different calculations
ings retained after dividend payout can often bare performed to measure the amount of divi
sufficient to keep pace with asset growthdends that may be paid, a Net Profits Test an
thereby preserving the balance or relationshipn Undivided Profits Test.
between equity capital and total assets. Often
referred to as “internal funding,” earnings reten-
tion should be carefully reviewed to assure tha2080.4.1.1 Net Profits Test
the BHC'’s capital base is keeping pace with
asset growth. The approval of the Federal Reserve is require
Bank earnings retention should be reviewedor dividends declared by a member bank that ir
carefully due to the dividend requirements ofterany calendar year exceeds the net profits of th
imposed on banks by their parent companiegurrent year, combined with retained net profits
Although a bank’s board of directors must apfor the two proceeding years (the “Net Profits
prove the declaration and payment of any bankest”). Under the regulation, net profits of a
dividend, often the bank’s board is actually rati-year will equal net income. A member bank is
fying a decision determined at the parent leveltequired to use these rules in calculating ne
The need for bank retention of earnings is parprofits beginning in 1991 and thereafter.
ticularly pronounced either during periods of
expansion or periods of declining earnings or
losses. 2080.4.1.2 Undivided Profits Test
Parent company management may be under
pressure from shareholders or “the market” toThe parent company’s bank subsidiaries mus
increase dividends or to maintain dividends ateceive prior approval of the Federal Reserv
historic levels despite reversals in consolidatetiefore paying dividends in amounts greater tha
earnings trends. Examiners should be careful tondivided profits then on hand, after deducting
point out to management that dividend presany bad debts in excess of the allowance fo
sures often serve to the detriment of the banloan and lease losses. Under the regulatior
subsidiary(ies) which is often asked to suppheffective January 25, 1991, undivided profits
the proceeds via a dividend to the parent conthen on hand include undivided profits plus the
pany. As a regulator of banks (and bank holdingmount of “surplus surplus” that meets certain
companies), the Federal Reserve System is cooenditions. “Surplus surplus” is defined as the
cerned with the preservation and maintenance @mount of capital surplus in excess of the
a sound banking system and in particularamount required under applicable state law, an
soundly capitalized banks. Earnings retentiothe regulations provide that a bank may include
contributes to capital growth and should be ensurplus surplus in undivided profits then on hant
couraged. For additional information on earnonly if the bank can demonstrate that surplu:
ings retention and dividends see sectionsurplus is from earnings of prior periods
2020.5.1, 4010.1, and 4020.1. (“earned surplus surplus”). Transfers from sur-
plus surplus to undivided profits must receive
prior approval of the Federal Reserve. Bad debt
2080.4.1 PAYMENT OF DIVIDENDS in excess of the allowance for loan and leas
BY BANK SUBSIDIARIES losses must be subtracted from undivided profit
then on hand in calculating the amount availabl
Bank dividends can be determined to be excedor dividends. Bad debts are defined as debt
sive if they exceed the limitations imposed bydue and unpaid for a period of six months unles
either section 5199(b) or 5204 (also referred tevell secured and in the process of collection.
as sections 56 and 60(b)) of the Revised Statutes
and accordingly, should be reviewed with re-
gard to those limitations. The Federal Reserve
Board amend.ed Regmatlon Hon DQ(_:ember 20Twusefor most banks bad debts are less than tt
1990, regarding the payment of dividends byjiowance for loan and lease losses, this subtraction will no
state member banks [12 C.F.R. 208.19(a) angbply to most banks.
208.19(b)]. These new regulations make the ele-
ments that are taken into account in determiningHC Supervision Manual December 1992
a state member bank’s dividend paying capacity Page 1




Funding (Pension Funding and
Employee Stock Option Plans) Section 2080

Holding companies have turned to employeamounts contributed to ESOPs. Under limitec
pension plans and, to a lesser degree, stodircumstances, lenders to ESOP’s may also re
option plans as ways to provide added capitateive benefits that result in reduced borrowing
for holding company operations. While therecosts to the ESOP. As long as ESOP meets tt
may be a number of reasons for implementingRS requirements for a qualified employee plan
such programs, one of the by-products is thé may invest up to 100% of its assets in
flow of working capital into the holding com- “qualifying” employer securities. It is exempt
pany. The program usually involves a pre-taxrom some of the self-dealing limitations appli-
contribution by the holding company to an em-cable to most employee benefit plans, as it i
ployee benefit plan (e.g., profit sharing planyiewed as a means of providing stock owner:
and the resulting purchase by such plan of conship interests for employees rather than a
mon or preferred shares of the holding compastrictly a retirement plan. Furthermore, an ESOF
ny's stock. The holding company benefitsmay purchase the stock either from the em
through the use of the funds for working capital ployer company or from shareholders. There
and the plan provides for retirement benefits fofore, in addition to use as a tool of corporate
employees as shareholders in the companfinance, an ESOP may serve as a ready pu
Since ESOPs are administered under the Enchaser for outstanding stock, without a corre
ployees Retirement Income Security Act ofsponding loss of voting control.
1974 (ERISA), the guidelines delineated in ESOPs are in some ways similar to deferre
SR 85-21 should be followed in determiningprofit sharing plans. ESOPs are authorized ur
whether possible ERISA violations exist. Refer-der the same section, namely, section 401 of th
ence should also be made to Manual sectioimternal Revenue Code. Employer contribution:s
4010.1.1. (within limits based on a percentage of eligible
payroll) are allowable deductions from the em-
ployer’s pre-tax income. Contributions are held
2080.5.1 STOCK OPTION PROGRAMS in trust, and benefits when paid out upon ar
employee’s retirement, death, or termination o
Employee stock option programs generate aervice, must be paid in company stock. The
nominal percentage of a holding company’'distinguishing feature of an ESOP lies in the
financing needs to reward key employees fofact that the direct purpose of the plan is tc
service rendered via the reduced price of thenvest employer contributions in the stock of the
company'’s stock. While such programs consticompany.
tute one method of available funding for a hold-
ing company, they generally may not be ex-
pected to add any capital amounts beyon2080.5.2.1 Accounting Guidelines for

nominal levels. Leveraged ESOP Transactions

Newly issued or existing shares of BHC stock
2080.5.2 EMPLOYEE STOCK are sometimes sold to the ESOP and paid fc
OWNERSHIP PLANS (ESOPS) with money borrowed from a third party; these

types of ESOPs are commonly referred to a
Employee Stock Ownership Plans (ESOP) arleveraged ESOPs.” The borrowings are gener:
an alternative holding company funding tool.ally serviced with contributions by the em-
An ESOP is a tax-qualified employee benefiployer, which are a tax deductible expense. Th
plan which is designed to be invested primarilyborrowing arrangement by the ESOP often in:
in employer stock. The concept of an ESOP igludes a guarantee or commitment by the emr
to encourage the establishment of employeployer (the BHC or the subsidiary bank) to
benefit programs which expand the employeeshake future contributions to the ESOP suffi-
share in company stock ownership. Participagient to meet debt service requirements.
tion in an ESOP may also significantly enhance When this occurs, questions arise involving
employee motivation. The essential differencethe appropriate accounting for the leveraget
between an ESOP and other qualified stocESOP transaction. The Accounting Standard
bonus plans are that an ESOP is permitted, iBxecutive Committee of the American Institute
certain circumstances, to incur liabilities in the
acquisition of employer securities, and that aBHC Supervision Manual December 1992
employer may receive additional tax credits for Page 1




Funding (Pension Funding and Employee Stock Option Plans) 2080.5

of CPAs has issued a Statement of PositioDepartment of Labor. The bank regulatory agen-
(SOP) 72-3 which discusses ESOP borrowingies also have some responsibility in their re-
situations. Since the Federal Reserve appliedew and examination activities where employee
generally accepted accounting principles, banksenefit plans such as ESOPs are involved. In
and bank holding companies should follow SORhis connection, a Uniform Interagency Referral
76-3. The SOP statement covers cases whefgreement mandated by statute, has been in
the employer either guarantees the ESOP loaffect since 1980 whereby certain possible vio-
or commits to make future ESOP contributiondations of the provisions of ERISA are referred
sufficient to service the debt. For such cases, the the DOL by the Division of Banking Supervi-
SOP indicates that the employer should credit sion and Regulation, pursuant to delegated au-
liability account for the amount of the ESOPthority. SR 81-697 (SA) contains the proce-
debt and offset that entry by reducing shareholddures for making referrals to the Department of
ers’ equity. The liability recorded by the em-Labor. Attached to the SR letter is an exhibit,
ployer should be reduced as the ESOP makd2RISA Referral Formatyhich lists the informa-
payments on the debt. This liability is recordedion necessary when making referrals. Holding
because the guarantee or commitment is in subompany examiners can expedite the ERISA
stance the employer’'s debt. When there is neeferral process by including that information in
guarantee, the ESOP is treated like any otheheir reports.
shareholder.
In other words, where there is a leveraged
ESOP which has purchased BHC stock, an2080.5.3 STATUS OF ESOP’S UNDER
there is a guarantee, commitment, or othefHE BHC ACT
arrangement which is in effect a guarantee rela-
tive to the debt service of the ESOP, for analyti-On August 6, 1985, the Board determined (1985
cal purposes the amount of ESOP debt will b&RB 804) that an ESOP that controls more than
considered as parent debt and thus parent equi2p percent of the voting shares of a bank or
will be reduced accordingly. This will affect bank holding company is a bank holding com-
debt to equity ratios as well as consolidateghany. The Board determined that the underlying
capital ratios, where applicable. trust which held the shares of the bank holding
company is a “business trust” as defined in the
BHC Act and was thus not excluded from the
2080.5.2.2 Fiduciary Standards under  definition of a “company” under the terms of
ERISA Pertaining to ESOPs the Act.

There are also general fiduciary standards under
ERISA pertaining to ESOPs which have beer?080.5.4 INSPECTION
delineated largely through court decisions rathde ONSIDERATIONS
than issuance of regulations. Although ex- ) ) o
empted from ERISAs asset diversification re-Examiners should review unfunded pension lia-
quirement, ESOP transactions are still requireflilities of the BHC to determine their potential
to meet fiduciary standards of prudence, antmpact on the organization. In addition, examin-
must be designed and administered for the “exers should review the soundness of any borrow-
clusive benefit” of plan employees. (ERISAINgs used to fund ESOP purchases of BHC
§404(a) and 29 CFR 2550.407d-6). Yet, astock. ESOP borrowings from an affiliated bank
stated above, ESOPs may have distinct advatsed to purchase BHC shares may result in an
tages which inure primarily to the sponsoringgPparent increase in BHC capital which in fact
company, its management and large shareholéis out to have been funded with subsidiary
ers. Due to these potential or actual conflicts opank funds, a practice considered suitable for
interest, it is important that the sponsoring emin-depth review by examination staff. Section
ployer and any other fiduciaries of a plan under401 (of the Internal Revenue Code) plan hold-
take every effort to assure full consideration ofngs of BHC stock need to be evaluated under
the best interests of plan employees. the “content” provisions of the BHC Act,
The safeguarding of the statutory “exclusive” change in Bank Control Act, and Regulation Y.

interests of plan employees pursuant to ERISA When an ESOP is subject to the Change in
is within the jurisdiction of the IRS and the Bank Control Act, this fact should be brought to

the attention of a BHC’s management. Section
BHC Supervision Manual December 1992 225.41 of Regulation Y specifies transactions—
Page 2 acquisitions—that would require providing the




Funding (Pension Funding and Employee Stock Option Plans) 208

Board with 60 days prior written notice beforeshould be made as to whether the ESOP is
acquiring control of a bank holding companybank holding company. The examiner may als
(or a state member bank), unless the transactioefer to the Financial Accounting Standards
is exempt under section 225.42 of the RegulaBoard’'s Statement No. 87, “Employers’ Ac-
tion. In addition to the above, a determinatiorcounting for Pensions.”

BHC Supervision Manual December 1992
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Funding (Bank Holding Company Funding
from Sweep Accounts) Section 2080.

A key principle underlying the Federal Re-readily marketable, investment grade assets th
serve’s supervision of bank holding companiesan be disposed of with minimal loss of princi-
is that such companies should be operated in@al! Use of such proceeds to finance mis-
way that promotes the soundness of their subsidratched asset positions, such as those involvir
iary banks. Holding companies are expected tleases, loans, or loan participations, can lead t
avoid funding strategies or practices that couldiquidity problems at the parent company anc
undermine public confidence in the liquidity orare not considered appropriate. The absence of
stability of their banks. Consequently, bankclear ability to redeem overnight or extremely
holding companies should develop and maintaishort-term liabilities when they become due
funding programs that are consistent with theishould generally be viewed as an unsafe an
lending and investment activities and that prounsound banking activity.
vide adequate liquidity to the parent company Reserve Bank supervisory and examinatiol
and its nonbank subsidiaries. personnel are to ensure that bank holding con
panies and their state member banks are i
compliance with this section and related super
2080.6.1 FUNDING BY SWEEPING visory letters addressing the marketing of unin:
DEPOSIT ACCOUNTS sured debt instruments, including master note
and other sweep arrangements (refer to Manu
A principal objective of a bank holding compa-sections 2080.05 and 2080.1). Banking organ
ny’s funding strategy should be to maintain arzations not in compliance should take the nece:
adequate degree of liquidity at the parent comsary steps to achieve full compliance within a
pany and its subsidiaries. Funding mismatchesasonable period of time. Reserve Bank
can exacerbate an otherwise manageable peristlould provide copies of the supervisory lette
of financial stress and, in the extreme, underSR 90-31 to any bank holding company en:
mine public confidence in an organization'sgaged in sweep arrangements with their subsid
viability. In developing and carrying out fund- ary banks, or to any other organization if neces
ing programs, bank holding companies shouldary to facilitate compliance.
give special attention to the use of overnight or
extremely short-term liabilities since a loss of
confidence in the issuing organization could
lead to an immediate funding problem. Accord-
ingly, bank holding companies relying on over-
night or extremely short-term funding sources
should maintain a level of superior quality as-
sets, namely, assets that can be immediately
liquidated or converted to cash with minimal
loss, that is at least equal to the amount of those
funding sources.
A potential source of funding mismatch arises
from the use of what has been commonly re-
ferred to as deposit sweeps. This practice is———
based upon an agreement with a subsidiaryl- Some banking organizations have interpreted languag
bank’s deposit customers (typically corporaté” a 1987 letter signed by the Secretary of the Board a
. . tondoning funding practices that may not be consistent witt
accounts) which permits these customers 1o r'ese principles set forth in this supervisory letter and prior
invest amounts in their deposit accounts above Board rulings. The 1987 letter involved a limited set of facts
designated level in overnight obligations of theapd (_:ircurns_tances that pertainedlto a particular banking org
parent bank holding company. These obligal™4ie ! 1420 ol o e ecers eserve poles
tions include such instruments as Commermajources. In any event, banking organizations should no longe
paper, program notes, and master notes. rely on the 1987 letter to justify the manner in which they use
In view of the extremely short-term maturity the proceeds of sweep arrangements. Banking organizatio
of most sweep arrangements, banking organiz§X'P!o¥ing sweep arrangements are expected to ensure i
! . . . these arrangements conform with the policies contained il
tions should exercise great care when INVestingis section and in the Manual section 2080.05 on banl
the proceeds. Appropriate uses of the proceedsiding company funding.
of deposit sweep arrangements are limited to
short-term bank obligations, short-term U.SBHC Supervision Manual December 1992
Government securities, or other highly liquid, Page 1




Control and Ownership

(General) Section 2090.C
The control provisions of the Bank Holding eral maintains an excessive balance witl
Company Act (the act) are found in section the lending company;

2(a)(1) and (2) (see 12 U.S.C. 1841(a)) undeB. by a resolution of a company’s board of
the definition of a bank holding company. A  directors, guaranteeing an individual agains
bank holding company is defined as “any com- any loss in relationship to his ownership in a
pany which has control over any bank or over bank or company when such ownership rep
any company that is or becomes a bank holding resents 25 percent or more of any voting
company by virtue of the Act.” class;
The term “company” means any corporation,4. recognizing earnings from another com:
partnership, business trust, association, or simi- pany; or
lar organization, or any other trusAny corpo- 5. participating in policy formation or daily
ration in which the majority of the shares are operations of another company.
owned by the United States or by any state is The “power to vote” includes the right to
not considered a company. vote, to direct the voting of shares, or to imme-
A “company covered in 1970” means a com-diately transfer shares to the name of the holde
pany that became a bank holding company asaf such rights or the holder’'s nominee, pursuan
result of the enactment of the Bank Holdingto any proxy, contract, or agreement. However
Company Act Amendments of 1970 and whichwhen stock is held as collateral for a loan unde
would have been a bank holding company omn agreement which enables the lender to tran
June 30, 1968, if those amendments had beder the stock into the name of the lender or its
enacted on that date. nominee without the power to vote, the right to
have the shares transferred does not in itse
constitute control. To constitute control, the
2090.0.1 CONCLUSIVE power to vote must be perfected along with the
PRESUMPTIONS OF CONTROL transfer of the stock into the name of the lende
or its nominee.
The conclusive presumptions of control are
established in section 2(a)(2)(A) and (B) of the
act when— 2090.0.2 DIRECT CONTROL
1. a company directly or indirectly or acting T
through one or more other persons owns,. .
irect control exists when a company (as

controls, or has power to vote 25 percent or, .- . .
more of any class of voting securities of adeflned in section 2(b) of the act) owns 25 per

cent or more of any one class of voting securi
bank or company or . . A .
2. a company controls in any manner the elecgig ?racgrert]nlfagas 9\33?5" IsnecSL?r(i:ttilgg"zigcc)lquetge
tion of a majority of the directors or trustees otential as a/ellyas actugl voting authorit
of the bank or company. P g y.

“Acting through one or more other persons”
could include—

1. acting through the executive officer of a com2090.0.3 INDIRECT CONTROL
pany, or a relative or business associate of

that officer; Indirect ownership or control is defined in sec-
2. financing the purchase of shares of a bank aion 2(g) of the act in subsections 1 and 2 a:
company when— follows:
a. the amount of credit approximates the(1) Shares owned or controlled by any subsid-
purchase price, iary of a bank holding company shall be
b. there is no definite maturity on the credit deemed to be indirectly owned or con-
extended, trolled by such bank holding company;
c. the credit is obtained at a favorable rate of and
interest, and “(2) Shares held or controlled directly or indi-

d. the bank whose shares are held as collat-  rectly by trustees for the benefit of (A) a

company, (B) the shareholders or mem:

T o ) bers of a company, or (C) the employees
1. Unless the terms of the trust require it to terminate

within 25 years or not later than 21 years and 10 months after .

the death of individuals living on the effective date of theBHC Supervision Manual December 1997

trust. Page 1




Control and Ownership (General) 2090.0

(whether exclusively or not) of a com- company, the holders of the two securities
pany, shall be deemed to be controlled byffected by the restriction constitute a company
such company.” for the purposes of the act. This determination
To assist in the interpretation of the above subapplies unless one of the issuers of such securi-
sections the following explanations areties is a subsidiary of the other and is so identi-
provided. fied in a Board order or in a registration state-
1. All shares owned by a subsidiary of a banknent or report accepted by the Board under the
holding company are deemed to be conact.
trolled by the parent’s ownership interest in In any administrative or judicial proceedings
the directly owned subsidiary. regarding conclusive presumptions of control, a
2. Shares held in a trust for the benefit of &company would not be considered to control a
company are deemed to be controlled byank or company at any given time unless that
such company regardless of whether theompany, at the time in question, directly or
trustee or company votes the shares. A comndirectly owned, controlled, or had power to
pany is deemed to be the beneficial owner ofote 5 percent or more of any class of voting
shares which it does not vote if all othersecurities of the bank or company.
shareholders’ rights are retained by such
company (that is, dividends, or other rights).
e e b J00.0.4 REBUTTABLE
shareholders, members, or employees) are

deemed to be controlled by both the subsidi-, . .
ary and its parent. A rebuttable presumption of control exists when

) ' he Board determines, after notice and opportu-

. Shaes, 1o 12 st for he Dt Shy o earings, tai @ company drecty o
employee” are not deemed ,to be cont’rolle ndirectly exercises a co_n_trolllng influence over
by a company because such shares are he management or policies of a ban_k or com-
for the individual regardless of his or her ny (section 2(a)(2)(_C) of the act). .W'th regard
relationship with the company. For a Com_to the above, there is a presumption that any

y company which directly or indirectly owns, con-

pany to have control over the shares held fo

the benefit of a company’s “stockholders,{rOIS’ or has power to vote less than 5 percent of

members. or emplovees ” the shares must banY class of voting securities of a given bank or
held as a’class ployees, (,eompany does not have control over that bank

N .or company (section 2(a)(3) of the act). This
5. .Ifatrust meets the definition of a company, ity percgnt )E)rfasumption( %e)s not prohi)bit the
is possible for such a trust to be a banl?30

holdi In additi it i iol ard from determining that a company exer-
olding company. In addition, It IS poSSIDIE ;s g 5 “controlling influence” when such com-
for a bank through the administration of a

) L any owns, controls, or has power to vote less
trust(s)(which does not meet the deﬂ_nmon 0 har¥5 percent of any class cﬁ‘ voting securities
a company) to become a bank holding com

any (that is, a bank which has control overbf another company or bank. However, in over-
pany ’ coming the presumption, the Board bears the

various trusts whose shares aggregate ; e
25 percent or more of a bank or bank holdin&gegxgtsrovmg that such a controlling influ

company could be deemed a bank holding

company; a bank which administers a trust

that owns 25 percent or more of a bank or ) .

bank h0|d|ng company (and such trust doe8090041 Regulat|0n Y Determinants Of

not meet the definition of a company) couldControl

be a bank holding company.

In addition to the above determinants involv-The Board has established the following rebut-
ing conclusive presumptions of control, thetable preSL_Jmptlons of C_Ontl’ol n S(_%Ctlon 225.31
Board has determined that whenever the tran§f Regulation Y for use in proceedings:
ferability of 25 percent or more of any class of ) N
voting securities of a company is restricted, int.- Control of voting securities. _ _
any manner, upon the transfer of 25 percent or a. SeCUrltles convertible into VOtlng Securi-
more of any class of voting securities of another ~ ties. A company that owns, controls, or
holds securities that are immediately
BHC Supervision Manual December 1997 convertible, at the option of the holder
Page 2 or owner, into voting securities of a bank




Control and Ownership (General)

2090.0

2. Control over company.

or other company controls the voting
securities.

b. Option or restriction on voting securities.
A company that enters into an agreement
or understanding under which the rights
of a holder of voting securities of a bank
or other company are restricted in any
manner controls the securities. This pre-
sumption does not apply where the agree-
ment or understanding—

(1) is a mutual agreement among share-

ing shares of any class of voting securities
of the bank or other company.

d. Shares held as fiduciary.The pre-
sumptions of control in paragraphs
225.31(d)(2)(ii) and (iii) of Regulation Y
do not apply if the securities are held by
the company in a fiduciary capacity with-
out sole discretionary authority to exer-
cise the voting rights.

holders granting to each other a right2090.0.4.2 Other Presumptions of Contro

of first refusal with respect to their
shares;

In addition to the rebuttable presumptions, ther:

(2) is incident to a bona fide loan transac-are a number of other circumstances that ar

tion; or

indicative of control and may call for further

(3) relates to restrictions on transferabil-investigation to uncover facts that support
ity and continues only for the time determination of control. Such circumstance:
necessary to obtain approval from theinclude the following:

appropriate  federal
authority with respect to acquisition
by the company of the securities.

a. Management agreemer. company that
enters into any agreement or understand-
ing with a bank or other company (other
than an investment advisory agreement),
such as a management contract, under
which the first company or any of its
subsidiaries directs or exercises signifi-
cant influence over the general manage-
ment or overall operations of the bank or
other company controls the bank or other
company.

b. Shares controlled by company and asso-
ciated individuals. A company that,
together with its management officials or
principal shareholders (including mem-
bers of the immediate families of either

supervisory1.,

2.

3.

A company owns at least 10 percent of eac!
of two banks or at least 5 percent of each o
three or more banks.

A company owns 5 percent or more of a
bank or bank holding company and has bee
instrumental in the hiring or firing of one or
more persons; establishing policies or place
for branches; establishing hours of busines:s
deciding on rates, terms, or acceptance c
loans or deposits; following uniform adver-
tising practices or using a common telephont
system; or any other respects directing the
activities of management or establishing the
policies of the bank or company.

A company lends to a borrower on more
favorable terms than it would have for a
borrower of comparable credit standing to
enable the borrower to acquire voting share
of a bank or other company.

If the Board proposes to make a determina

(as defined in 12 C.F.R. 206.2(k)) ownstion based on the above indicators of control
controls, or holds with power to vote the Board bears the burden of providing evi-
25 percent or more of the outstandingdence that such a control situation exists.

shares of any class of voting securities of
a bank or other company, if the first com-

pany owns, controls, or holds with powero2090.0.5 PROCEDURES FOR
to vote more than 5 percent of the oUt-DETERMINING CONTROL

standing shares of any class of voting

securities of the bank or other company. The question of whether a control situation

c. Common management official8. com-

exists may arise from information coming to the

pany that has one or more managemerBoard's attention or from a company’s seeking
officials in common with a bank or other g obtain the Board'’s opinion regarding a spe
company controls the bank or other comxific situation. When this question arises, the
pany, if the first company owns, controls,Board has instructed each Reserve Bank t
or holds with power to vote more thanmake every effort to resolve the matter with the

5 percent of the outstanding shares of angompany without resorting to the procedure:
class of voting securities of the bank or.

other company, and no other person CONBHC Supervision Manual
trols as much as 5 percent of the outstand-

December 1997
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2090.0

outlined in this section. However, if the Reserve

Bank is unsuccessful in resolving the matter, it

is referred to the Board staff. If the Board staff

feels the matter warrants Board consideration, it
will recommend that the Board make a prelimi-
nary determination of control based on the avail-
able facts and so inform the company. (Seé.
section 225.31(a).) Following the preliminary
determination of control, the company must,
within 30 days (or longer as may be permitted
by the Board), submit the information required

by section 225.31(b).

If the company contests the Board’s determi-
nation, it is entitled to a formal hearing at its
request. (See section 225.31(c).)

Notwithstanding any other provision of the
act, a company is not deemed to be a bank
holding company by virtue of its control of—

1. “.. . shares [held] in a fiduciary capacity,
except as provided in paragraphs (2) and (3)
of subsection (g)” (section 2(a)(5)(A) of the
act);

2. “. .. shares acquired by it in connection with
its underwriting of securities if such shares
are held only for such period of time as will
permit the sale thereof on a reasonable basis”
(section 2(a)(5)(B) of the act);

3. “[a] company formed for the sole purpose of
participating in a proxy solicitation if the

(I) deposits arising out of the corporate
business of thrift insitutions or sav-
ings banks that own the bank or
trust company; or

(Ill) deposits of public moneys.” (sec-

tion 2(a)(5)(E) of the act); and
“...a single .. .bank, if su&...com-
pany is a trust company or mutual savings
bank located in the same State as the bank
and if ... (i) such ownership or control
existed on the date of enactment of the Bank
Holding Company Act Amendments of 1970
and is specifically authorized by applicable
State law, and (ii) the trust company or
mutual savings bank does not after that date
acquire an interest in any company that,
together with any other interest it holds in
that company, will exceed 5 percentum of
any class of the voting shares of that com-
pany, except that this limitation shall not be
applicable to investments of the trust com-
pany or mutual savings bank, direct and indi-
rect, which are otherwise in accordance with
the limitations applicable to national banks
under section 5136 of the Revised Statutes
(12 U.S.C. 24)" (section 2(a)(5)(F) of the
act).

voting rights of the shares acquired by suct2090.0.6 INSPECTION OBJECTIVES

company are acquired in the ordinary course
of such a solicitation” (section 2(a)(5)(C) of 1.
the act);

4. “. .. shares acquired in securing or collect-
ing a debt previously contracted in good
faith, until two years after the date of acquisi-
tion” (section 2(a)(5)(D) of the act);

(The Board is authorized upon application by
a company to extend, from time to time for
not more than one year at a time, the two-year
period referred to herein for disposing of any3.
shares acquired by a company in the regular
course of securing or collecting a debt previ-
ously contracted in good faith, if, in the
Board’s judgment, such an extension would
not be detrimental to the public interest, but

To determine whether any change in control
of a bank holding company has resulted in a
company (as defined by section 2(b) of the
act) becoming a bank holding company in
violation of section 3(a)(1) of the act.

2. To ascertain whether an existing bank hold-

ing company has acquired either directly or
indirectly additional banking assets in viola-

tion of section 3(a)(3) of the act.

To establish whether a company which has
purchased its own stock is in compliance
with section 225.4(b) of Regulation Y. (See

section 2090.3.)

no such extension shall in the aggregat2090.0.7 INSPECTION PROCEDURES

exceed three years.)
5. “. .. any State-chartered bank or trust com3.
pany which
(i) is wholly owned by thrift institutions or 2
savings banks; and
(ii) is restricted to accepting—
() deposits from thrift institutions or
savings banks;

BHC Supervision Manual December 1997

Page 4

Review the company’s stock records and the
company’s investment portfolio.

If there are any subsidiaries that are indi-
rectly owned or controlled as defined in sec-
tion 2(g) of the act, determine if such shares
are held in a trust and, if so, whether the trust
agreement contains any provisions that could
potentially expose the holding company or

any of its subsidiaries to financial or other

liabilities.
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2090.0.8 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations® Orders
Regulation Y 225
Direct control voting 1978 FRB 121
securities
Indirect control as trustee Ltr. 1/14/76 to W. Lloyd,
Chicago Fed

Ltr. 10/16/73 to W.
Lloyd, Chicago Fed

Acting through others 1970 FRB 350
1974 FRB 865
1972 FRB 717
1974 FRB 130
1974 FRB 131

Transfer of shares 1974 FRB 875
Rebuttable presumption of
control
* nonvoting stock 1972 FRB 487
« other indicators of control 13Bed. Reg.
18945
(Sept. 24, 1971)
Procedures for determining S-2173 Patogonia vs. BOG
control (Sept. 17, 1971) 517 F. 2d 803
(at 4-191.1) (9th Cir. 1975)
Nonvoting equity 225.143 1982 FRB 413
investments by BHCs
1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.
2. 12 C.F.R., unless specifically stated otherwise.
BHC Supervision Manual December 1997
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Control and Ownership
(Qualified Family Partnerships) Section 2090.(

Section 2 (0) of the Bank Holding Company Act bank holding company under section 4 of the
(the act) (as amended by section 2610 of the act; and
Economic Growth and Regulatory Paperworle not be obligated on any debt, either directly ot
Reduction Act of 1996) exempts “qualified fam- as a guarantor.
ily partnerships” from the definition of “com-
pany” in the actt Under this change to the act,a Any partnership requesting qualification as ¢
qualified family partnership would be able toqualified family partnership must commit (1) to
own and control a bank holding company with-be subject to Federal Reserve Board examin:
out the partnership becoming subject to the region to ensure compliance with the conditions
istration, source of strength, approval, reportingior eligibility and (2) to be treated as a bank
or other requirements imposed on a bank holdiolding company for purposes of enforcemen
ing company. actions by the Board. In addition, while a quali-
To qualify for the exemption, a qualified fam- fied family partnership is exempt from the prior-
ily partnership must have as partners only indiapproval requirements of section 3 of the act ir
viduals who are related by blood, marriage, oconnection with a bank acquisition, the partner
adoption, or trusts for the primary benefit ofship continues to be subject to the notice provi
those individuals. In addition, the partnershipsions of the Change in Bank Control Act.
must— As noted above, the primary benefits to
becoming a qualified family partnership are
 control any bank through a company that i{1) exemption from the capital requirements
itself a registered bank holding company subapplicable to bank holding companies,

ject to all of the provisions of the act; (2) exemption from the reporting requirements
» control only one registered bank holdingapplicable to a bank holding company, anc
company; (3) the freedom to make permissible nonbank

not engage in any business activity exceping investments without prior Board approval.
indirectly through ownership of other busi-Because the qualified family partnership mus
ness entities (that is, the partnership must bese a single registered bank holding company t
an investment vehicle for the family and mayhold all of its bank investments, there continue:
not be an operating company); to be a bank holding company subject to the
limit its investments to those permitted for arequirements of the act in every case. This struc

ture ensures that the cross-guarantee provisio

of the Federal Deposit Insurance Act continue

to apply to all banks controlled by a qualified

1. Pub. L. 104-2089, section 2610; 110 Stat. 3009. family partnership.

BHC Supervision Manual December 1997
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Control and Ownership
(Changein Control)

Section 2090.1

The Change in Bank Control Act of 1978 (the
CBC Act), title VI of the Financial Institutions
Regulatory and Interest Rate Control Act of
1978, gives the federal bank supervisory agen-
cies the authority to disapprove changes in con-
trol of insured depository institutions.! The Fed-
eral Reserve Board is the responsible federal
banking agency for changes in control of bank
holding companies and state member banks, and
the Federal Deposit Insurance Corporation and
the Office of the Comptroller of the Currency
areresponsible for insured state nonmember and
national banks respectively.

The CBC Act requires any person (that is, an
individual, a partnership, a corporation, a trust,
an association, a joint venture, a pool, a sole
proprietorship, or an unincorporated organiza-
tion) seeking to acquire control of any insured
depository ingtitution or bank holding company
to provide 60 days' prior written notice to the
appropriate federal banking agency. The act spe-
cifically exempts transactions that are subject to
section 3 of the Bank Holding Company Act of
1956 or section 18 of the Federal Deposit Insur-
ance Act because those transactions are covered
by existing regulatory approva procedures. Ac-
cordingly, changesin control due to acquisitions
by bank holding companies and changesin con-
trol of insured depository ingtitutions resulting
from mergers, consolidations, or other similar
transactions are not covered by the CBC Act.

The CBC Act describes the factors that the
Federal Reserve and the other federal banking
agencies are to consider in determining whether
atransaction covered by the CBC Act should be
disapproved. These factors include the financial
condition, competence, experience, and integ-
rity of the acquiring person (or persons acting in
concert); the effect of the transaction on compe-
tition; whether the acquiring persons have pro-
vided all required information; and whether the
proposed transaction would result in an adverse
effect on the Bank Insurance Fund or the Sav-
ings Association Insurance Fund. The Federal
Reserve Board' s objectives in its administration
of the CBC Act are to enhance and maintain
public confidence in the banking system by pre-
venting identifiable, serious adverse effects
resulting from anticompetitive combinations of
interests, inadequate financial support, and
unsuitable management in the institutions. The

1. The term insured depository institution includes any
depository institution holding company and any other com-
pany that controls an insured depository institution. The CBC
Actisfoundin 12 U.S.C. 1817(j)(1)—<18).

Board will review each notice to acquire control
of a state member bank or bank holding com-
pany and will disapprove transactions that are
likely to have serious harmful effects. The
Board's intention is to administer the CBC Act
in a manner that will minimize delays and
government regulation of  private-sector
transactions.

If the Board disapproves a change-in-control
filing, the Board will notify the proposed acquir-
ing party in writing within three days after its
decision. The notice of disapproval will include
a statement of the basis for disapproval. The
CBC Act provides that the acquiring party may
request a hearing by the Board in the event of a
disapproval and provides a procedure for further
review by the courts.

Forms for filing notices of proposed transac-
tions covered by the CBC Act are available
from the Federal Reserve Banks. Persons con-
templating an acquisition that would result in a
change in control of a BHC or state member
bank should request the appropriate forms and
instructions from the Reserve Bank in whose
District the affected institution is located. Forms
and instructions may also be accessed from the
Federal Reserve Board' s public web site (www.
federalreserve.gov). The primary forms to be
completed are the Interagency Biographical and
Financial Report and the Interagency Notice of
Change in Control. Filers are requested to con-
sult with the appropriate Reserve Bank to con-
firm what specific information should be
included in a particular notice. The Reserve
Bank can provide specialized publication mate-
rial that will assist the filers in placing a com-
plete announcement of the proposed acquisition
in the appropriate newspaper of genera cir-
culation. The Board of Governors also will pub-
lish the notices in the Federal Register. (See
SR-03-19.)

When a substantially complete notice is
received by the Federal Reserve Bank, a letter
of acknowledgment will be sent to the acquiring
person indicating the date of receipt. After
reviewing the submitted information, the Fed-
erad Reserve may initiate name checks with
certain other U.S. government agencies (includ-
ing law enforcement) on some or al of the
individuals related to the proposal. The informa-
tion received from those name checks will be
used to further the assessment of the relevant
statutory factors, including the competence,

June 2004
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2090.1

experience, integrity, and financial ability of the
individual filers.

2090.1.1 COMMITMENTS AND
CONDITIONS FOR APPROVAL

Approvals granted by the Federal Reserve under
the CBC Act may be subject to commitments or
conditions that require the filer to consult with
appropriate Federal Reserve staff before acquir-
ing further shares of the subject banking organi-
zation. The Board or the Reserve Bank may also
impose restrictions on the acquisition of addi-
tional shares by any person who aready con-
trols an ingtitution. The imposition of such com-
mitments, conditions, or limitations is intended
to ensure that statutory factors remain consistent
with approval.

2090.1.2 COMPLETION OF THE
TRANSACTION

The transaction may be completed 61 days after
the date of receipt stated in the acknowledgment
letter, unless the acquiring person has been noti-
fied by the Board that the acquisition has been
disapproved or that the 60-day period has been
extended as provided for in subparagraph (j)(1)
of the CBC Act. To avoid undue interference
with normal business transactions, the Board
may issue a notice of its intention not to disap-
prove a proposal, after consulting with the rel-
evant state banking authorities as the CBC Act
reguires.

2090.1.3 INFORMATION TO BE
INCLUDED IN NOTICES

The CBC Act requires a person proposing to
acquire control of a bank holding company or
state member bank to file a notice with the
Federal Reserve Board that includes biographi-
ca and financial information on the filers;
details of the proposed acquisition; information
on any proposed structural, managerial, or
financial changes that would affect the banking
organization to be acquired; and other relevant
information required by the Board.

A current statement of assets and liabilities, a
brief income summary, and a statement of any
material changes since the effective date of this
financial-statement information is required. The
Board reserves the right to require up to five

BHC Supervision Manual June 2004
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years of financial data from any acquiring per-
son. For complete details on the informational
requirements of a change-in-control filing, see
the Board's public web site at www.
federalreserve.gov/generalinfo/applicationg/afi/.
In particular, review the System's Form FR
2081a, Interagency Notice of Change in
Control.

2090.1.4 TRANSACTIONS
REQUIRING SUBMISSION
OF PRIOR NOTICE

The CBC Act defines control as the power,
directly or indirectly, to vote 25 percent or more
of any class of voting securities or to direct the
management or policies of a bank holding com-
pany or insured depository institution. There-
fore, unless exempted by the CBC Act, any
transaction that results in the acquiring party
having voting control of 25 percent or more of
any class of voting securities or that results in
the power to direct the management or policies
of such an ingtitution would trigger the notice
requirement. However, any person who on
March 9, 1979, controlled a bank holding com-
pany or state member bank shall not be required
to file a notice to maintain or increase control
positions in the same ingtitution. In addition, the
Board's regulation on a rebuttable presumption
of control allows persons who on March 9,
1979, fell within a presumption to acquire addi-
tional shares of an ingtitution without filing
notice so long as they will not have voting
control of 25 percent or more of the institution
(Regulation Y, 12 C.F.R. 225.41). In connection
with transactions that would result in greater
voting control, such persons may file the
required notice or request that the Board make
a determination that they already control the
ingtitution.

Section 225.41 of Regulation Y sets forth the
specific types of transactions that require prior
notice under the CBC Act. Prior notice is
required by any person (acting directly or indi-
rectly) that seeks to acquire control of a state
member bank or bank holding company. A per-
son may include an individual, a group of indi-
viduals acting in concert, or certain entities (for
example, corporations, partnerships, or trusts)
that own shares of banking organizations but
that do not qualify as bank holding companies.
A person acquires control of a banking organi-
zation whenever the person acquires ownership,
control, or the power to vote 25 percent or more
of any class of voting securities of the
ingtitution.
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2090.1

2090.1.4.1 Rebuttable Presumption of
Control

Persons who have the power to vote less than
25 percent of an institution's shares may be
required to file notice under the Board's rebut-
table presumption of control, found in section
225.41 of Regulation Y. The Board presumes
that an acquisition of voting securities of a state
member bank or bank holding company consti-
tutes the acquisition of control under the CBC
Act, requiring prior notice to the Board, if,
immediately after the transaction, the acquiring
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
institution, and if—

1. theinstitution has registered securities under
section 12 of the Securities Exchange Act of
1934 (15 U.S.C. 78l); or

2. no other person will own, control, or hold the
power to vote a greater percentage of that
class of voting securities immediately after
the transaction.2

Other transactions resulting in a person’s con-
trol of less than 25 percent of a class of voting
shares of a bank holding company or state
member bank would not result in control for
purposes of the CBC Act. In addition, custom-
ary one-time proxy solicitations and the receipt
of pro rata stock dividends are not subject to the
CBC Act’s notice requirements.

In some cases, corporations, partnerships, cer-
tain trusts, associations, and similar organiza-
tions that are not already bank holding compa-
nies may be uncertain whether to proceed under
the CBC Act or under the Bank Holding Com-
pany Act with respect to a particular acquisition.
These organizations should comply with the
notice requirements of the CBC Act if they are
not required to secure prior Board approval
under the Bank Holding Company Act. How-
ever, some transactions (described in sections
2(a)(5)(D) and 3(8)(5)(A) and (B) of the Bank
Holding Company Act), particularly foreclo-
sures by institutional lenders, fiduciary acquisi-
tions by banks, and increases of mgjority hold-
ings by bank holding companies, do not require
the Board's prior approval. They are considered
subject to section 3 of the Bank Holding Com-

2. If two or more persons, not acting in concert, each
propose to acquire simultaneously equal percentages of 10
percent or more of a class of voting securities of the state
member bank or bank holding company, each person must file
prior notice to the Board.

pany Act and, therefore, do not require notices
under the CBC Act.

2090.1.4.2 Rebuttable Presumption of
Concerted Action

The following persons are presumed to be act-
ing in concert3 and must fileaCBC Act notice if
their share of ownership reaches the required
levels:

1. a company and any controlling shareholder,
partner, trustee, or management official of
the company, if both the company and the
person own voting shares of the state mem-
ber bank or bank holding company

2. anindividua and the individua’s immediate
family

3. companies under common control

4. personsthat are parties to an agreement, con-
tract, understanding, relationship, or other
arrangement, whether written or otherwise,
regarding the acquisition, voting, or transfer
of control of voting securities of a state mem-
ber bank or bank holding company, other
than through a revocable proxy

5. persons who have made or propose to make a
joint filing under sections 13 and 14 of the
Securities Exchange Act of 1934 (15 U.S.C.
78m), and the rules promulgated thereunder
by the Securities and Exchange Commission

6. any person and any trust for which the per-
SON serves as trustee

If there is any doubt whether a proposed transac-
tion requires a notice, the acquiring person
should consult the Federa Reserve Bank for
guidance. The CBC Act places the burden of
providing notice on the prospective acquiring
person.

2090.1.5 TRANSACTIONS NOT
REQUIRING ANY NOTICE

Section 225.42 of Regulation Y sets forth the
transactions that do not require any notice under
the CBC Act or that require after-the-fact notice.
The following transactions do not require any
notice to the Federal Reserve:

3. Acting in concert includes knowing participation in a
joint activity or parallel action towards a common goa of
acquiring control of a state member bank or bank holding
company whether or not pursuant to an express agreement.

June 2004
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1. Existing control relationships. The acquisi-
tion of additional shares if the acquirer is
deemed to already have control of the bank-
ing organization.

2. Anincreasein previoudly authorized acquisi-
tions. The acquisition of additional shares of
aclass of voting securities of a state member
bank or bank holding company by any per-
son (or persons acting in concert) who
acquired and maintained control of the insti-
tution after complying with federa
reguirements.

3. Any acquisition subject to approval under
the Bank Holding Company Act or the Bank
Merger Act. Any acquisition of voting securi-
ties subject to approval under section 3 of the
BHC Act or under the Bank Merger Act
(section 18(c) of the Federal Deposit Insur-
ance Act).

4. Transactions exempt under the BHC Act.

5. A proxy solicitation. Receipt of a revocable
proxy in connection with a proxy solicitation
for the purpose of conducting business at a
regular or special meeting of theinstitution if
the proxy terminates within a reasonable
time.

6. Sock dividends. Receipt of voting securities
as aresult of astock dividend (if the propor-
tional interest of the recipient remains sub-
stantially the same).

7. Acquisition of voting securities of a foreign
banking organization. The acquisition of vot-
ing securities of a qualifying foreign banking
organization.

2090.1.6 TRANSACTIONS NOT
REQUIRING PRIOR NOTICE

The transactions that require after-the-fact
notice include the acquisition of voting securi-
ties (1) through inheritance, (2) as a bona fide
gift, or (3) in satisfaction of a debt previously
contracted in good faith. In these situations, the
appropriate Reserve Bank must be notified
within 90 days after the acquisition, and the
acquirer must provide any relevant information
requested by the Reserve Bank.

2090.1.7 UNAUTHORIZED OR
UNDISCLOSED CHANGES IN BANK
CONTROL

In some instances, a person acquires control of a
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banking organization without submitting the
prior or after-the-fact notice required by Regula-
tion Y. These unauthorized or undisclosed
changes in bank control may not be known to
the person, the state member bank, or the bank
holding company but are discovered by Reserve
Bank examiners during an inspection or exami-
nation of the affected institution. In most cases,
such aviolation of the CBC Act is addressed by
having the person immediately file a notice with
the Federal Reserve requesting authority to
retain the acquired shares4 The filing should
include an explanation of the circumstances that
resulted in the violation and a description of the
actions that have been (or will be) taken by the
filers to ensure no further violations of the stat-
ute. Although the burden to file atimely change
in bank control notice is on the persons who are
acquiring control or causing a change in control
of a banking organization, an acquired banking
organization or a banking organization undergo-
ing achangein control may have better informa-
tion regarding current ownership positions,
including shareholder lists, than the acquiring
individuals or individuals who propose a change
in control. Therefore, it is important that state
member banks and bank holding companies be
familiar with the regulations and policies gov-
erning changes in bank control and, when pos-
sible, share such information with shareholders
who have significant ownership positions.

2090.1.8 CHANGES OR
REPLACEMENT OF AN
INSTITUTION'S CHIEF EXECUTIVE
OFFICER OR ANY DIRECTOR

Ingtitutions must report promptly any changes
or replacement of its chief executive officer or
of any director, in accordance with paragraph 12
of the CBC Act. Under section 225.42(a)(7) of
Regulation Y, acquisitions of control of foreign
bank holding companies are also exempt from
the prior-notice requirements of the CBC Act,
but this exemption does not extend to the reports
and information required under paragraphs 9,
10, and 12 of the act. (See section 2090.1.5.)

4. A violation may be addressed through two other means.
The affected party may either (1) submit, for the Federa
Reserve's approval, a specific plan for the prompt termination
of the control relationship or (2) contest the preliminary
determination of a control relationship by filing a response
that sets forth the facts and circumstances in support of the
party’s position that no control exists or, if appropriate, pre-
senting such views orally to Federal Reserve staff.
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2090.1.9 DISAPPROVAL OF
CHANGES IN CONTROL

The CBC Act sets forth various factors to be
considered in the evaluation of a proposal. The
Board is required to review the competitive
impact of the transaction; the financial condition
of the acquiring person; and the competence,
experience, and integrity of that person and the
proposed management of the institution. In
assessing the financial condition of the acquir-
ing person, the Board will weigh any debt-
servicing requirements in light of the acquiring
person’s overall financial strength and the insti-
tution’s earnings performance, asset condition,
capital adequacy, and future prospects, as well
as the likelihood of an acquiring party making
unreasonable demands on the resources of the
institution.

2090.1.10 ADDITIONAL REPORTING
REQUIREMENTS

Paragraph 12 of the CBC Act requires that
whenever a change in control of a bank holding
company occurs, each insured depository insti-
tution is required to report promptly to the
appropriate federal banking agency any changes
or replacement of its chief executive officer or
of any director occurring in the next 12-month
period. A statement of the past and current
business and professional affiliations of the new
chief executive officer or directors should be
included in each ingtitution’s report.

Paragraph 9 of the CBC Act indicates that
whenever any insured depository institution
makes a loan secured by 25 percent or more of
the outstanding voting stock of an insured
depository ingtitution (or bank holding com-
pany), the president or other chief executive
officer of the lending bank shall promptly report
such fact to the appropriate federal banking
agency of the bank (or bank holding company)
whose stock secures the loan. However, no
report need be made when the borrower has
been the owner of record of the stock for a
period of one year or more or when the stock is
that of a newly organized bank before its open-
ing. Reports required by this paragraph shall
contain information similar to the informational
requirements of the Notice of Change in
Control.

2090.1.11 STOCK REDEMPTIONS

A stock redemption by a BHC may result in an
existing shareholder (or shareholders) owning

25 percent or more of a class of voting securi-
ties, which would require the filing of both a
change-in-control and treasury stock notifica-
tion. Furthermore, a stock redemption by aBHC
may result in an existing shareholder (or share-
holders) owning between 10 percent and 25 per-
cent of the outstanding shares and being the
largest shareholder, thereby resulting in a rebut-
table presumption of control. For additional
information, see section 2090.3 ** Treasury Stock
Redemptions.”

2090.1.12 CORRECTIVE ACTION

The Federal Reserve has enforcement jurisdic-
tion over those persons who file or should file
notices under the CBC Act. Accordingly, viola-
tions of the requirement to file a change in bank
control notice may result in the Federal Reserve
taking enforcement action against the relevant
persons in appropriate circumstances, including
those involving willful or negligent misconduct.
Violations may result in the persons being sub-
ject to a variety of sanctions, including the
assessment of a civil money penalty.

Violations of the CBC Act are addressed
through the same type of investigative and
enforcement authority and formal corrective
actions that are used in other administrative
remedies (12 U.S.C. 1818(b)—-(n)). The CBC
Act also authorizes the assessment of civil
money penalties for any violation of the CBC
Act (12 U.SC. 1817(j)(16)) and alows the
Board to seek divestiture of a BHC or bank
from any person or company who violates the
CBC Act (12 U.S.C. 1817(j)(15)).

2090.1.13 INSPECTION OBJECTIVES

1. To determine that the BHC has complied
with the prior-notification requirements of
the CBC Act and that changes in ownership
between 10 percent and 25 percent have been
reviewed for rebuttable presumption
considerations.

2. To determine that the BHC has complied
with the reporting requirements of paragraph
12 of the CBC Act regarding changes in its
board of directors or its chief executive offi-
cer that occur within 12 months of a change
in control.

3. To determine that the BHC has complied
with the reporting requirements of paragraph
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9 of the CBC Act regarding loans made
directly by the BHC secured by 25 percent or
more of the outstanding voting stock of an
insured depository institution (or bank hold-
ing company).

2090.1.14 INSPECTION PROCEDURES

1. Review the BHC's stock certificate register
or log to determine if any person (or group of
persons acting in concert) has acquired
10 percent or more of any class of voting
securities.

2. Review changes in control of between
10 percent and 25 percent of any class of
voting securities to determine if the control-
ling party isthe single largest shareholder.

3. When inspecting a BHC that was the subject
of a change in control and when a prior
notification was filed, review the notification
to determine that information submitted on
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the management of the BHC is still valid.
When changes in directors or the chief
executive officer occurred within 12 months
of the change in control, determine if the
BHC has reported such changes in compli-
ance with paragraph 12 of the CBC Act.

. When inspecting a BHC that has redeemed

any of its own shares subsequent to March 9,
1979, thereby lowering the number of shares
outstanding, determine whether the holdings
of any individual shareholder have increased
proportionally to greater than 10 percent,
which might trigger the rebuttable presump-
tion of control and may require prior notifica-
tion of a changein control.

. Review any loans made directly by the BHC

that are secured by 25 percent or more of the
outstanding shares of a bank (or bank hold-
ing company) and determine if the BHC has
complied with the reporting requirements of
paragraph 9 of the CBC Act.



Control and Ownership

(BHC Formations) Section 2090.2

WHAT'S NEW IN THIS REVISED
SECTION

operating/capital losses of one corporation
against the profits/capital gains of another.

Once a company becomes a bank holding
Effective July 2006, this revised section incorpoeompany, either by the formation of a one-bank
rates the Board’s February 16, 2006, revision ofor multibank holding company, section 3(a)(3)
Regulation Y (effective March 30, 2006). Theof the act prohibits the direct or indirect acquisi-
revised rule increased the asset-size thresholiion of over 5 percent of any additional bank’s
from $150 million to $500 million in consoli- or bank holding company’s shares without prior
dated assets and amended the related eligibilitBoard approval. In addition to the above, sec-
criteria for determining whether a bank holdingtion 3(a)(3) serves to prevent an existing bank
company (BHC) may qualify for the Board’'sholding company from increasing, without prior
Small Bank Holding Company Policy StatemenBoard approval, its ownership in an existing
(the policy statement) and the capital guidesubsidiary bank unless greater than 50 percent
lines. The revised rule includes an exemptionf the shares are aready owned (section
from the capital guidelines; modified the quali-3(a)(B)). A bank holding company which owns
tative criteria used in determining if a BHC, more than 50 percent of a bank’s shares may
that is under the asset-size threshold, would ndiuy and sell those shares freely without Board
qualify for the policy statement or the exemptiorapproval, provided the ownership never dropsto
from the capital guidelines; and clarified the 50 percent or less. If a bank holding company
treatment under the policy statement of subordiewns 50 percent or less of a bank’s shares, prior
nated debt associated with trust preferredBoard approva is required before each addi-

securities.

2090.2.1 FORMATION OF A BANK
HOLDING COMPANY AND
CHANGES IN OWNERSHIP

The formation of a bank holding company and
certain changes in the ownership of banks
owned by a bank holding company come under
the provisions of section 3 of the BHC Act.
Section 3(a)(1) prohibits the formation of a bank
holding company without prior Board approval.
A company may receive approval pursuant to
section 3(8)(1) to become either a one-bank
holding company or a multibank holding
company.

A primary reason for the formation of a one-
bank holding company is to obtain income tax
benefits* These benefits include offsetting

1. A corporation is entitled to a special deduction from
gross income for dividends received from a taxable domestic
corporation. Thereis (1) a 70 percent deduction for dividends
received from a corporation that is less than 20 percent
owned; (2) an 80 percent deduction for dividends received
from a corporation that is 20 to less than 80 percent owned;
(3) a 100 percent deduction for dividends received from
members of the same ffiliated group (i.e., a corporation that
is 80 percent or more commonly owned); and (4) a 100 per-
cent deduction for dividends received from small business
investment corporations. Thereis also an overall limitation on
dividends received. The recipient’s aggregate amount is lim-
ited to 70 percent (80 percent for those corporations that are
20 to less than 80 percent owned) of taxable income. The
manner in which the deduction is computed is also subject to
further limitation.

tional acquisition of shares takes place until the
ownership reaches more than 50 percent.

2090.2.2 HISTORY OF APPLYING
THE CAPITAL ADEQUACY
GUIDELINES TO THE POLICY
STATEMENT ON THE FORMATION
OF SMALL BANK HOLDING
COMPANIES

On March 28, 1980, the Board issued a policy
statement with regard to the formation of small
one-bank holding companies. The policy state-
ment was included with the revision of Regula-
tion Y (12 C.ER. 225, appendix C) on January
5, 1984. Subsequent to this policy statement,
capital adequacy standards were adopted for
large multibank holding companies (on a con-
solidated basis?) in December 1981 (amended in
June 1983, April 1985, and November 1986)
that set minimum capital levels and capital
zones relating to primary and total capital.3
These were replaced in January 1989 (amended
in October 1991) by the current minimum capi-

2. Capital adequacy is evaluated on a bank-only basis for
small bank holding companies.

3. Primary capital included common stockholders' equity,
contingency and other capital reserves, the alowances for
loan and lease losses, and the minority interest in the equity
accounts of consolidated subsidiaries. It also included limited
amounts of perpetual preferred stock, mandatory convertible
securities, and perpetual debt.

BHC Supervision Manual July 2006
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tal adequacy standards that use the risk-based
capital and leverage capital measures.

Typicaly, a small bank holding company’s
capital position has not been evaluated on a
consolidated basis. The capital adequacy evalu-
ation of applications for the formation of small
bank holding companies initially followed an
8 percent gross capital to total assets standard.#
Subsequently, the 1981 guidelines established
minimum 5.5 percent primary and 6.0 percent
total capital ratios and the concept of capital
zones above the minimum capital ratios. When
analyzing bank capital for small bank holding
company formations, December 1981's 7 per-
cent (zone 1) total capital to assets leverage
ratio (after adjusting for the addition of the
allowance for loan and lease losses to theratio’s
numerator and denominator) became the finan-
cial equivalent of 1980's 8 percent gross capital
standard. For the bank, the change resulted in
evaluating applications for capital adequacy
based on a 7 percent total capital to total assets
ratio. Since most small banks did not have quali-
fying secondary capital, the practical effect of
the change was that both the zone 1 primary and
total capital ratios were at least 7 percent. In
September 1990, a minimum tier 1 leverage
ratio became effective. A tier 1 to total assets
leverage ratio of 6 percent was applied as the
financial equivalent of the former 7 percent total
capital ratio.

Even though the components of the various
capital ratios have changed over time, the capi-
tal standards used to evaluate capital positions
of banks for small bank holding formations have
not. The fundamental policy is still the same. In
both instances, approximately the same percent-
age of small banks meets both ratios. It also
should be noted that, if at any time, state or
federal banking authorities or loan agreements
require the banks of small bank holding com-
pany formations to satisfy higher capital stan-
dards, those standards will be used when evalu-
ating capital adequacy.

Effective April 21, 1997, revisions to Regula-
tion Y included revisions to the Board's one-
bank holding company policy statement. The
policy statement was revised to generalize its
applicability beyond the formation of a bank
holding company to include acquisitions by
qualifying small bank holding companies.

4. The alowance for loan and lease losses was not added
back to total assets. In other words, the *‘total assets” were net
of the allowance for loan and |ease |osses, a contra asset.

BHC Supervision Manual
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On February 16, 2006, the Board approved a
revision to Regulation Y (effective March 30,
2006) that increased the asset-size threshold
from $150 million to less than $500 million in
pro forma consolidated assets for determining if
(1) aBHC may qualify under the Board's Small
Bank Holding Company Policy Statement (the
policy statement) and (2) the BHC qualifies for
an exemption from the Board's risk-based and
leverage capital guidelinesfor BHCs. The Board
also established dligibility qualitative criteriafor
determining if a BHC that otherwise meets the
asset threshold should not qualify for the policy
statement and the exemption from the capital
guidelines. The qualitative criteria emphasize
that a BHC should not: (1) be engaged in signifi-
cant nonbanking activities through a nonbank
subsidiary, (2) conduct significant off-balance-
sheet activities through a nonbank subsidiary, or
(3) have a materia amount of SEC-registered
debt or equity securities outstanding.

2090.2.3 SMALL BANK HOLDING
COMPANY POLICY STATEMENT

In acting on applications filed under the act, the
Board follows the principle that bank holding
companies should serve as a source of strength
for their subsidiary banks. When bank holding
companies incur debt and rely on the earnings
of their subsidiary banks as the means of repay-
ing such debt, a question arises as to the prob-
able effect on 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 level impairs the
ability of a bank holding company to provide
financia assistance to its subsidiary bank or
banks, and, in some cases, the servicing require-
ments on such debt may be a significant drain
on the bank’s resources. For these reasons, the
Board has not favored the use of acquisition
debt in the formation of bank holding compa-
nies or in the acquisition 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 that are higher than what would
be permitted for larger bank holding companies.
Approva of these applications has been given
on the condition that the small bank holding
companies demonstrate the ability to service the
acquisition debt without straining the capital of
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their subsidiary banks and, further, that such
companies restore their ability to serve as a
source of strength for their subsidiary bank
within arelatively short period of time.

In the interest of facilitating the transfer of
ownership in banks without compromising bank
safety and soundness, the Board has adopted the
procedures and standards for the formation and
expansion of small bank holding companies
subject to the small bank holding company pol-
icy statement.

The policy statement focuses on the relation-
ship between debt and equity at the parent hold-
ing company. The holding company has the
option of improving the relationship of debt-to-
equity by repaying the principal amount of its
debt or through the retention of earnings, or
both. Under these procedures, newly organized
small one-bank holding companies are expected
to reduce the relationship of their debt-to-equity
over areasonable period of timeto alevel that is
comparable to that maintained by many large
and multibank holding companies.

2090.2.3.1 Applicahility of Policy
Statement

The policy statement applies only to BHCs with
pro forma consolidated assets of less than $500
million that (1) are not engaged in significant
nonbanking activities either directly or through
anonbank subsidiary, (2) do not conduct signifi-
cant off-balance-sheet activities (including secu-
ritization and asset management or administra-
tion) either directly or through a nonbank
subsidiary, and (3) do not have a materia
amount of SEC-registered debt or equity securi-
ties outstanding (other than trust preferred secu-
rities). The Board may, in its discretion, exclude
any BHC, regardless of asset size, from the
policy statement if such action is warranted for
supervisory purposes. Although the policy state-
ment primarily applies to the formation of small
BHCs, it also appliesto existing BHCs that wish
to acquire an additional bank or company and to
transactions involving changes in control, stock
redemptions, or other shareholder transactions.
The criteria are described below.

2090.2.3.2 Ongoing Regquirements

All organizations operating under the policy
statement must meet the requirements set forth
below on an ongoing basis.

2090.2.3.2.1 Reduction in Parent
Company Leverage

Small BHCs are to reduce their parent company
debt consistent with the requirement that al
debt be retired within 25 years of being incurred.
The Board expects these BHCs to reach a debt-
to-equity ratio of .30to 1 or lesswithin 12 years
after incurrence of the debt. The bank holding
company must also comply with debt-servicing
and other requirements imposed by its creditors.
The term debt as used in the ratio of debt to
equity, means any borrowed funds (exclusive 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 pre-
ferred securities generaly would be treated as
debt for purposes of this policy statement. See
paragraphs 2.C., 3.A., 4A.i, and 4.B.i of the
policy statement. A BHC, however, may
exclude from debt an amount of subordinated
debt associated with trust preferred securities
that is up to 25 percent of the bank holding
company’s equity (as defined below) less good-
will5 on the parent company’s balance sheet, in
determining compliance with the requirements
of such paragraphs of the policy statement. In
addition, a BHC subject to this policy statement
that has not issued subordinated debt associated
with a new issuance of trust preferred securities
after December 31, 2005, may exclude from
debt any subordinated debt associated with trust
preferred securities until December 31, 2010.
BHCs subject to this policy statement may aso
exclude from debt until December 31, 2010, any
subordinated debt associated with refinanced
issuances of trust preferred securities originally
issued on or prior to December 31, 2005, pro-
vided that the refinancing does not increase the
BHC's outstanding amount of subordinated
debt. Subordinated debt associated with trust
preferred securities will not be included as debt
in determining compliance with any other
requirements of this policy statement.

The term equity as used in the ratio of debt to
equity, means total stockholders’ equity of the
BHC, as defined in accordance with generaly

5. Goodwill is defined as the excess of purchase price of
any acquired company or asset over the sum of the fair market
values assigned to identifiable assets or asset acquired, less
the fair market values of the liabilities assumed, accounted for
in accordance with generally accepted accounting principles.
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accepted accounting principles. In determining
the total amount of stockholders' equity, the
BHC should account for its investments in the
common stock of subsidiaries by the equity
method of accounting.

Ordinarily, the Board does not view redeem-
able preferred stock as a substitute for common
stock in asmall BHC. Nevertheless, to alimited
degree and under certain circumstances, the
Board will consider redeemable preferred stock
as equity in the capital accounts of the holding
company if the following conditions are met:
(2) 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 redemption or
retirement of any preferred stock. Preferred
stock that is convertible into common stock of
the holding company may be treated as equity.

2090.2.3.2.2 Capital Adequacy

Each insured depository subsidiary of a small
BHC is expected to be well capitalized. Any
institution that is not well capitalized is expected
to become well capitalized within a brief period
of time.

2090.2.3.2.3 Dividend Restrictions

A smal BHC whose debt-to-equity ratio is
greater than 1:1 is not expected to pay any
corporate dividends on common stock until it
reduces its debt-to-equity ratio to 1:1 or less and
otherwise meets the requirements in sections
225.14(c)(1)(ii), 225.14(c)(2), and 225.14(c)(7)
of Regulation Y. Dividends may be paid by
small BHCs with debt-to-equity of at or below
1:1, provided al of the following conditions are
met: the dividends are (1) reasonable in amount,
(2) do not adversely affect the ability of the
BHC to service its debt in an orderly manner,
and (3) do not adversely affect the ability of the
subsidiary banks to be well capitalized.® Also, it
is expected that dividends will be eliminated if

6. For BHCs with consolidated assets under $500 million,
well-capitalized means that the BHC meets the requirements
for expedited/waived processing of the policy statement and
that, on a consolidated basis, the BHC (1) maintains a total
risk-based capital ratio (as defined in appendix A of Regula-
tion Y) of 10.0 percent or greater; (2) maintains a tier 1
risk-based capital ratio of 6.0 percent or greater; and (3) is not
subject to any written agreement, order, capital directive, or
prompt-corrective-action directive issued by the Board to
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the holding company is (1) not reducing its debt
consistent with the requirement that the debt-to-
equity ratio be reduced to 30 percent within 12
years of consummation of the proposal or
(2) not meeting the requirements of its loan
agreement(s).

2090.2.3.3 Core Requirements for All
Applicants

When an organization subject to the policy
statement (1) files an application or notice pur-
suant to the BHC Act, as amended, and
(2) intends to incur debt to finance the acquisi-
tion of asmall bank or company, the Board will
assess the application or notice and take into
account a full range of financial and other infor-
mation. The Board will consider the recent trend
and stability of the bank’s or company’s earn-
ings, prospective growth of the bank or com-
pany to be acquired, asset quality, the ability of
the applicant to meet debt-servicing reguire-
ments 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 mini-
mum reguirements set forth below. As a general
rule, failure to meet any of these requirements
will result in denial of an application; however,
the Board reserves the right to make exceptions
if the circumstances warrant.

2090.2.3.3.1 Minimum Down Payment

The amount of acquisition debt should not
exceed 75 percent of the purchase price of the
bank(s) or company to be acquired. When the
owner(s) of the holding company incurs debt to
finance the purchase of the bank(s) or company,
such debt will be considered acquisition debt
even though it does not represent an obligation
of the BHC, unless the owner(s) can demon-
strate that such debt can be serviced without
reliance on the resources of the bank(s) or BHC.

2090.2.3.3.2 Ability to Reduce Parent
Company Leverage

The BHC must clearly be able to reduce its
debt-to-equity ratio and comply with its loan
agreement(s) as stated within the ongoing
requirements discussed previoudly. Failure to

meet and maintain a specific capital level for any capital
measure.
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meet the criteriawould normally result in denial
of an application.

2090.2.3.4 Additional Application
Requirements for Expedited Processing

2090.2.3.4.1 Expedited Notices

A small BHC proposal will be eligible for the
expedited processing procedures set forth in sec-
tions 225.14 and 225.23 of Regulation Y if
(2) the BHC is in compliance with the ongoing
requirements of the policy statement, (2) the
BHC meets the previously discussed core
requirements for al applicants, and (3) the fol-
lowing requirements are met:

1. The parent BHC has a pro forma debt-to-
equity ratio of 1:1 or less.

2. The BHC meets adl the criteria for expedited
action of sections 225.14 and 225.23 of
Regulation Y.

2090.2.3.4.2 Waiver of Stock-Redemption
Filing

A smal BHC will be €ligible for the stock-
redemption filing exemption for well-capitalized
BHCs that is found in sections 225.14(c)(2) and
225.14(c)(6) if the following requirements are
met:

1. The parent BHC has a pro forma debt-to-
equity ratio of 1:1 or less.

2. The BHC isin compliance with the ongoing
requirements of the policy statement and
meets the requirements of sections
225.14(c)(1)(ii), 225.14(c)(2), and
225.14(c)(7) of Regulation Y.

2090.2.4 CAPITAL CONSIDERATIONS
IN SMALL MULTIBANK AND CHAIN
BANK HOLDING COMPANY
APPLICATIONS

Multibank holding companies and chain bank-
ing organizations (whether or not the chain
members are banks or bank holding companies)
with less than $500 million in combined assets
that meet certain conditions will not be consoli-
dated or combined for capital adequacy pur-
poses. Rather, such organizations will be ana
lyzed in the context of the standards described
in the Board's policy statement on small bank
holding companies (appendix C of Regu-

lation Y) discussed previously in this section. A
bank holding company application that seeks to
expand a small bank holding company with or
without creating or expanding a chain control-
ling assets of less than $500 million would be
evaluated on the basis of the policy statement in
the same manner as if the proposed bank hold-
ing company was not part of a chain.

The above application would be evaluated on
the basis of the financial and managerial condi-
tion of the entire organization. Although the
policy statement would generally be applied,
the focus of the analysis would be as much on
the organization as an operating entity as on the
instant proposal. For example, it would be
expected that the condition of the applicant
organization and that of its subsidiaries would
be consistent with expansion, one aspect of
which is that each banking subsidiary generaly
would be expected to maintain capital well
above the minimum levels. The policy state-
ment would generally govern the payment of
dividends by the applicant organization and any
prospective use of preferred stock. The bank to
be acquired would be expected to maintain
above-minimum capital ratios consistent with
those contemplated by the Board's capital
adequacy guidelines.

An acquisition debt retirement period would
apply with respect to each proposal and the
acquisition debt/purchase price ratio limitation
of 75 percent would generally apply to the
instant application. A specific parent-only debt/
equity limit would not be applied. However, it
would be expected that the ratio would decline
over time.

In addition, the financial and manageria con-
dition of the members of any chain thereby
formed or expanded (including compliance con-
siderations and general consistency with the
capital adequacy guidelines, giving consider-
ation to the need to maintain capital positions
well above the minimum ratios) would be evalu-
ated. The chain would not have to meet a spe-
cific, combined parent-only debt/equity stan-
dard. However, there would be a genera
presumption that the debt/equity level of the
chain would tend to decline after the initia
leveraged approval. Although individual bank
holding companies might be leveraged up to
.30:1, over time the combined leverage of the
chain would tend to be less than this level
through increases in the equity or reductions in
the debt of the organization. Proposals by bank-
ing organizations whose combined banking
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assets exceed $500 million would be evaluated
for capital adequacy on the basis of an analysis
of the consolidated organization. (The term con-
solidated as used with the analysis of large
chains would involve actually consolidating
each parent bank holding company with its sub-
sidiary (or subsidiaries), and then combining
each such consolidated entity as well as any
other bank in the chain). An analysis of the
capital adequacy of each constituent entity in a
large banking organization would also continue
to be assessed to determine whether the holding
company would serve as a source of strength to
its subsidiary banks.

2090.2.5 INSPECTION OBJECTIVES

1. To determine compliance with al commit-
ments made in the application/natification
process.

2. To determine if the BHC is in compliance
with the Small Bank Holding Company Pol-
icy Statement (Regulation Y, appendix C),
including whether the BHC's debt is being
reduced within the required or expected time
periods.

2090.2.6 INSPECTION PROCEDURES
1. Review all commitments made by the com-

pany and its shareholders to determine com-
pliance therewith.

BHC Supervision Manual
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2. Determine if the BHC is in compliance with
the Small Bank Holding Company Policy
Statement (Regulation Y, appendix C) by—
a. verifying that the board of directors and

senior management have established and

regularly maintain a plan to

* retire the BHC' s debt within 25 years of
incurring the debt and

* reach a debt-to-equity ratio of .30:1 or
less within 12 years of incurring the
debt.

3. Ascertain if the BHC uses a regular periodic
monitoring process to ensure the full retire-
ment of the holding company’s debt within
the above-stated required or expected
periods.

4. Determine whether the BHC is well capital-
ized or, if not, whether it will be well capital-
ized within a brief period of time.

5. Determine if the payment of corporate divi-
dends has been restricted until the BHC's
debt-to-equity ratio is 1:1 or less and until
the BHC otherwise meets the criteria
set forth in sections 225.14(c)(1)(ii),
225.14(c)(2), and 225.14(c)(7) of Regulation
Y.
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2090.2.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawst  Regulations? Interpretationss Orders
Capital adequacy guidelines 225 4-797
Regulation Y, appendixes A and D 4-798
4-855
Small BHC Policy Statement 225 4-856

Regulation Y, appendix C

1. 12 U.S.C,, unless specifically stated otherwise.
2. 12 C.FR,, unless specifically stated otherwise.
3. Federal Reserve Regulatory Service reference.

BHC Supervision Manual July 2006
Page 7



Control and Ownership
(Treasury Stock Redemptions) Section 209C

“Bootstrapping” is the term generally used tothe remaining shareholder(s) increases his pre
describe a treasury stock transaction in which portionate ownership. If a “person’s” share
company incurs debt to purchase or redeem imwvnership should rise above 25 percent or mor
own outstanding shares. Bootstrapping is oftenf the remaining outstanding shares (subseque
used to facilitate a change in control whereby & March 9, 1979), that person would then
shareholder or shareholder group need only bugontrol” the BHC. Under these circumstances,
few or no shares in order to gain control. Thea change in control notification would have to
repurchase or redemption is often made ife filed. If the treasury stock redemption is for
accordance with a written agreement madan amount sufficient to trigger the requiremen
between a former controlling shareholder(s) antbr a prior notification of redemption, then dual
the new controlling shareholder(s). notifications are called for (change in control
Section 225.4(b) of Regulation Y requires aand redemption of treasury shares).
bank holding company to file prior written Similarly, prior notification is also required if
notice with the Board before a purchase om treasury stock redemption should result in :
redemption of any of its own equity securities ifshareholder’s holdings rising to between 10 per
the gross consideration for the purchase acent and 25 percent of the remaining outstanc
redemption, when aggregated with the net coring shares, and if (a) that shareholder is the
sideration paid by the company for all suchfirm’s largest single shareholder immediately
purchases or redemptions during the precedingfter the acquisition; or (b) the institution is
12 months, is equal to 10 percent or more of theegistered under section 12 of the Securitie
company'’s consolidated net worth. (Net considExchange Act of 1934 (i.e., corporations having
eration is the gross consideration paid by thassets exceeding $1 million, more than 50
company for all of its equity securities pur-shareholders, and securities that are publicl
chased or redeemed during the period minus theaded). For additional information on change in
gross consideration received for all of its equitycontrol notification requirements, see sectior
securities sold during the period other than as 2090.1.

part of a new issue.) Additional notices under the CIBC Act do not
Each notice shall furnish the following have to be filed if regulatory clearance hac
information: already been received to acquire 10 percent c

more of the voting shares of a bank holding
» The purpose of the transaction, a descriptiosompany, and subsequent treasury stock re
of the securities to be purchased or redeemedemptions resulted in ownership of between 1(
the total number of each class outstanding, thend 25 percent of the shares of the bank holdin
gross consideration to be paid, and the termsompany. Refer to section 225.41(a)(2) of Reg
of any debt incurred in connection with theulation Y
transaction.
A description of all equity securities redeemed
within the preceding 12 months, the net2090.3.2 INSPECTION OBJECTIVES
consideration paid, and the terms of any
debt incurred in connection with those 1. To determine that a BHC that has
transactions. redeemed shares of its own stock has complie
A current and pro forma consolidated balancevith section 225.4(b) of Regulation Y.
sheet if the bank holding company has total 2. To determine that any new controlling
assets of over $150 million, or a current andshareholder of a BHC that has redeemed shar
pro forma parent-company-only balance sheeif its own stock has complied with section
if the bank holding company has total asset225.41(a) of Regulation Y.
of $150 million or less. 3. To determine if a treasury stock transac
tion has taken place for the purpose of depletin
the original 25 percent equity investment in the
2090.3.1 CHANGE IN CONTROL ACT purchase price.
CONSIDERATIONS

As indicated earlier, treasury stock redemptions 1. Revised by the Board, effective November 9, 1990.
are often intended to facilitate a change in con-
trol of a bank holding company. By redeemingBHC Supervision Manual June 1994
the shares held by an existing shareholder(s), Page 1
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2090.3.3 INSPECTION PROCEDURES quently, an organization considering such a step
should consult with the Federal Reserve before
1. Review the BHC's reconcilement of stock-redeeming any equity (prior to maturity) if such
holders’ equity to determine if shares have beeredemption could have a material effect on the
redeemed. level or composition of the organization’s capi-
2. If shares have been redeemed, review fdal base.
compliance with treasury stock redemption The exemption should not be used by a
approval and reporting requirements. small one-bank holding company if it would
3. Determine whether the BHC is using,increase its debt-to-equity ratios significantly
repeatedly, the less than 10 percent ownershigbove those relied on by the Board in approving
exemption to avoid notice requirements, thugts application to become a bank holding
undermining the capital position of the bankingcompany.
organization, resulting in an unsafe and unsound 5. If shares have been redeemed, determine if
practice. any shareholder’s holdings have risen to 25 per-
4. Determine if the less than 10 percent owneent or more of the outstanding shares.
ership exemption is being used by the bank 6. If shares have been redeemed, determine if
holding company when it does not satisfy theany shareholder’s holdings have risen to
requirements of the Board’s capital guidelinedbetween 10 percent and 25 percent of the out-
for redemptions. standing shares. Furthermore, determine
The exemption should not be used by avhether the shareholder is then the largest
bank holding company that does not meet thehareholder or the institution has registered
Board's capital guidelines for redemptions.securities under section 12 of the Securities
Redemptions of permanent equity or other capiExchange Act of 1934.
tal instruments before stated maturity could 7. If a stock redemption occurred recently in
have a significant impact on an organization'ss bank holding company, determine if the share-
overall capital structure. Use of the exemptiorholders have maintained a 25 percent equity
could significantly reduce its capital. Conse4investment.
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Control and Ownership (Policy Statements on Equity
Investments in Banks and Bank Holding Companies) Section 2090.4

WHAT’S NEW IN THIS REVISED
SECTION

Effective January 2009, this section has been
revised to incorporate the Board’s September
21, 2008, “Policy Statement on Equity Invest-
ments in Banks and Bank Holding Companies.”
(See the Board’s September 22, 2008, Press
Release and section 2090.4.4.) The policy state-
ment provides additional guidance on the
Board’s position on minority equity investments
in banks and bank holding companies that gen-
erally do not constitute “control” for purposes
of the Bank Holding Company Act. This policy
updates the guidance found in the Board’s July
1982 “Policy Statement on Nonvoting Equity
Investments by Bank Holding Companies.”

2090.4.1 OVERVIEW AND GUIDING
PRINCIPLES

For many years, bank holding companies,
nonbank financial companies, private equity
funds, and other firms made minority equity
investments in banks and bank holding compa-
nies. These investments often raised questions
about the extent to which the investment would
cause the investor to become subject to
supervision, regulation, and the other require-
ments applicable to bank holding companies
under the Bank Holding Company Act (BHC Act
or the Act) and the Board’s Regulation Y. In
general, the BHC Act applies to any company
that controls a bank or bank holding company
(banking organization). The BHC Act provides
that a company has control over a banking
organization if (1) the company directly or
indirectly or acting through one or more other
persons owns, controls, or has power to vote
25 percent or more of any class of voting
securities of the banking organization; (2) the
company controls, in any manner, the election of
a majority of the directors or trustees of the
banking organization; or (3) the Board deter-
mines, after notice and opportunity for hearing,
that the company directly or indirectly exercises
a controlling influence over the management or
policies of the banking organization.! Minority
equity investments in banking organizations are
designed not to trigger either of the first two
prongs of the definition of control. These
investments often raised questions, however,
regarding whether the investor would be able to

1. 12 US.C. 1841(a)(2).

exercise a controlling influence over the
management or policies of a banking
organization.?

The text and legislative history of the control
definition in the BHC Act make manifest that
possession by an investor of a modicum of
influence over a banking organization would not
amount to a controlling influence. At the same
time, the definition does not require that an
investor have absolute control over the manage-
ment and policies of a banking organization.
Instead, the Act requires that an investor be able
to exercise an amount of influence over a bank-
ing organization’s management or policies that
is significant but less than absolute control in
fact of the banking organization. Notably, the
primary definition of control in the Act is based
on ownership of 25 percent or more of the
voting shares of a banking organization—an
amount that does not provide an investor in
most cases with complete control over decisions
but would allow the investor to play a signifi-
cant role in the decision-making process.

In assessing whether an investor has the abil-
ity to exercise a controlling influence over a
banking organization, the Board has been espe-
cially mindful of two key purposes of the BHC
Act. First, the BHC Act was intended to ensure
that companies that acquire control of banking
organizations have the financial and manage-
rial strength, integrity, and competence to
exercise that control in a safe and sound man-
ner. The BHC Act is premised on the principle
that a company that controls a banking
organization may reap the benefits of its suc-
cessful management of the banking organiza-
tion but also must be prepared to provide addi-
tional financial and managerial resources to the
banking organization to support the company’s
exercise of control. In this way, the Act ties the
potential upside benefits of having a control-
ling influence over the management and poli-
cies of a banking organization to responsibility
for the potential downside results of exercising
that controlling influence. By tying control and
responsibility together, the Act ensures that

2. Contemporaneous minority investments in the same
banking organization by multiple different investors also often
raise questions about whether the multiple investors are a
group acting in concert for purposes of the Change in Bank
Control Act or are a single association for purposes of the
BHC Act. These questions are beyond the scope of the 2008
Policy Statement.

January 2009
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companies have positive incentives to run a suc-
cessful banking organization but also bear the
costs of their significant involvement in the
banking organization’s decision-making
process, thus protecting taxpayers from
imprudent risk taking by companies that control
banking organizations. Minority investors in
banking organizations typically seek to limit
their potential downside financial exposure in
the event of the failure of the banking organiza-
tion. Concomitantly, the BHC Act requires that
minority investors seeking this protection limit
their influence over the management and poli-
cies of the banking organization.

Second, the BHC Act was intended to limit
the mixing of banking and commerce. In par-
ticular, the Act effectively prevents commercial
firms and companies with commercial interests
from also exercising a controlling influence over
a banking organization. Many minority inves-
tors in banking organizations own commercial
investments that conflict with this limitation.

2090.4.2 BOARD’S 1982 POLICY
STATEMENT ON NONVOTING
EQUITY INVESTMENTS BY BANK
HOLDING COMPANIES

On July 8, 1982, the Board issued a Policy
Statement on Nonvoting Equity Investments by
Bank Holding Companies (the 1982 Policy
Statement) to provide guidance on the Board’s
interpretation of the “controlling influence”
prong of the control definition in the BHC Act.3
That statement for the first time outlined the
policies that the Board would consider in
reviewing whether a minority investment in a
banking organization would result in the exer-
cise by the investor of a controlling influence
over the management or policies of the banking
organization. The 1982 Policy Statement
focused on issues of particular concern in the
1980s in the context of investments by bank
holding companies in out-of-state banking orga-
nizations. For example, the 1982 Policy State-
ment primarily addressed investments that
included a long-term merger or stock purchase
agreement between the investor and the banking
organization that would be triggered on a
change in the interstate banking laws, and
so-called “lock-up” arrangements designed to

3. See 1982 FRB 413, 12 C.FR. 225.143, or the FR.R.S at
4-172.1.
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prevent another company from acquiring the
banking organization without the permission of
the investor.

The 1982 Policy Statement sets out the
Board’s concerns with these investments, the
considerations the Board will take into account
in determining whether the investments are con-
sistent with the Act, and the general scope of
arrangements to be avoided by bank holding
companies. The Board recognized that the com-
plexity of legitimate business arrangements pre-
cludes rigid rules designed to cover all situa-
tions and that decisions regarding the existence
or absence of control in any particular case must
take into account the effect of the combination
of provisions and covenants in the agreement as
a whole and the particular facts and circum-
stances of each case.

2090.4.2.1 Statutory and Regulatory
Provisions

Under section 3(a) of the Act, a bank holding
company may not acquire direct or indirect
ownership or control of more than 5 percent of
the voting shares of a bank without the Board’s
prior approval (12 U.S.C. 1842(a)(3)). In addi-
tion, this section of the Act provides that a bank
holding company may not, without the Board’s
prior approval, 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 holding company” (12 U.S.C.
1842(a)(2)). Under the Act, a bank is a subsidi-
ary of a bank holding company if

1. The company directly or indirectly owns,
controls, or holds with power to vote 25 per-
cent or more of the voting shares of the bank;

2. The company controls in any manner the
election of a majority of the board of direc-
tors of the bank; or

3. The Board determines, after notice and
opportunity for hearing that the company has
the power, directly or indirectly, to exercise a
controlling influence over the management
or policies of the bank (12 U.S.C. 1841(d)).

2090.4.2.2 Review of Agreements

Prior to the permissibility of interstate banking,
bank holding companies sought to make sub-
stantial equity investments in other bank hold-
ing companies across state lines, but without
obtaining more than 5 percent of the voting
shares or control of the acquiree. These invest-
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ments involved a combination of the following
arrangements:

1. Options on, warrants for, or rights to convert
nonvoting shares into substantial blocks of
voting securities of the acquiree bank hold-
ing company or its subsidiary bank(s);

2. Merger or asset acquisition agreements with
the out-of-state bank or bank holding com-
pany that are to be consummated in the event
interstate banking is permitted;

3. Provisions that limit or restrict major poli-
cies, operations, or decisions of the acquiree;
and

4. Provisions that make acquisitions of the
acquiree or its subsidiary bank(s) by a third
party either impossible or economically
impracticable.

The various warrants, options, and rights
were not exercisable by the investing bank hold-
ing company until interstate banking was per-
mitted. They were transferred by the investor
either immediately or after the passage of a
period of time or upon the occurrence of certain
events.

After a careful review of a number of these
arrangements, the Board concluded that invest-
ments in nonvoting stock, absent other arrange-
ments, could be consistent with the Act. Some
of the agreements reviewed appeared consistent
with the Act because they were limited to
investments of relatively moderate size in non-
voting equity that may become voting equity. . .

However, other agreements reviewed by the
Board raised substantial problems of consis-
tency with the control provisions of the Act
because the investors. . . sought to assure the
soundness of their investments, prevent take-
overs 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
obtains control of the acquiree or the investor
otherwise becomes dissatisfied with its invest-
ment. Since the Act precludes the investors from
protecting their investments through ownership
or use of voting shares or other exercise of
control, the investors substituted contractual
agreements for rights normally achieved through
voting shares.

For example, various covenants in certain of
the agreements sought to assure the continuing
soundness of the investment by substantially
limiting the discretion of the acquiree’s manage-
ment over major policies and decisions, includ-
ing restrictions on entering into new banking
activities without the investor’s approval and
requirements for extensive consultations with

the investor on financial matters. By their terms,
these covenants suggested control by the invest-
ing company over the management and policies
of the acquiree.

Similarly, certain of the agreements deprived
the acquiree bank holding company, by cov-
enant or because of an option, of the right to
sell, transfer, 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
were 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 C.ER.
225.31(d)(2).

Finally, investors wished to reserve the right
to sell their options, warrants or rights to a
person of their choice to prevent being locked
into what may become an unwanted investment.
The Board took the position that the ability to
control the ultimate disposition of voting shares
to a person of the investor’s choice and to
secure the economic benefits therefrom indi-
cates control of the shares under the Act.* The
Board concluded that the ability to transfer
rights to large blocks of voting shares, even if
nonvoting in the hands of the investing com-
pany, could result in such a substantial position
of leverage over the management of the acquiree
as to involve a structure that would inevitably
result in control prohibited by the Act.

2090.4.2.3 Provisions that Avoid Control

In 1982, the context of any particular agree-
ment, provisions of the type described above
were acceptable if combined with other provi-
sions that serve to preclude control. The Board
believed that such agreements would not be
consistent with the Act unless provisions are
included that will preserve management’s dis-
cretion over the policies and decisions of the
acquiree and avoid control of voting shares.

As a first step towards avoiding control, man-
agement had to be free to conduct banking and
permissible nonbanking activities. Another step
to avoid control included the right of the
acquiree to “‘call” the equity investment and

4. See Board letter dated March 18, 1982, to C.A. Caven-
des, Sociedad Financiera.
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options or warrants to assure that covenants that
may become inhibiting can be avoided by the
acquiree. This right made such investments or
agreements more like a loan in which the bor-
rower has a right to escape covenants and avoid
the lender’s influence by prepaying the loan.

A measure to avoid problems of control aris-
ing through the investor’s control over the ulti-
mate disposition of rights to substantial amounts
of voting shares of the acquiree might have
included a provision 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 those rights if the
right of first refusal is not exercised.

The Board concluded that agreements that
involve rights to less than 25 percent of the
voting shares, with a requirement for a dis-
persed public distribution in the event of sale,
have a much greater prospect of achieving con-
sistency with the Act than agreement involving
a greater percentage. This guideline was 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.

One effect of the guideline was to hold down
the size of the nonvoting equity investment by
the investing company relative to the acquiree’s
total equity, thus avoiding the potential for con-
trol because the investor holds a very large
proportion of the acquiree’s total equity. Obser-
vance of the 25 percent guideline also made
provisions in agreements providing for a right
of first refusal or a public and widely dispersed
offering of rights to the acquiree’s shares more
practical and realistic.

Finally, acquirers were to avoid certain
arrangements regardless of other provisions in
the agreement that were designed to avoid con-
trol. These are

1. Agreements that enabled the investing bank
holding company (or its designee) to direct
in any manner the voting of more than 5 per-
cent of the voting shares of the acquiree;

2. Agreements whereby the investing company
had the right to direct the acquiree’s use of
the proceeds of an equity investment by the
investing company to effect certain actions,
such as the purchase and redemption of the
acquiree’s voting shares; and

3. The acquisition of more than 5 percent of the
voting shares of the acquiree that ““simulta-
neously” with their acquisition by the invest-

BHC Supervision Manual
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ing company become nonvoting shares,
remain nonvoting shares while held by the
investor, and revert to voting shares when
transferred to a third party.

2090.4.2.4 Review by the Board

The 1982 Policy Statement did not constitute
the exclusive scope of the Board’s concerns, nor
were the considerations with respect to control
outlined in this statement an exhaustive catalog
of permissible or impermissible arrangements.
The Board 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.

2090.4.3 ACTIVITIES OF BANKING
ORGANIZATIONS AND BOARD
DETERMINATIONS SUBSEQUENT TO
THE 1982 POLICY STATEMENT

Many aspects of the 1982 Policy Statement have
broader applicability and have served as the
foundation for the Board’s review more gener-
ally of whether a minority investment in a bank-
ing organization would give the investor a con-
trolling influence over the management or
policies of the banking organization. In this
regard, the 1982 Policy Statement identified a
number of structural measures that the Board
believed would limit the ability of an investor to
exercise a controlling influence over a banking
organization. These included restricting the use
of covenants that constrain the discretion of
banking organization management, limiting the
amount of voting and nonvoting shares of the
banking organization acquired by the investor,
and limiting the ability of the investor to trans-
fer large blocks of voting shares.

The Board made clear in the 1982 Policy
Statement that the complexity of legitimate
business arrangements precluded establishing
rigid rules designed to cover all situations and
that decisions regarding the presence or absence
of control must take into account the specific
facts and circumstances of each case. Accord-
ingly, since the 1982 Policy Statement, the
Board has determined whether an equity inves-
tor in a banking organization has a controlling
influence over the management or policies of
the banking organization by considering care-
fully all the facts and circumstances surrounding
the investor’s investment in, and relationship
with, the banking organization. Large minority
investors in a banking organization typically
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have avoided acquiring a controlling influence
over the banking organization by providing the
Board with a set of passivity commitments and
by avoiding certain control-enhancing mecha-
nisms. Specifically, minority investors have
avoided acquiring control over a banking orga-
nization by, among other things

* restricting the size of their voting and total
equity investment in the banking organization;

* avoiding covenants that would enable the
investor to restrict the ability of the banking
organization’s management to determine the
major policies and operations of the banking
organization;

* not attempting to influence the banking orga-
nization’s process for making decisions about
major policies and operations;

e limiting director and officer interlocks with
the banking organization; and

e limiting business relationships between the
investor and the banking organization.

2090.4.4 BOARD’S 2008 POLICY
STATEMENT ON EQUITY
INVESTMENTS IN BANKS AND
BANK HOLDING COMPANIES

Since issuing the 1982 Policy Statement, the
Board has reviewed a significant number of
noncontrolling investments in banking organiza-
tions. The Board believed that it would be use-
ful and appropriate to update its guidance in this
area and therefore issued its Policy Statement
on Equity Investments in Banks and Bank Hold-
ing Companies (the 2008 Policy Statement) on
September 21, 2008. (See the Board’s Septem-
ber 22, 2008, Press Release.)

2090.4.4.1 Specific Approaches to Avoid
Control

The 2008 Policy Statement discusses the
Board’s views on specific approaches to avoid
control.”

2090.4.4.1.1 Director Representation

The Board generally has not permitted a
company that acquires between 10 and 24.9 per-
cent of the voting stock of a banking organization
(a minority investor) to have representation on

5. See the 2008 Policy Statement at 12 C.FR. 225.144,
beginning at paragraph (c).

the board of directors of the banking organiza-
tion. The principal exception to this guideline has
been in situations in which the investor owns less
than 15 percent of the voting stock of the banking
organization and another person (or group of
persons acting together) owns a larger block of
voting stock of the banking organization.

The Board has reexamined its precedent in
this area and, based on its experience with
minority investors and director representation,
believes that a minority investor generally
should be able to have a single representative on
the board of directors of a banking organization
without acquiring a controlling influence over
the management or policies of the banking orga-
nization. Typically, boards of directors of bank-
ing organizations have 9 or 10 members.
Although having a representative on the board
of the banking organization enhances the influ-
ence of a minority investor, the Board’s experi-
ence has shown that, in the absence of other
indicia of control, it would be difficult for a
minority investor with a single board seat to
have a controlling influence over the manage-
ment or policies of the banking organization.®

Moreover, a minority investor that has up to
two representatives on the board of directors of
the banking organization is unlikely, absent other
indicia of control, to be able to exercise a
controlling influence over the banking organiza-
tion when the investor’s aggregate director
representation is proportionate to its total interest
in the banking organization’ but does not exceed
25 percent of the voting members of the board,?

6. In addition to formal representation on the board of
directors of a banking organization, minority investors also
frequently seek to have a representative attend meetings of the
board of directors of the banking organization in the capacity
of a nonvoting observer. Attendance by a representative of a
minority investor as an observer at meetings of the board of
directors of a banking organization allows the investor access
to information and a mechanism for providing advice to the
banking organization but has not in previous situations
allowed the investor to exercise a controlling influence over
the management or policies of the banking organization as
long as the observer does not have any right to vote at
meetings of the board.

7. An investor’s total interest is equal to the greater of the
investor’s voting interest or total equity interest in the banking
organization.

8. For example, an investor with a 10 percent voting inter-
est and a 20 percent total equity interest generally could have
two representatives on the board of directors of the banking
organization if the investor’s director representation does not
exceed 20 percent of the board seats. On the other hand, an
investor with a 15 percent voting interest and a 33 percent
total equity interest generally could have two representatives
on the board of directors of the banking organization if the
investor’s director representation does not exceed 25 percent

BHC Supervision Manual January 2009
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and another shareholder of the banking
organization is a bank holding company that
controls the banking organization under the BHC
Act.” The presence of another larger, controlling
shareholder of the banking organization that has
been approved by the Board, is subject to
supervision and regulation by the Board, and is
obligated to serve as a source of strength for the
banking organization should serve as a powerful
countervailing force to whatever influence the
minority investor may have as a result of
its investment and proportional director
representation.

The Board continues to believe that a repre-
sentative of a minority investor that serves on
the board of directors of the banking organiza-
tion should not serve as the chairman of the
board of the banking organization or as the
chairman of a committee of the board of the
banking organization. The Board generally
believes, however, that representatives of a non-
controlling minority investor may serve as
members of committees of the board of the
banking organization when those representa-
tives do not occupy more than 25 percent of the
seats on any committee and do not have the
authority or practical ability unilaterally to make
(or block the making of) policy or other deci-
sions that bind the board or management of the
banking organization.

2090.4.4.1.2 Total Equity

The three-prong control test in the BHC Act
makes no explicit reference to nonvoting equity
investments. Nevertheless, the Board has long
subscribed to the view that the overall size of an
equity investment, including both voting and
nonvoting equity, is an important indicator of
the degree of influence an investor may have.
Accordingly, the Board traditionally has taken
account of the presence and size of nonvoting
equity investments in its controlling influence
analysis. For example, in the 1982 Policy State-
ment, the Board set forth a guideline that non-

(rather than 33 percent) of the board seats.

9. In determining what amount of director representation is
proportional to an investor’s voting interest in a banking
organization, the investor should round to the nearest whole
number. For example, the Board would consider a minority
investor that owns 15 percent of the voting stock of a banking
organization to have proportionate director representation if it
had two representatives on a board of directors with 10 or
more members (but not on a board of directors with 9 or fewer
members).
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voting equity investments that exceed 25 per-
cent of the total equity of a banking organization
generally raise control issues under the BHC
Act.!® The Board has recognized in a few lim-
ited circumstances, however, that ownership by
a minority investor of 25 percent or more of a
banking organization’s total equity may not con-
fer a controlling influence, usually in situations
when another controlling investor is present or
other extenuating circumstances indicate that
the exercise of a controlling influence by the
minority investor is unlikely.

The Board continues to believe that an inves-
tor that makes a very large equity investment in
a banking organization is likely to have a
controlling influence over the banking
organization’s management or policies. Inves-
tors with large equity investments have a
powerful incentive to wield influence over the
banking organization in which they have
invested. They have a substantial amount of
money at stake in the enterprise, are among the
first to absorb losses if the banking organiza-
tion has financial difficulties, and participate in
the profits of the banking organization going
forward. Moreover, a banking organization is
likely to pay heed to its large shareholders to
help ensure it has the ability to raise equity
capital in the future and to prevent the nega-
tive market signal that would be created by the
sale of a large block of equity by an unhappy
existing shareholder.

On the other hand, the Board recognizes that
nonvoting equity does not provide the holder
with voting rights that empower the holder to
participate directly in the selection of banking
organization management or otherwise in the
banking organization’s decision-making
process. Moreover, as noted above, the BHC
Act defines control in terms of ownership of
25 percent or more of a class of voting securi-
ties but does not impose an express limit on
ownership of nonvoting shares. The Board
continues to believe that, in most circumstances,
an investor that owns 25 percent or more of the
total equity of a banking organization owns
enough of the capital resources of a banking
organization to have a controlling influence over
the management or policies of the banking
organization. The Board continues to recognize,
however, that the ability of an investor to
exercise a controlling influence through nonvot-
ing equity instruments depends significantly on
the nature and extent of the investor’s overall
investment in the banking organization and on
the capital structure of the banking organization.

10. 12 C.ER. 225.143(d)(4) and (d)(5).
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In particular, the Board would not expect that
a minority investor would have a controlling
influence over a banking organization if the
investor owns a combination of voting shares
and nonvoting shares that, when aggregated,
represents less than one-third of the total equity
of the organization (and less than one-third of
any class of voting securities, assuming conver-
sion of all convertible nonvoting shares held by
the investor) and does not allow the investor to
own, hold, or vote 15 percent or more of any
class of voting securities of the organization. In
these situations, the limitation on voting rights
reduces the potential that the investor may exer-
cise influence that is controlling.

In previous cases, investors that have
acquired nonvoting shares often have sought the
right to convert those shares to voting shares
under various circumstances. The Board contin-
ues to believe that nonvoting shares that may be
converted into voting shares at the election of
the holder of the shares, or that mandatorily
convert after the passage of time, should be
considered voting shares at all times for pur-
poses of the BHC Act. However, in previous
cases, the Board has recognized that nonvoting
shares that are convertible into voting shares
carry less influence when the nonvoting shares
may not be converted into voting shares in the
hands of the investor and may only be trans-
ferred by the investor: (1) to an affiliate of the
investor or to the banking organization; (2) in a
widespread public distribution; (3) in transfers
in which no transferee (or group of associated
transferees) would receive 2 percent or more of
any class of voting securities of the banking
organization; or (4) to a transferee that would
control more than 50 percent of the voting secu-
rities of the banking organization without any
transfer from the investor. Ownership of this
form of nonvoting, convertible shares, within
the limits discussed above, allows investors to
provide capital to a banking organization in a
way that is useful to the organization, minimizes
the opportunity for the investor to exercise a
controlling influence over the organization, and
allows the investor to exit the investment with-
out conveying control to another party outside
the parameters of the BHC Act.

2090.4.4.1.3 Consultations with
Management

In many previous cases, minority investors have
agreed not to attempt to influence the opera-
tions, management, or strategies of the banking
organization in which they have invested; not to

threaten to sell their shares in the banking orga-
nization as a method for influencing decisions
of banking organization management; and not to
solicit proxies on any matter from the other
shareholders of the banking organization. These
commitments were designed to limit the exer-
cise by a minority investor of a controlling
influence over the management or policies of a
banking organization.

The Board believes that it would be useful to
provide additional guidance on the extent of
communications between a minority investor
and a banking organization’s management that
would be consistent with a noncontrol determi-
nation. The Board believes that a noncontrolling
minority investor, like any other shareholder,
generally may communicate with banking orga-
nization management about, and advocate with
banking organization management for changes
in, any of the banking organization’s policies
and operations. For example, an investor may,
directly or through a representative on a bank-
ing organization’s board of directors, advocate
for changes in the banking organization’s divi-
dend policy; discuss strategies for raising addi-
tional debt or equity financing; argue that the
banking organization should enter into or avoid
a new business line or divest a material subsidi-
ary; or attempt to convince banking organiza-
tion management to merge the banking organi-
zation with another firm or sell the banking
organization to a potential acquirer. These com-
munications also generally may include advo-
cacy by minority investors for changes in the
banking organization’s management and recom-
mendations for new or alternative manage-
ment.'! Although these types of discussions rep-
resent attempts by an investor to influence the
management or policies of the banking organi-
zation, discussions alone are not the type of
controlling influence targeted by the BHC Act.

To avoid the exercise of a controlling influ-
ence, in all cases, the decision whether or not to
adopt a particular position or take a particular
action must remain with the banking organiza-
tion’s shareholders as a group, its board of direc-
tors, or its management, as appropriate. The role
of the minority investor in these decisions must
be limited to voting its shares in its discretion at
a meeting of the shareholders of the banking

11. As discussed later in the 2008 Policy Statement, a
minority investor may not have a contractual right to deter-
mine (or a veto right over) any of the major policies and
operations of the bank or the composition of the bank’s
management team.

BHC Supervision Manual January 2009
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Control and Ownership (Policy Statements on Equity Investments in Banks and Bank Holding Companies) 2090.4

organization (directly or by proxy, including in
connection with a proxy solicitation launched
by another shareholder), and by exercising vot-
ing privileges as a member of the board of
directors of the banking organization (to the
extent permitted as discussed above). Impor-
tantly, communications by minority investors
should not be accompanied by explicit or
implicit threats to dispose of shares in the bank-
ing organization or to sponsor a proxy solicita-
tion as a condition of action or non-action by the
banking organization or its management.

2090.4.4.1.4 Other Indicia of Control

2090.4.4.1.4.1 Business Relationships

The Board traditionally has prohibited a non-
controlling minority investor in a banking orga-
nization from having any material business
transactions or relationships with the banking
organization. The Board historically has taken
the view that a major supplier, customer, or
lender to a banking organization can exercise
considerable influence over the banking organi-
zation’s management and policies—especially
when coupled with a sizeable voting stock
investment—by threatening to terminate or
change the terms of the business relationship.
The Board has recognized over the years,
however, that not all business relationships—
even when accompanied by a material
investment—provide the investor a controlling
influence over the management or policies of
the banking organization. Accordingly, the
Board has frequently allowed business relation-
ships that were quantitatively limited and quali-
tatively nonmaterial, particularly in situations
where an investor’s voting securities percentage
in the banking organization was closer to 10 per-
cent than 25 percent. The Board continues to
believe that business relationships should
remain limited and will continue to review busi-
ness relationships on a case-by-case basis within
the context of the other elements of the invest-
ment structure. In that review, the Board will
pay particular attention to the size of the pro-
posed business relationships and to whether the
proposed business relationships would be on
market terms, non-exclusive, and terminable
without penalty by the banking organization.

BHC Supervision Manual
Page 8
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2090.4.4.1.4.2 Covenants

Because the BHC Act explicitly defines control
(and many of its other thresholds) in terms that
include a percentage of voting securities, com-
panies often have structured their investments in
banking organizations in the form of nonvoting
securities and have attempted to substitute con-
tractual agreements for the rights that normally
are obtained through voting securities. The
Board has taken and continues to hold the view
that covenants that substantially limit the discre-
tion of a banking organization’s management
over major policies and decisions suggest the
exercise of a controlling influence.!? In particu-
lar, the Board has been concerned about cov-
enants or contractual terms that place restric-
tions on, or otherwise inhibit, the banking
organization’s ability to make decisions about
the following actions: (1) hiring, firing, and
compensating executive officers; (2) engaging
in new business lines or making substantial
changes to its operations; (3) raising additional
debt or equity capital; (4) merging or consolidat-
ing; (5) selling, leasing, transferring, or dispos-
ing of material subsidiaries or major assets; or
(6) acquiring significant assets or control of
another firm.!3

On the other hand, the Board generally has
not viewed as problematic for control purposes
those covenants that give an investor rights per-
missible for a holder of nonvoting securities as
described in section 2(q)(2) of Regulation Y.!#
These would include covenants that prohibit the
banking organization from issuing senior securi-
ties or borrowing on a senior basis, modifying
the terms of the investor’s security, or liquidat-
ing the banking organization. Noncontrolling
covenants also could include covenants that pro-
vide the investor with limited financial informa-
tion rights and limited consultation rights.

12. See 12 C.FR. 225.143(d)(2).

13. For an investment to be eligible for inclusion in a
banking organization’s regulatory capital, it must not contain
or be covered by any covenants, terms, or restrictions that
are inconsistent with safe and sound banking practices, see
12 C.ER. 208, Appendix A, II and 12 C.ER. 225, Appendix
A, IL(i). As described in 12 C.ER. 250.166(b)(3), such provi-
sions include terms that could adversely affect the banking
organization’s liquidity or unduly restrict management’s flex-
ibility to run the organization, particularly in times of finan-
cial difficulty, or that could limit the regulator’s ability to
resolve problem bank situations.

14. 12 C.FR. 225.2(q)(2).



Control and Ownership (Policy Statements on Equity Investments in Banks and Bank Holding Companies) 2090.4

2090.4.4.2 Conclusion of the 2008 Policy
Statement

As noted above, whether a minority investor in
a banking organization has a controlling influ-
ence over the management or policies of the
banking organization depends on all the facts
and circumstances surrounding the investor’s
investment in, and relationship with, the bank-
ing organization. This policy statement sets
forth some of the most significant factors and
principles the Board will consider in determin-
ing whether investments in a banking organiza-
tion are noncontrolling for purposes of the BHC
Act.

Importantly, controlling-influence determina-
tions depend not just on the contractual rights

and obligations of the investor and the banking
organization; they also depend on the amount of
influence the investor, in fact, exercises over the
banking organization. Accordingly, the Board
has and will continue to monitor carefully
minority investments in banking organizations
to ensure that investors do not, in fact, exercise
a controlling influence over the management or
policies of the banking organizations in which
they invest. The Board also continues to evalu-
ate its policies in this area and will modify them
as appropriate going forward to ensure that
minority investments in banking organizations
remain consistent with the BHC Act.

BHC Supervision Manual January 2009
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2090.4.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws'

Required Federal Reserve
approval if a BHC acquires
more than 5 percent (direct
or indirect control) of vot-
ing shares of a bank

1842(a)(3)

Federal Reserve approval 1842(a)(2)
of a BHC acquiring control

of a bank

BHCs and direct or indirect
controlling influence over a
bank

1841(d)

Acquiring a bank outside 1842(d)(1)
of the home state of the
investing bank holding

company

Long-term restrictions on
the rights of a holder of
voting securities

Specific approaches that
avoid control

Nonvoting equity invest-
ments as a percent of total
equity and control issues

Covenants and controlling
influence issues

Covenants and rights per-
missible for a holder of
nonvoting securities.

Nonvoting Equity Invest-
ments by BHCs (1982 Pol-
icy Statement)

Equity investments in
banks and BHCs (2008
Policy Statement)

Regulations?  Interpretations?

225.31(d)(2)

225.144(c)

225.143(d)(4)
and (d)(5)

225.143(d)(2)

225.2(q)(2)
4-172.1

225.143

225.144

Orders

1. 12 US.C,, unless specifically stated otherwise.
2. 12 C.ER., unless specifically stated otherwise.

3. Federal Reserve Regulatory Service reference.

BHC Supervision Manual
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Control and Ownership—General (Acquisitions of
Bank Shares Through Fiduciary Accounts) Section 209

Pursuant to Section 3 of the Bank Holding Comeld, even though sole discretionary voting
pany Act, a bank holding company, directly orauthority is not held:

through its subsidiary banks, may not acquire 1. Shares held by a trust which is a
more than 5 percent of the shares of an addi‘company”, as defined in Section 2(b) of the
tional bank without the Board’s prior approval.Bank Holding Company Act; and,

However, it is recognized that banks acting as 2. Shares held as trustee for the benefit of th
trustee may acquire such shares without pricacquiring bank or bank holding company, or its
notice. Therefore, the Act requires a bank oshareholders, employees or subsidiaries.
banks which are subsidiaries of bank holding A bank holding company should have proce-
companies and acquire in excess of the 5 pedures for monitoring holdings of the stock of
cent threshold limit, to file an application with other banks and bank holding companies fo
the Board within 90 days after the shares exeompliance with the foregoing application re-
ceeding the limit are acquired. The limit generquirements of the Act, for compliance with
ally appliesonlyto other bank shares over whichreporting requirements on form Y-6, and for
the acquiring fiduciary exercises sole discretioneompliance with certain similar reporting re-
ary voting authority. Nevertheless, the Boardjuirements under the federal securities laws. /
has waived this application requirement undegeneral 5 percent threshold applies in all threi
most circumstances in Section 225.12 of Regusituations, although differing requirements anc
lation Y, unless— exemptions apply.

1. the acquiring bank or other company has Examiners specifically trained in trust exami-
sole discretionary authority to vote the securitiemations may need to conduct this portion of ar
and retains the authority for more than twoinspection and, in appropriate circumstances
years; or the examiner may need to consult with Federe

2. the acquisition is for the benefit of theReserve Bank legal counsel. Trust examiner
acquiring bank or other company, or its shareroutinely review such matters in connection
holders, employees, or subsidiaries. with individual trust examinations. The inspec-

In determining whether the threshold limitstion objectives will be to determine whether the
have been reached, shares acquired prior to Jemldings of shares of other banks or bank hold
uary 1, 1971 can ordinarily be excluded. On théng companies, in a fiduciary capacity, are ap
other hand, shares of another bank held und@ropriately monitored to comply with section
the following circumstances should, in certain3(a) of the Bank Holding Company Act with
instances, be included in the 5 percent threslether reporting requirements for such holdings.

BHC Supervision Manual December 1992
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Control and Ownership
(Divestiture Control Determinants) Section 2090

The spin-off or sale of property by a bank hold-determines that it does. Section 2(g)(3) of the
ing company may not sever the bank holdingAct, however, is “automatic” in the sense that
company'’s control relationship over such propan effective control relationship is assumed ftc
erty for purposes of the Bank Holding Companycontinue without the need for a determinatior
Act. The factors which are normally consideredoy the Board if certain conditions are met. This
in determining whether control has ceasegresumption is “rebuttable” because, at the re
include the presumptions of control listed inquest of the company, the Board later may dete
section 225.31(a) of Regulation Y and in secmine that the control relationship in fact does
tions 2(a)(2) and 2(g) of the Act, and certainnot exist.
ownership and voting rights. Section 2(g)(3) was added to the Act with the
Most of the irrebuttable and rebuttable pre1966 Amendments to provide the Board with ar
sumptions of control were written to establishopportunity to consider the consequences of
initially a control relationship between two transfer before it is deemed to be effective. |
companies. Only the provisions of sectionstates that:
2(9)(3) relate solely to a continued control rela-
tionship after an attempt has been made to end “shares transferred after January 1, 1966
that control. However, all of the presump-by any bank holding company (or by any com-
tions of control must be considered before prepany which, but for such transfer, would be a
suming that a divestiture is effective. Irrebutta-bank holding company) directly or indirectly to
ble control relationships are established, or corany transferee that is indebted to the transfero
tinue to be recognized, when any of theor has one or more officers, directors, trustee:
conditions listed in section 225.2(e) of Regu-or beneficiaries in common with or subject to
lation Y or sections 2(a)(2)(A), 2(a)(2)(B), control by the transferor, shall be deemed to b
2(9)(1), or 2(g)(2) of the Act exist. Thus, aindirectly owned or controlled by the transferor
company is assumed to have irrebuttable contrainless the Board, after opportunity for hearing
over a bank or another company without aletermines that the transferor is not in fact cape
Board determination if: ble of controlling the transferee.”
1. The company directly or indirectly owns,
controls, or has power to vote 25 percent or Section 2(g)(3) contains the factors most
more of the voting securities of the bank orcommonly cited as reasons for a control
other company; determination; i.e., the purchaser is indebte
2. The company controls in any manner theo the divesting company or has officers or
election of a majority of the directors or trusteesdirectors in common with the divesting com-
of the bank or other company; pany. If the transferee is indebted to or ha:
3. Trustees directly or indirectly hold or con-personnel in common with the transferor, ar
trol shares of the bank or other company for theffective control relationship is assumed to con
benefit of the company, the shareholders dinue at the date of the transfer without the nee
members of the company, or the employees dbr an order or a determination by the Board.
the company. Control will continue to be presumed until either
Rebuttable presumptions of control are listedhe condition causing the presumption is re
in section 225.31(d) of Regulation Y and inmoved or the Board determines, that “the trans
sections 2(a)(2)(C) and 2(g)(3) of the Act. Thesderor is not in fact capable of controlling the
sections describe situations which are not agansferee.”
clearly defined as the irrebuttable presumptions. Although section 2(g)(3) refers to transfers of
For example, a company which enters into dshares” it is not limited to the disposition of
management contract that gives the compangorporate stock, but includes any transfer of :
significant control over the operations or man<significant volume of assets.” Thus, when the
agement of a bank or other company may b&ansfer constitutes the disposition of all or sub.
deemed to exercise a controlling influence ovestantially all of the assets of a subsidiary or &
that bank or other company. Section 225.31(cgeparate activity of the company, it is deemed t
of Regulation Y and section 2(a)(2)(C) of therepresent a transfer of “shares.” General or lim-
Act require a Board determination to establishited partnership interests are included in thi
that a company directly or indirectly exercises alefinition. A determination of whether the vol-
controlling influence over the management or

policies of a bank or other company. Thus, it iSSHC Supervision Manual December 1992
assumed that no control exists unless the Board Page 1




Control and Ownership (Divestiture Control Determinants) 2090.6

ume of assets transferred'isignificant” will be  the foregoing offices or positions. The presump-
made on arad hocbasis. Included in the defini- tion is valid even if the position is held in an
tion of “shares” are shares or other assets adionorary or advisory capacity. The presumption
quired in satisfaction of a debt previously con-s also valid even if the person involved does
tracted, or acquired as an incident to amot hold the same type of position with the
essentially separate transaction. transferor as with the transferee or the trans-

The term “transferor” includes the bank ferred company. For example, if a bank holding
holding company, its parent, and its sub-company sells assets to a trust whose trustee is
sidiaries. Likewise, “transferee” includes thean officer of the holding company, the presump-
parent and subsidiaries of any company tdion is applicable.
which assets are transferred. Thus, when the When a divestiture takes place through the
transferee, its parent, or its subsidiary is indistribution of shares, quite often officers and
debted to or has common personnel with theirectors will receive a portion of the shares.
transferor, its parent, or its subsidiary, a preBecause these individuals are considered to be
sumption under section 2(g)(3) arises. Fotransferees and because they are officers or di-
example, if a subsidiary of the transferee igectors of the transferor, a presumption of con-
indebted to the parent of the transferor, thérol under section 2(g)(3) results. However, the
presumption arises. presumption will be of legal significance only

The term “transferee” has been interpretedvhen the shares subject to this presumption
also to include individuals. Thus, if property isconstitute more than 5 percent of the voting
transferred to an individual who holds a positiorstock of a nonbanking company or 25 percent
with or is indebted to the transferor, its parentpr more of the voting stock of a bank (5 per-
or its subsidiaries, the presumption arises. cent if the transferor continues to be a bank

The indebtedness to which section 2(g)(3jolding company without reference to the shares
refers may be debt incurred in connection withransferred).
the transfer, or pre-existing debt. For instance, if Finally, section 2(g)(3) provides that a Board
a bank holding company transfers to an outsiddetermination will be made after opportunity for
individual a subsidiary to which it had made ahearing. When the Board’s General Counsel,
working capital loan, the presumption of controlacting under delegated authority, has determined
arises as a result of that debt. Although dhat a control situation does continue to exist,
presumption arises even when the debt was préie case will be referred to the Board for a
viously in existence, this factor may not bedecision and an opportunity for hearing will be
viewed as an indication of control in determinaimade through publication of a notice in the
tions pursuant to section 2(g)(3). Federal Register.

The statutory presumption of control in In addition to the review of the applicability
section 2(g)(3) will not apply in certain casesof each of the conclusive and rebuttable pre-
if the indebtedness of the transferee to the transumptions of control, a review of certain owner-
feror or a subsidiary involves certain routineship and voting rights will be made before a
loans to companies (as defined in section 2(b) afivestiture is considered effective. Generally,
the Act) in an aggregate amount not exceedinthe Board has not regarded a divestiture of
10 percent of the total purchase price of thénoldings of voting shares to less than 25 per-
transferred asset; or certain personal loans to aent, but more than 5 percent, as effective
individual such as a credit card balance, studehough in most cases an acquisition of less than
loan or home mortgage loan. Such loans must5 percent of a company would not result in that
have been made on normal terms in the ordinargompany being regarded as a subsidiary. This
course of business, and may not be secured Ipplicy pertains because the retention of such an
the transferred asset. economic interest in such a company could pro-

The phrase “officers, directors, trustees, owide an incentive for the transferor to influence
beneficiaries” has been interpreted to includehe management of the company. However, the
policy-making employees or consultants, genreduction of ownership to less than 5 percent of
eral partners in a partnership, or limited partnerthe outstanding voting stock of a company usu-
having a right to participate in management, andlly is considered to be an effective divestiture.
any person who performs (directly or throughln addition, due to its continuing economic in-
an agent, representative, or nominee) functiorterest, a bank holding company cannot effec-
comparable to those normally associated witkively divest of a company by converting its
holdings of the company’s voting shares to non-
BHC Supervision Manual December 1992 Vvoting shares or by agreeing not to vote the
Page 2 shares.




Control and Ownership (Divestiture Control Determinants) 2090.

2090.6.1 INSPECTION OBJECTIVES following these procedures for a bank holding
company which has divested or will divest of
1. To determine whether or not the divestingoroperty, the examiner should be aware that th
company retained a significant voting or ownereriteria for establishing a continuing control re-
ship interest in the divested property. lationship are more stringent than those for es
2. To determine whether section 2(g)(3) oftablishing an initial control relationship. Thus,
the Act or any of the rebuttable presumptionghe examiner should review all ownership anc
of control listed in section 225.31(d) of Regula-voting rights rather than just those above 5 o
tion Y raise a control issue with regard to the25 percent.
transferor and the transferee or the transferred The examiner should review the records o
property. ) ] the bank holding company, its parents, and it
3. To determine whether section 2(g)(2) ofsubsidiaries as well as the records of the com
the Act or any of the other irrebuttable presumppany being divested and the company (and it
tions of control listed in section 225.2(e) ofparent and subsidiaries) acquiring the diveste
Regulation Y raise a control issue with regard tcproperty for evidence of a Continuing control
the transferor and the transferee or the trangelationship as described in section 2(g)(3) o
ferred property. the Act. If the transferee is an individual or if
the records of the transferee are not available
the examiner should inquire whether any of the
2090.6.2 INSPECTION PROCEDURES specific control relationships exist. Specifically,
the examiner should determine whether the
The examiner should review the stock recordﬁ'ansferee’ its parent, or its subsidiaries, ar
of the transferor, the transferee, and the tran$ndebted to or have common personnel (officers
ferred entity, if possible. Management contractsgirectors, trustees, beneficiaries, policy making

trust agreements, and any pertinent agreemen¢gnployees, consultants, etc.) with the transfero
among these parties also should be reviewed f@& parent, or its subsidiaries.

any evidence of a control relationship. When

2090.6.3 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawd Regulationg Interpretations? Orders

Presumptions of control Sections 2(g)@235.31(a)
and 2(g)(2) of 225.139

the act
Statement of policy 225.138
concerning divestitures
Divestiture proceedings 225.32
Rebuttable presumptions Section 2(g)(3) 225.31(d)
of control of the act 225.139
Requirements placed on Alfred I. duPont
transferee and transferor to Testamentary Trust;
ensure a complete separation September 21, 1977
Control is not terminated if a Alfred I. duPont
rebuttable presumption of Testamentary Trust;
control is applicable October 3, 1977
Explanation of “transferor,” 225.139(c)(1) 1978 FRB 211
“transferee,” “shares,” and
procedures

BHC Supervision Manual June 1996
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Control and Ownership (Divestiture Control Determinants)

Subject Law$ Regulationg Interpretations® Orders
“Transferee” includes 225.139 Summit Home
individuals (footnote 4) Insurance Company,

Minneapolis,
Minnesota;
August 30, 1978
The Moody
Foundation,
Galveston, Texas;
January 16, 1968
Presumption of control 225.139 GATX Corporation,
through common directors, Chicago, lllinois;
officers, etc. February 21, 1978

Reduction of ownership to
less than 5 percent of a
subsidiary is an effective
divestiture

Individual may be a 225.139
transferee; an insignificant
debt relationship may exist

Control terminated although shares
were pledged as

collateral on a note

representing part of

purchase price

Application to retain control
pursuant to rebuttable
presumption; approved, but
company not authorized to
acquire additional shares

Application to divest control
pursuant to rebuttable
presumption; approved

Financial Securities
Corporation, Lake City,
Tennessee;

August 29, 1972

Mercantile National
Corporation, Dallas,
Texas; June 2, 1975

Equimark Corporation,
Pittsburgh,
Pennsylvania;
February 4, 1977

First Bancorp, Inc.,
Dallas, Texas;
February 22, 1977

Commanche Land and
Cattle Company,
Commanche, Texas;
January 15, 1980

Indebtedness of transferee to 225.139(c)(4) 1980 FRB 237
transferor
1. 12 U.S.C,, unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviederence.

2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual June 1996
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Control and Ownership
(Nonbank Banks)

Section 2090.7

WHAT'S NEW IN THIS REVISED
SECTION

tion, no bank subsidiary of the grandfathered
company may commence to accept demand

deposits and engage in the business of making
This section has been revised to include a Marchommercial loans. A bank subsidiary of the
21, 2006, Board staff legal opinion that con-grandfathered company may also not permit an
firms that a direct conversion from a state-overdraft? (including an interday overdraft) or
chartered bank to a national bank would not, byincur an overdraft on behalf of an affiliate® at a
itself, cause a parent company to lose its grandrFederal Reserve Bank.*
father rights maintained under section 4(f) of If a grandfathered company no longer quali-
the BHC Act. The BHC Act prevents a grandfies for an exemption, the company must divest
fathered nonbank BHC from acquiring controlcontrol of al the banks it controls within
of an additional bank or thrift as a limited- 180 days after the date that the company
purpose trust company, which would not be aeceives notice from the Board that it no longer

bank for the purposes of the BHC Act.

2090.7.1 CEBA AND FIRREA
PROVISIONS FOR NONBANK BANKS

The Competitive Equality Banking Act (CEBA),
effective August 10, 1987, amended section 2(c)
of the BHC Act by expanding the definition of
bank to include all FDIC-insured depository
institutions. The definition also includes any
other institution that (1) accepts demand depos-
its or other deposits that the depositor may make
payable to third parties (demand deposits) and
(2) is engaged in the business of making com-
mercial loans. The new definition coversinstitu-
tions that were not previously covered by the
BHC Act (nonbank banks). Thrift institutions
that remain primarily residential mortgage lend-
ers continue to be excepted from the definition
of bank.

CEBA amended section 4 of the BHC Act by
adding a grandfather provision that permits a
nonbanking company that on March 5, 1987,
controlled an institution that became a bank
under CEBA to retain the institution and not be
treated as a bank holding company. A grandfath-
ered company will lose its exemption, however,
if it violates any of several prohibitions govern-
ing its activities. Among these prohibitions, a
grandfathered company may not acquire control
of an additional bank or a thrift institution or
acquire more than 5 percent of the assets or
shares of an additional bank or thrift.t In addi-

1. An exception to this prohibition is made for cases
involving the acquisition of a failing thrift provided that
(1) the thrift is acquired in an emergency acquisition and is
either located in a state where the grandfathered company
already controls a bank or has total assets of $500 million or
more at the time of the acquisition or (2) the thrift is acquired
from the RTC, FDIC, or director of the OTS in an acquisition
inwhich federal or state authorities find the institution to be in
danger of default.

qudlifies for the exemption. The exemption may
be reinstated if, before the end of the 180-day
notice period, the company (1) corrects the con-
dition or ceases the activity that caused its
exemption to end or submits a plan to the Board
for approval to correct the condition or cease the
activity within one year and (2) implements
procedures reasonably adapted to avoid a recur-
rence of the condition or activity.

The Board may examine and require reports
of grandfathered companies and of the nonbank
banks they control but only to monitor or
enforce compliance with the grandfather restric-
tions. The Board also may use civil enforcement
powers, including cease-and-desist orders, to
enforce compliance.

Grandfathered companies, their affiliates, and
their nonbank banks are also subject to the

2. Section 225.52 of Regulation Y further defines the
restrictions on overdrafts.

3. Section 225.52(b)(2)(ii) of Regulation Y provides that a
nonbank bank (or an industrial bank) incurs an overdraft on
behalf of an affiliate when (1) the nonbank bank holds an
account at a Federal Reserve bank for an affiliate from which
third-party payments can be made and (2) the posting of an
affiliate’s transactions to the nonbank bank’s or industrial
bank’ s account creates an overdraft or increases the amount of
an existing overdraft in the account.

4. The overdraft prohibition does not apply if the overdraft
(1) results from an inadvertent computer or accounting error
that is beyond the control of both the bank and the ffiliate;
(2) is permitted or incurred on behaf of an affiliate that is
monitored by, reportsto, and is recognized as a primary dealer
by the Federal Reserve Bank of New York and is fully
secured, as required by the Board, by direct U.S. obligations,
obligations fully guaranteed as to principal and interest by the
United States, or securities or obligations eligible for settle-
ment by the Federal Reserve book-entry system; or (3) is
permitted or incurred by or on behalf of an affiliate in connec-
tion with an activity that is financial in nature or incidental to
afinancial activity and does not cause the bank to violate any
provision of sections 23A or 23B of the Federal Reserve Act
directly or indirectly or by virtue of section 18(j) of the
Federal Deposit Insurance Act.

BHC Supervision Manual July 2006
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Control and Ownership (Nonbank Banks)

2090.7

anti-tying restrictions of the BHC Act and to the
insider-lending restrictions of section 22(h) of
the FRA and in Regulation O. Thus, for exam-
ple, a nonbank bank may not condition a grant
of credit on the purchase of a product or service
from its grandfathered holding company, or vice
versa, and it may not extend credit to insiders of
the nonbank bank or its grandfathered holding
company on preferential terms.

A bank holding company that controls a non-
bank bank may retain it as long as the nonbank
bank does not (1) engage in an activitys that
would have caused it to be a bank before the
effective date of CEBA or (2) increase the num-
ber of locations from which it does business
after March 5, 1987. These limitations do not
apply if (1) the nonbank bank is viewed as an
additional bank subsidiary of the bank holding
company and (2) the BHC's acquisition of the
nonbank bank would be permissible under the
interstate banking provisions of the BHC Act.

2090.7.2 RETAINING GRANDFATHER
RIGHTS UNDER SECTION 4(F) OF
THE BHC ACT

A state nonmember bank (Bank A) that became
a “bank™ for purposes of the BHC Act as a
result of CEBA requested a determination that
its conversion to a national bank and merger
with alimited-purpose trust company would not
cause its parent company to lose certain grand-
father rights that it maintains under section 4(f)
of the BHC Act. (See 12 U.S.C. 1843(f).)

The parent company could retain ownership
of Bank A and not be treated as a bank holding
company, but only if it and Bank A abided by
the conditions set forth in section 4(f) of the
BHC Act. One of these conditions generally
prohibits the parent company from acquiring
control of more than 5 percent of the shares or
assets of an additional bank or savings associa-
tion. (See 12 U.S.C. 1843(f)(2)(A)(i) and (ii).)

The parent company wished to convert Bank
A into a national bank. The conversion would
be effected directly, and the parent company

5. Previously, anonbank bank could accept demand depos-
its or engage in the business of making commercial loans, but
could not engage in both activities.
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would not establish, or acquire any shares of, a
separate bank or savings association as part of
the conversion process. Simultaneously with the
conversion process, however, the parent com-
pany would establish a new, limited-purpose
national bank trust company (trust company). It
was represented that the trust company would
comply with the limitations and restrictions in,
and would qualify for, the trust company excep-
tion from the definition of bank under section
2(c)(2)(D) of the BHC Act. (See 12 U.SC.
1841.) The parent company would then cause
the trust company to merge into Bank A, with
Bank A being the entity that survives the
merger. Bank A would then change its name
(new bank) and the location of its headquarters.

Under the proposed transaction, the parent
company would remain the sole shareholder of
new bank. It was represented that, prior to its
merger with Bank A, the trust company would
not be an operating company and would have no
assets or liahilities. It was also represented that
the proposal would not result in any change in
ownership or control of Bank A.

The Board's legal staff concluded that the
direct conversion of Bank A from a state-
chartered bank to a national bank would not, by
itself, cause the parent company to lose its
grandfather rights under section 4(f) of the BHC
Act.8 Also, the BHC Act would not prevent the
parent company from chartering the trust com-
pany. Although the BHC Act prevents a grand-
fathered nonbank bank from acquiring control
of an additional bank or thrift (12 U.S.C.
1843(f)(2)(A)), the trust company as a limited-
purpose trust company would not be a bank for
the purposes of the BHC Act.

The Board's Legal Division staff stated that it
would not recommend that the Board determine
that the transactions described in the request
would cause the parent company to lose its
grandfather rights under section 4(f) of the BHC
Act. New bank is required to comply with the
conditions applicable to a nonbank bank and a
grandfathered holding company, respectively,
under the BHC Act. (See the Board staff legal
opinion dated March 21, 2006.)

6. See letter from the general counsel of the Board, dated
October 12, 2004.



Control and Ownership (Nonbank Banks) 2090.7

2090.7.3 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawst  Regulations? Interpretations:  Orders

Limitations on nonbank 1843(f) 225.52
banks

1. 12 U.S.C,, unless specificaly stated otherwise.
2. 12 C.FR,, unless specifically stated otherwise.
3. Federal Reserve Regulatory Service reference.
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Control and Ownership (Liability of Commonly
Controlled Depository Institutions) Section 2090.

The Financial Institutions Reform, Recovery The liability the insured depository institution
and Enforcement Act of 1989 (FIRREA), has tothe FDIC is senior to shareholders’ claim:
effective August 9, 1990, provided [12 U.S.C.and any obligation or liability owed to any
1815 (e)] that any insured depository institutioraffiliate of the depository institutiohAClaims of

will be liable for any actual or reasonablythe FDIC against the depository institution are
anticipated loss incurred or to be incurred by theubordinate to any deposit liabilities, securec

FDIC in connection with: obligations and obligations that are subordi:
1. The default of a commonly controlled nated to depositors (i.e. subordinated debt).
depository institution; or The FDIC may grant an insured depository

2. Any assistance provided by the FDIC toinstitution a waiver of the cross-guarantee provi
any commonly controlled insured depositorysions, if it determines that such an exemption i
institution. in the best interests of the either the Bank o

Savings Association Insurance Funds. Limitec
partnerships and affiliates of limited partner-
2090.8.1 FIVE YEAR PROTECTION ships (other than an insured depository institu
FROM LIABILITY (5-YEAR tion, which is a majority owned subsidiary of
TRANSITION RULE) such partnership) may also be exempted fror
the provisions, if the limited partnership or its
Sister banks, for five years from the enactmertffiliate has filed a registration statement with
of the law, are protected against losses due tie Securities and Exchange Commission, on c
the default of a thrift acquired before enactmentbefore April 10, 1989. The registration state-
The law also grants a five- year protection tanent must indicate that as of the date of the
thrifts for loss due to the default of a bankfiling, the partnership intended to acquire one o
acquired before the law’s enactment. more insured depository institutions. If an in-
sured depository institution is granted an ex
emption from the cross-guarantee provisions
2090.8.2 CROSS-GUARANTEE then the institution and all of its insured de-
PROVISIONS pository institution affiliates must comply with
the restrictions of sections 23A and 23B of
FIRREA contains cross-guarantee provisionghe Federal Reserve Act without regard to sec
These provisions enable the FDIC to obtairtion 23A(d)(1) which provides for certain
reimbursement from insured depository instituexemptions.
tions, in the event that the FDIC incurs a loss
due to any assistance provided to, or a default
of, a commonly controlled bank or thrift. 2090.8.3 EXCLUSION FOR

The FDIC will provide written notice when INSTITUTIONS ACQUIRED IN DEBT
an insured depository institution is being heldCOLLECTIONS
liable for losses sustained by the FDIC in con-
nection with assistance to a commonly conFIRREA provides an exclusion from the cross-
trolled bank or thrift. Upon receipt of the written guarantee provisions for an institution acquirec
notice from the FDIC, the insured depositoryin securing or collecting a debt previously con-
institution is required to pay the amount specitracted in good faith. However, during the entire
fied. An insured depository institution is notexclusion period, the controlling bank and all of
liable for losses incurred by the FDIC, in con-its insured depository institution affiliates must
nection with a commonly controlled institution, comply with sections 23A and 23B of the Fed-
if the written notice is not received within two eral Reserve Act (FRA for transactions with
years from the date of the FDIC's loss. the insured depository institution involving

acquisitions as a result of debts previously con
tracted in good faith.

1. Depository institutions are commonly controlled if: 2. Does not apply to any obligation to affiliates secured a:
a. Such institutions are controlled by the same deposipf May 1, 1989.
tory institution holding company (including any company, 3. without regard to section 23A(d)(1) of the FRA.
such as nonbank banks, that are required to file reports under
[12 U.S.C. 1843(f)(6)]; or —
b. One depository institution is controlled by anotherBHC Supervision Manual December 1992

depository institution. Page 1
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