Section 4(c)(8) of the BHC Act (Mortgage Banking—Derivativ
Commitments to Originate and Sell Mortgage Loans) Section 307

3071.0.1 INTERAGENCY ADVISORY the application of FAS 133. Financial institu-
ON ACCOUNTING AND REPORTING tions, including those that aret required to file
FOR COMMITMENTS TO ORIGINATE reports with the Securities and Exchange Com
AND SELL MORTGAGE LOANS mission (SEC), are expected to follow the guid-
ance in SEC Staff Accounting Bulletin No. 105,
On May 3, 2005, the Federal Reserve and th#pplication of Accounting Principles to Loan
other federalfinancial institution regulatory agenCommitments” (SAB 105}
cies (the agencies) issued an Interagency A financial institution is expected to account
Advisory on Accounting and Reporting for Com-for and report derivative loan commitments anc
mitments to Originate and Sell Mortgageforward loan-sales commitments as derivative
Loans? (See SR-05-10.) in accordance with generally accepted accoun
The advisory provides guidance on the approng principles (GAAP), which include the use of
priate accounting and reporting for commit-valuation techniques that are reasonable ar
ments to— supportable in the determination of fair value.
An institution’s failure to account for and report
« originate mortgage loans that will beld for  derivative loan commitments and forward loan-

resale, and sales commitments in regulatory reports ir
« sell mortgage loans under mandatory-delivenaccordance with GAAP may be an unsafe ani
and best-efforts contracts. unsound practice.

Commitments to originate mortgage loans
that will be held for resale are derivatives and3071.0.1.1 Accounting and Reporting
must be accounted for at fair value on the bal:

ance sheet by the issuer. All loan-sales agreg-on'o'l'l'l Accounting Policies

e, nludng bt mandatoy delver) anetanaged fiancil nsiuions e wri-
mine whether the ag;reements meet the defir?t-en and consistently applied accounting policie
tion of a derivative under Statement of Financia[ﬁ;tc\zm?grﬁglgtioﬁore%g?én:;% gﬂéﬂargﬁrtlgggz
Accounting Standards No. 133, “Accounting for o g

Derivative Instruments and Hedging Activities,” loans under mandatory-delivery and best-effort

as amended by Statement of Financial AccounEom.raCtS’ including approved valuation method
ologies and procedures to formally approve

ing Standards NQ' 1.49’ Amendment of State'(:hanges to those methodologies. The metho
ment 133 on Derivative Instruments and Hedg-, . -
. A . ologies should be reasonable, objectively sur
ing Activities” (collectively, FAS 133). A orted, and fully documented. Procedural disci
financial institution should also account for loan’ ! Y :

sales agreements that meet the definition of %Ilne and consistency are key concepts in an

derivative at fair value on the balance sheet. valuation-measurement technique. Institution

The advisory discusses the characteristics thgﬂgg{ﬁ,eer?ﬁg;e etgzgért‘t?;c?elvsog:rgjai'tnC;l:g'ri]ﬁ
should be considered in determining whethef P '

. lace to provide integrity to the valuation pro-
mandatory-delivery and best-efforts COmraCtgess. Institutions’ practices should, therefore

are derivatives and the accounting and regu"”}éflect these concepts to ensure the reliability o

:grgr{geiﬁg:gnrgg:%?geeg afr?sr t%cf;tthwﬁlcl) rgé“#;?g?é?their valuations of derivative loan commitments
np forward loan-sales commitments.

resale and those loan-sales agreements that mée

the definition of a derivative. The advisory also

addresses the guidance that should be consigx R

ered in determining the fair value of derivatives.gon'o.'tl'l'zt Derivative Loan
The advisory provides additional guidance or?Omml ments

I A financial institution should account for deriva-
1. The agencies are the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance Corporation,3  staff accounting bulletins (SABs) summarize the views
the National Credit Union Administration, the Office of the of the SEC's staff regarding the application of generally
Comptroller of the Currency, and the Office of Thrift Supervi- accepted accounting principles.
sion.
2. The guidance in the interagency advisory is also in-
tended to apply to financial-statement reporting by bank holdBHC Supervision Manual January 2006
ing companies. Page 1
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tive loan commitments at fair value on the bal-
ance sheet, regardless of the manner in which
the intended sale of the mortgage loans will be
executed (e.g., under a best-efforts contract, a
mandatory-delivery contract, or the ingtitution’s
own securitization). An institution should report
each fixed, adjustable, and floating derivative
loan commitment as an “ other asset” or an
“ other liability” intheir regulatory reports based
upon whether the individual commitment has a
positive (asset) or negative (liability) fair value.

With respect to floating derivative loan com-
mitments, because the interest rate on such a
commitment “fl oats” on a daily basis with mar-
ket interest rates, the fair value of a floating
derivative loan commitment approximates zero
as long as the creditworthiness of the borrower
has not changed. However, as with other deriva-
tiveloan commitments, an institution must report
the entire gross notional amount of floating
derivative loan commitments in its regulatory
reports.

Commitments to originate mortgage loans
that will be held for investment purposes and
commitments to originate other types of loans
are not within the scope of FAS 133 and, there-
fore, are not accounted for as derivatives.> An
institution should report the unused portion of
these types of commitments, which are not con-
sidered derivatives, as “ unused commitments’
in its regulatory reports.

3071.0.1.1.3 Forward Loan-Sales
Commitments

A financial institution should account for for-
ward loan-salescommitmentsfor mortgageloans
as derivatives at fair value on the balance sheet.
Each forward |oan-sales commitment should be
reported as an “ other asset” or an “ other liabil-
ity” based upon whether the individual commit-
ment has a positive (asset) or negative (liability)
fair value.®

4. When preparing Reports of Condition and Income (Call
Reports) and the Consolidated Financia Statements for Bank
Holding Companies (BHC reports), fixed, adjustable, and
floating derivative loan commitments should not be reported
as unused commitments in Schedule RC-L, Derivatives and
Off-Balance Sheet Items (Schedule HC-1 for bank holding
companies), because such commitments are to be reported as
derivativesin this schedule.

5. See FAS 133, paragraph 10(i).

6. Regardless of whether the underlying mortgage loans
will be held for investment or for resale, commitments to
purchase mortgage loans from third parties under either
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3071.0.1.1.4 Netting of Contracts

For balance-sheet-presentation purposes, FAS
133 does not provide specific guidance on
financial-statement presentation.” A financial
institution may not offset derivatives with nega-
tive fair values (liabilities) against those with
positive fair values (assets), unless the criteria
for “netting” under GAAP have been sdtis-
fied.8 In addition, an institution may not offset
the fair value of forward loan-sales commit-
ments against the fair value of derivative loan
commitments (the pipeline) or mortgage loans
held for sale (warehouse loans). Rather, forward
loan-sales commitments must be accounted for
separately at fair value, and warehouse loans
must be accounted for at the lower of cost or fair
value (commonly referred to as “LOCOM” )
with certain adjustments to the cost basis of the
loans if hedge accounting is applied.

3071.0.1.1.5 Hedge Accounting

A financia ingtitution should follow the guid-
ance in FAS 133 when applying hedge account-
ing to its mortgage banking activities. If the
FAS 133 qualifying criteria are met, an ingtitu-
tion may apply—

« fair-value hedge accounting in a hedging
relationship between forward loan-sales com-
mitments (the hedging instrument) and fixed-
rate warehouse loans (the hedged item), or

« cash-flow hedge accounting in a hedging
relationship between forward |oan-sales com-

mandatory-delivery contracts or best-efforts contracts are
derivatives if, upon evaluation, the contracts meet the defini-
tion of a derivative under FAS 133. An institution should
report its loan-purchase commitments that meet the definition
of aderivative at fair value on the balance sheet.

7. That is, FAS 133 does not provide specific guidance
where, in the financial statements, the fair value of derivatives
or the changes in the fair value of derivatives should be
classified and presented on the financia statement.

8. When an ingtitution has two (or more) derivatives with
the same counterparty, contracts with positive fair values and
negative fair values may be netted if the conditions set forth in
FASB Interpretation No. 39, “ Offsetting of Amounts Related
to Certain Contracts” (FIN 39), are met. Those conditions are
asfollows: (1) each of the parties owes the other determinable
amounts; (2) the reporting party has the right to set off the
amount owed with the amount owed by the other party;
(3) the reporting party intends to set off; and (4) the right of
setoff is enforceable at law. In addition, without regard to the
third condition, fair-value amounts recognized for derivative
contracts executed with the same counterparty under a master
netting arrangement may be offset.

9. See Statement of Financial Accounting Standards No.
65, “Accounting for Certain Mortgage Banking Activities”
(FAS 65), paragraph 4.
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mitments (the hedging instrument) and the
forecasted sale of the warehouse loans and/or
the loans to be originated under derivative
loan  commitments (the forecasted
transaction).10

If afinancial ingtitution does not apply hedge
accounting, either because the FAS 133 hedge
criteriaare not met or the institution chooses not
to apply hedge accounting, forward loan-sales
commitments should be treated as nonhedging
derivatives. If hedge accounting is not applied,
an ingtitution will account for its warehouse
loans at the lower of cost or fair value. Because
nonhedging forward loan-sales commitments
are accounted for at fair value through earnings,
such an approach causes volatility in reported
earnings if the fair value of the warehouse loans
increases above their cost basis. In this situa
tion, the volatility is a result of recognizing the
full amount of any decline in the fair value of
the forward loan-sales commitments in earnings
while not adjusting the carrying amount of the
warehouse loans above their cost basis.

3071.0.1.1.6 Income-Satement Effect

Unless cash-flow hedge accounting is applied, a
financia institution should include the periodic
changes in the fair value of derivative loan
commitments and forward loan-sales commit-
ments in current-period earnings. An institution
should report these changes in fair value in
either “ other non-interest income” or “ other
non-interest expense,” but not as trading rev-
enue, in their regulatory reports. However, an
institution’s decision as to whether to report the
changes in fair value in its regulatory reportsin
an income or expense line item should be con-
sistent with its presentation of these changes in
its general-purpose external financial statements
(including audited financial statements)* and
should be consistent from period to period.

3071.0.1.2 Valuation
3071.0.1.2.1 Fair Value

FAS 133 indicates that the guidance in State-
ment of Financial Accounting Standards No.
107, “ Disclosures About Fair Vaue of Finan-
cia Instruments” (FAS 107), should be fol-

10. See FAS 133, paragraphs 20-21, and related FAS 133
guidance for hedging instruments, hedged items, and fore-
casted transactions that qualify for fair-value and cash-flow
hedge accounting.

11. Seefootnote 7.

lowed in determining the fair value of deriva-
tives.22 That guidanceprovidesthat quoted market
prices are the best evidence of the fair value of
financial instruments. However, when quoted
market prices are not available, which is typi-
caly the case for derivative loan commitments
and forward loan-sales commitments, estimates
of fair value should be based on the best infor-
mation availablein the circumstances (e.g., valu-
ation techniques based on estimated expected
future cash flows). When expected future cash
flows are used, they should be the institution’s
best estimate based on reasonable and support-
able assumptions and projections.

Estimates of fair value should consider prices
for similar assets or similar liabilities and the
results of valuation techniques to the extent
available in the circumstances. In the absence of
(1) quoted market prices in an active market,
(2) observable prices of other current market
transactions, or (3) other observable data sup-
porting a valuation technique, the transaction
price represents the best information available
with which to estimate fair value at the incep-
tion of an arrangement.

A financia institution should not recognize
an unrealized gain or loss at inception of a
derivative instrument unless the fair value of
that instrument is obtained from a quoted mar-
ket price in an active market or is otherwise
evidenced by comparison to other observable
current market transactions or based on a valua-
tion technique incorporating observable market
data.13 Based on this guidance, derivative loan
commitments generally would have a zero fair
value at inception.’* However, subsequent
changes in the fair value of a derivative loan
commitment must be recognized in financia
statements and regulatory reports (e.g., changes
in fair value attributable to changes in market
interest rates).

When estimating the fair value of derivative
loan commitments and those best-efforts con-
tracts that meet the definition of a derivative, a

12. See FAS 133, paragraph 17.

13. See footnote 3 in Emerging Issues Task Force Issue
No. 02-3 (EITF 02-3), “Issues Involved in Accounting for
Derivative Contracts Held for Trading Purposes and Contracts
Involved in Energy Trading and Risk Management Activi-
ties”

14. If a potentia borrower pays the lender a fee upon
entering into a derivative loan commitment (e.g., a rate-lock
fee), there is a transaction price, and the lender should recog-
nize the derivative loan commitment as a liability at inception
using an amount equal to the fee charged to the potential
borrower.
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financial institution should consider predicted
“ pull-through” (or, conversely, “ falout”) rates.
A pull-through rate is the probability that a
derivativeloan commitment will ultimately result
in an originated loan. Some factors that may be
considered in arriving at appropriate pull-
through rates include (but are not limited to) the
origination channel (which may be either inter-
nal [retail] or external [wholesale or correspon-
dent, to the extent the institution rather than the
correspondent closes the loan]),s current mort-
gage interest rates in the market versus the
interest rate incorporated in the derivative loan
commitment, the purpose of the mortgage (pur-
chase versus refinancing), the stage of comple-
tion of the underlying application and under-
writing process, and the time remaining until the
expiration of the derivative loan commitment.
Estimates of pull-through rates should be based
on historical information for each type of loan
product adjusted for potential changesin market
interest rates that may affect the percentage of
loans that will close. An ingtitution should not
consider the pull-through rate when reporting
the notional amount of derivative loan commit-
ments in regulatory reports but, rather, must
report the entire gross notional amount.

3071.0.1.2.2 SAB 105

In March 2004, the SEC issued SAB 105 to
provide guidance on the proper accounting and
disclosures for derivative loan commitments.
SAB 105 is effective for derivative loan com-
mitments entered into after March 31, 2004.
SAB 105 indicates that the expected future cash
flows related to the associated servicing of loans
should not be considered in recognizing deriva-
tive loan commitments. Incorporating expected
future cash flows related to the associated ser-
vicing of the loan essentially results in the
immediate recognition of a servicing asset. Ser-
vicing assets should only be recognized when
the servicing asset has been contractually sepa-
rated from the underlying loan by sale or securi-
tization of the loan with servicing retained.16

15. If aninstitution commits to purchase aloan that will be
closed by a correspondent in the correspondent’s name, the
ingtitution would have a loan-purchase commitment rather
than a derivative loan commitment. See footnote 6.

16. See Statement of Financial Accounting Standards No.
140 (FAS 140), “Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities” para-
graph 61.
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Further, no other internally developed intangible
assets (such as customer-relationship intangible
assets) should be recognized as part of deriva
tive loan commitments. Recognition of such
assets would only be appropriate in a third-party
transaction (for example, the purchase of a
derivative loan commitment either individually,
in aportfolio, or in a business combination).

3071.0.1.3 Standard-Setter Activities

Financial ingtitutions should be aware that the
SEC or the Financial Accounting Standards
Board (FASB) may issue additional fair-value,
measurement, or recognition guidance in the
future (e.g., a fair-value measurement state-
ment). To the extent that additional guidance is
issued, institutions must also consider the guid-
ance in developing fair-value-estimate method-
ologies for derivative loan commitments and
forward loan-sales commitments as well as mea-
suring and recognizing such derivatives.

3071.0.1.4 Changes in Accounting for
Derivative Loan Commitments and
Loan-Sales Agreements

Financial institutions should follow Accounting
Principles Board Opinion No. 20 (APB 20),
“Accounting Changes,” 17 if a change in their
accounting for derivative loan commitments,
best-effortscontracts, or mandatory-delivery con-
tractsis necessary. APB 20 defines various types
of accounting changes and addresses the report-
ing of corrections of errors in previously issued
financial statements. APB 20 states, “ Errorsin
financial statements result from mathematical
mistakes, mistakesin the application of account-
ing principles, or oversight or misuse of facts
that existed at the time the financial statements
were prepared.”

For regulatory reporting purposes, a financial
institution must determine whether the reason
for a change in its accounting meets the APB 20
definition of an accounting error. If the reason
for the change meets this definition, the error
should be reported as a prior-period adjustment
if the amount is materia. Otherwise, the effect
of the correction of the error should be reported
in current earnings.

If the effect of the correction of the error is

17. Effective December 15, 2005, APB 20 will be replaced
by FASB Statement No. 154, “ Accounting Changes and Error
Corrections—A Replacement of APB Opinion No. 20 and
FASB Statement No. 3.
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material, a financial institution should also con-
sult with its primary federal regulatory agency
to determine whether any of its prior regulatory
reports should be amended. If amended regula-
tory reports are not required, the institution
should report the effect of the correction of the
error on prior years earnings, net of applicable
taxes, asan adjustment to the previously reported
beginning balance of equity capital. For the Call
Report, the institution should report the amount
of the adjustment in Schedule RI-A, item 2,
“ Restatements due to corrections of material
accounting errors and changes in accounting
principles,” with an explanation in Schedule
RI-E, item 4.

The effect of the correction of the error on
income and expenses since the beginning of the
year in which the error is corrected should be
reflected in each affected income and expense
account on a year-to-date basis beginning in the
next quarterly income statement (Call Report) to
befiled and not as adirect adjustment to retained
earnings.

3071.0.1.5 Definitions of Terms Used in
the Advisory

3071.0.1.5.1 Derivative Loan
Commitment

The term derivative loan commitment refersto a
lender’'s commitment to originate a mortgage
loan that will be held for resale. Notwithstand-
ing the characteristics of aderivative set forth in
FAS 133, these commitments to originate mort-
gage loans must be accounted for as derivatives
by the issuer under FAS 133 and include, but
are not limited to, those commonly referred to
as interest-rate-lock commitments.

In a derivative loan commitment, the lender
agrees to extend credit to a borrower under
certain specified terms and conditions in which
the interest rate and the maximum amount of the
loan!8 are set prior to or at funding. Under the
agreement, the lender commits to lend funds to
a potentia borrower (subject to the lender's
approva of the loan) on a fixed- or adjustable-
rate basis, regardless of whether interest rates
change in the market, or on afloating-rate basis.
In a typica derivative loan commitment, the
borrower can choose to—

18. In accordance with the “ Background Information and
Basis for Conclusions” in Statement of Financial Accounting
Standards No. 149 (FAS 149), the notional amount of a
derivative loan commitment is the maximum amount of the
borrowing. See FAS 149, paragraph A27.

“lock in” the current market rate for a fixed-
rate loan (i.e, a fixed derivative loan
commitment),

e “lock in" the current market rate for an
adjustable-rate loan that has a specified for-
mulafor determining when and how the inter-
est rate will adjust (i.e., an adjustable deriva-
tive loan commitment), or

wait until a future date to set the interest rate
and dlow the interest rate to “fl oat” with
market interest rates until therateisset (i.e., a
floating derivative loan commitment).

Derivative loan commitments vary in term and
expire after a specified time period (e.g., 60
days after the commitment date). Additionally,
derivative loan commitments generally do not
bind the potential borrower to obtain the loan,
nor do they guaranteethat the lender will approve
the loan once the creditworthiness of the poten-
tia borrower has been determined.

3071.0.1.5.2 Forward Loan-Sales
Commitment

The term forward loan-sales commitment refers
to either (1) a mandatory-delivery contract or
(2) a best-efforts contract that, upon evaluation
under FAS 133, meets the definition of a
derivative.

3071.0.1.5.3 Mandatory-Delivery
Contract

A mandatory-delivery contract is a loan-sales
agreement in which a financia institution com-
mits to deliver a certain principal amount of
mortgage loans to an investor at a specified
price on or before a specified date. If the institu-
tion fails to deliver the amount of mortgages
necessary to fulfill the commitment by the speci-
fied date, it is obligated to pay a “ pair-off” fee,
based on then-current market prices, to the
investor to compensate the investor for the short-
fall. Variance from the originally committed
principal amount is usually permitted, but typi-
cally may not exceed 10 percent of the commit-
ted amount.

All loan-sales agreements must be evaluated
to determine whether they meet the definition of
a derivative under FAS 133.2° A mandatory-

19. See FAS 133, paragraph 6, for the characteristics of a
financial instrument or other contract that meets the definition
of aderivative.
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delivery contract has a specified underlying (the
contractually specified price for the loans) and
notional amount (the committed loan-principal
amount), and requires little or no initia net
investment. Additionally, a mandatory-delivery
contract requires or permits net settlement or the
equivalent thereof as the ingtitution is obligated
under the contract to either deliver mortgage
loans or pay a pair-off fee (based on the then-
current market prices) on any shortfall on the
delivery of the committed | oan-principa amount.
Since the option to pay a pair-off fee accom-
plishes net settlement, it is irrelevant as to
whether the mortgage loans to be delivered are
considered readily convertible to cash.2° Based
on these characteristics, a mandatory-delivery
contract meets the definition of a derivative at
thetimeaninstitution entersintothecommitment.

3071.0.1.5.4 Best-Efforts Contract

The term best-efforts contract refers to a loan-
sales agreement in which a financial institution
commits to deliver an individual mortgage loan
of a specified principal amount and quality to an
investor if the loan to the underlying borrower
closes. Generally, the price the investor will pay
the seller for an individual loan is specified prior
to the loan being funded (e.g., on the same day
the lender commits to lend funds to a potential
borrower). A best-efforts contract that has all of
the following characteristics would meet the
definition of aderivative:

« an underlying (e.g., the price the investor will
pay the seller for an individual loan is speci-
fied in the contract)

anotional amount (e.g., the contract specifies
the principal amount of the loan as an exact
dollar amount or as a principal range with a
determinable maximum amount)2t
requireslittle or noinitial net investment (e.g.,
no fees are exchanged between the seller and
investor upon entering into the agreement, or
a fee that is similar to a premium on other
option-type contracts is exchanged)
reguiresor permitsnet settlement or theequiva-

3

.

20. See FAS 133, paragraph 57(c)(1), for a description of
contracts that have terms that implicitly or explicitly require
or permit net settlement.

21. The use of amaximum amount as the notional amount
of a best-efforts contract is consistent with the loan-
commitment discussion in the “ Background Information and
Basis for Conclusions” in FAS 149. See FAS 149, paragraph
A27.
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lent thereof (for example, the seller is contrac-
tually obligated to either (1) deliver the loan
to the investor if the loan closes or (2) pay a
pair-off fee, based on then-current market
prices, to the investor to compensate the in-
vestor if the loan closes and is not delivered.
Since the option to pay a pair-off fee accom-
plishes net settlement, it is irrelevant as to
whether the loan to be delivered is considered
readily convertible to cash.).

3071.0.1.5.5 Master Agreement

A financia ingtitution may enter into one of
severa types of arrangements with an investor
to govern the relationship between the institu-
tion and the investor and set the parameters
under which the institution will deliver indi-
vidual mortgage loans through separate best-
efforts contracts. Such an arrangement might
include, for example, a master agreement or an
umbrella contract. These arrangements may
specify an overall maximum principal amount
of mortgage loansthat the institution may deliver
to the investor during a specified time period,
but generally they do not specify the price the
investor will pay for individual loans. Further,
while these arrangements may include pair-off-
fee provisions for loans to be sold under indi-
vidual best-efforts contracts covered by the
arrangements, the seller is neither contractually
obligated to deliver the amount of mortgages
necessary tofulfill themaximum principal amount
specified in the arrangement nor required to pay
a pair-off fee on any shortfall. Because these
arrangements generaly either do not have a
specified underlying or determinable notional
amount or do not require or permit net settle-
ment or the equivalent thereof, the arrangements
typically do not meet the definition of a deriva
tive. As discussed above, an individual best-
efforts contract governed by one of these
arrangements may, however, meet the definition
of aderivative.

As the terms of individual best-efforts con-
tracts and master agreements or umbrella con-
tracts vary, afinancial institution must carefully
evaluate such contracts to determine whether
the contracts meet the definition of a derivative
in FAS 133.
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3071.0.1.6 Example of the Accounting
for Commitments to Originate and Sell
Mortgage L oans??

3071.0.1.6.1 ABC Mortgage Financial
Ingtitution (Best-Efforts Contracts and No
Application of Fair-Value Hedge
Accounting)

The following simplified example was devel-
oped to provide afinancial ingtitution that has a
limited number of derivative loan commitments
genera guidance on one approach that may be
used to value such commitments.23 This exam-
ple aso illustrates the regulatory reporting
requirements for derivative loan commitments
and forward |oan-sales commitments.

The guidance in this example is for illustra-
tive purposes only, asthere are several ways that
a financia ingtitution might estimate the fair
value of its derivative loan commitments. A
second approach to valuing derivative loan com-
mitments is described in Derivative Loan Com-
mitments Task Force Illustrative Disclosures on
Derivative Loan Commitments, a practice aid
developed by staff of the American Institute of
Certified Public Accountants (AICPA) and a
task force comprising representatives from the
financial services, mortgage banking, and public
accounting communities.24 As indicated in the
body of the interagency advisory, a financial
institution must consider the guidance in FAS
133, FAS 107, EITF 02-3, and SAB 105 in
measuring and recognizing derivative loan com-
mitments and forward loan-sales commitments.
In addition, an institution should be aware that
the SEC or FASB may issue additional guidance
in the future that may alter certain aspects of
this example.

3071.0.1.6.1.1 Background

ABC Mortgage Financial Institution (ABC) en-
ters into fixed, adjustable, and floating deriva-

22. This example uses the definitions and concepts pre-
sented in the body of the Interagency Advisory on Accounting
and Reporting for Commitments to Originate and Sell Mort-
gage Loans (the interagency advisory). Refer to the inter-
agency advisory for clarification of the terms and concepts
used in this example.

23. Estimating fair values when quoted market prices are
unavailable requires considerable judgment. Valuation tech-
niques using simplified assumptions may sometimes be used
(with appropriate disclosure in the financial statements) to
provide a reliable estimate of fair value at a reasonable cost.
See FAS 107, paragraphs 60-61.

24. Thepracticeaidisavailableat www.aicpa.org/download/
members/div/acctstd/Iustrative_Disclosure_on_Derivative_
Loan_Commitments.pdf.

tive loan commitments to originate mortgage
loans that it intends to sell. The institution
accounts for the commitments as derivative
financial instruments as required under FAS
133.

ABC enters into best-efforts contracts with a
mortgage investor under which it commits to
deliver certain loans that it expects to originate
under derivative loan commitments (i.e., the
pipeline) and loans that it has already originated
and currently holds for sale (i.e., warehouse
loans). ABC and the mortgage investor agree on
the price that the investor will pay ABC for an
individual loan with a specified principal amount
prior to the loan being funded. Once the price
that the mortgage investor will pay ABC for an
individual loan and the notional amount of the
loan are specified, and ABC is obligated to
deliver the loan to the investor if the loan closes,
the contract represents aforward loan-sal es com-
mitment. Under FAS 133, ABC accounts for
these forward loan-sales commitments as
derivative financial instruments.

On December 31 of agiven year, the notional
amounts of ABC's mortgage banking derivative
loan commitments and forward loan-sales com-
mitments are as follows:

Table 1—Notional Amounts of Derivative
Loan Commitments and Forward
Loan-Sales Commitments

Notional
amount
Derivative loan
commitments
Fixed-rate $ 8,500,000
commitments
Adjustable-rate
commitments 1,500,000
Floating-rate 2,000,000
commitments -
Total derivative loan
commitments $12,000,000[A]

25. Alphareferencesin table 1 and the text of this example

refer to the “ Reference” column in table 3.

BHC Supervision Manual January 2006
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Table 1—continued

Notional
amount
Forward loan-sales
commitments
Pipeline loan $12,000,000
commitments
Warehouse loan
commitments

8,000,000
Total forward loan-
sales commitments $20,000,000[B]

Market interest rates have changed through-
out the time period that ABC's derivative loan
commitments and forward loan-sales commit-
ments have been outstanding. Some of the fixed-
rate commitments are at rates above current
market rates while others are at rates at or below
current market rates. All of ABC's adjustable-
rate commitments are at rates below current
market rates.

Based on its past experience, ABC estimates
a pull-through rate of 70 percent on its fixed-
rate commitments for which the locked-in rate
is above current market rates (i.e., 70 percent of
the commitments will actually result in loan
originations) and a pull-through rate of 85 per-
cent for its fixed-rate commitments for which
the locked-in rate is at or below current market
rates. ABC also estimates a pull-through rate of
85 percent for all of its adjustable-rate commit-
ments that are below market rates.

The pull-through-rate assumptions in this
example have been simplified for illustrative
purposes. In determining appropriate pull-
through rates, a financial institution must con-
sider all factors that affect the probability that
derivative loan commitments will ultimately
result in originated loans. Therefore, an ingtitu-
tion is expected to have more granularity (i.e.,
stratification) in its application of pull-through-
rate assumptions to its derivative loan
commitments.

3071.0.1.6.1.2 Discussion of ABC's Approach
to Valuing Derivative Loan Commitments and
Forward Loan-Sales Commitments

ABC estimates the fair value of its derivative
loan commitments using the best information

BHC Supervision Manual
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available in the circumstances because quoted
market prices are not available. In this case,
ABC uses valuation techniques that take into
account current secondary-market loan pricing
information.26 ABC had noted the appropriate
reference price for the underlying loans on the
day that each derivative loan commitment was
given to a borrower, and assigned an initia fair
value of zero to each loan commitment consis-
tent with the guidance in SAB 105 and EITF
02-3. At the end of the month, ABC compares
the current reference price of each underlying
loan with its initia reference price and calcu-
lates the price difference. ABC then calculates
the fair value of these derivatives by multiply-
ing the price difference by the estimated pull-
through rate. This approach is illustrated in
table 2.

As illustrated in table 2, ABC excludes time
value from its fair-value-estimate methodology
due to the short-term nature of the derivative
loan commitments. As the exclusion of time
value is not appropriate for al fair-value esti-
mates, an institution must consider the terms of
its specific agreements in determining an appro-
priate estimation methodol ogy.

In the example in table 2, ABC estimated the
initial reference price of the underlying loan to
be originated under the commitment, excluding
the value of the associated servicing rights, to be
$100,000. That is, at the date it entered into the
fixed derivative loan commitment with the bor-
rower, ABC estimated it would receive $100,000,
excluding the value of the associated servicing
rights, if the underlying loan was funded and
soldinthe secondary market on that day. Because
this amount is equal to the notional amount of
the loan, ABC would not experience a gain or
loss on the sale of the underlying loan (before
considering the effect of the loan-origination
fees and costs associated with the loan). As
such, the fair value of this derivative loan com-
mitment would be zero, and there would not be
any unrealized gain or loss at the inception of
the derivative loan commitment. This may not
be true for all derivative loan commitments.

ABC defers all unrealized gains and losses at
the inception of its derivative loan commitments
until the underlying loans are sold. ABC's pol-
icy is based on the short-term nature of its

26. In general, source data for secondary-market loan-
pricing information may include, for example, quotations
from rate sheets; brokers; or electronic systems such as those
provided by third-party vendors, market makers, or mortgage
loan investors. When secondary-market loan-pricing informa-
tion that includes the value of servicing rights is used, the fair
value of the derivative loan commitments ultimately must
exclude any value attributable to servicing rights.
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Table 2—ABC’s Calculation of the Fair Value of Derivative Loan Commitments: An
Example of a Fixed Derivative Loan Commitment for Which the Locked-In Rate Is

Above the Current Market Rate*

Initial reference  Current reference

price of loan price of loan
to be to be
originated under  originated under
Notional ~ commitment— commitment— Fair value of
amount excluding excluding Pull- derivative
of servicing servicing Price  through loan
loan rights rights difference rate commitment
) @) ©) [®)-Q] @4  [3-(21x4
$100,000 $100,000 $100,500 $500 70% $350

* The example in this table presents the fair-value calculation for one derivative loan commitment. The fair value of this
derivative, which is positive, would be added to all the other derivative loan commitments with positive fair values. Netting
derivatives with positive fair values (assets) against derivatives with negative fair values (liabilities) is not permitted unless the

conditions stipulated in FIN 39 are met. Refer to footnote 8.

derivative loan commitments and was adopted
in order to not accelerate the timing of gain
recognition. As this practice may not be appro-
priate for all derivative loan commitments or
other derivatives initialy accounted for under
EITF 02-3, and due to the lack of authoritative
guidance in this area, an institution should con-
sult with its accounting advisers concerning the
appropriateaccountingfor itsspecific agreements.

After applying the methodology described
above to individual derivative loan commit-
ments, ABC aggregates the fair values of the
derivative loan commitments by type (i.e., fixed,
adjustable, and floating) and by whether the
commitments have above-, at-, or below-market
rates. The fair values of the fixed derivative loan
commitments with above-market rates, adjusted
for theappropriatepull-throughrate, total $21,000
[C], which represents an asset. The aggregate
fair value of the fixed derivative loan commit-
mentsthat haveat- or bel ow-market rates, adjusted
for the appropriate pull-through rate, sums to
($31,000) [D], which represents a liability. For
the adjustable derivative loan commitments, the
aggregate fair value, adjusted for the pull-
through rate, is approximately ($2,000) [E],
which is aso a liability. The fair value of the
floating derivative loan commitments
approximates zero.

ABC also estimates the fair value of its for-
ward |oan-sales commitments outstanding at the
end of the month using a similar methodol ogy
as that described above. Based upon this infor-
mation, ABC determines that the estimated fair
vaue of the forward loan-sales commitments
related to its derivative loan commitments and

warehouse loans with above-market rates is
approximately ($45,000) [F], which represents a
liability, because current market interest rates
for comparable mortgage loans are lower than
theratesin effect when the derivative loan com-
mitments were initiated. (Consequently, current
offered delivery prices for similar commitments
are greater than the delivery prices of ABC's
existing forward | oan-salescommitments. There-
fore, the change in the fair value of ABC's
forward | oan-sales commitments since they were
entered into represents aloss.) The fair value of
ABC's forward loan-sales commitments related
to its derivative loan commitments and ware-
house loans with at- or below-market rates is
estimated to be $50,000, which is an asset.2”

3071.0.1.6.1.3 Regulatory Reporting

The following table illustrates the regulatory
reporting requirements for the derivative-related
dollar amounts cited in the example.
Asillustrated in table 3, depending upon par-
ticular market circumstances, individua deriva-
tive loan commitments and forward loan-sales

27. The absolute value of the fair vaue of the forward
|oan-sales commitments is greater than the absolute vaue of
the fair value of the related derivative loan commitments
because the forward loan-sales commitments also apply to,
and act as an economic hedge of, ABC's warehouse loans.
ABC accounts for its warehouse loans at the lower of cost or
fair value in accordance with FAS 65. In this example, ABC
does not apply hedge accounting to its warehouse loans.

BHC Supervision Manual January 2006

Page 9



Mortgage Banking—Derivative Commitments to Originate and Sell Mortgage Loans

3071.0

Table 3—Regulatory Reporting Implications for Derivative Loan Commitments and

Forward Loan-Sales Commitments

Amount  Reference
Derivative loan commitments
Notional amount of “ over-the-counter written options” 286 $12,000,000 [A]
Derivatives with a positive fair value held for purposes
other than trading (asset) $21,000 [C]
Derivatives with a negative fair value held for purposes
other than trading (liability) $33,000 [D+E]

Forward |oan-sales commitments
Notiona amount of “ forward contracts”

$20,000,000  [B]

Derivatives with a positive fair value held for purposes

other than trading (asset) $50,000 [G]
Derivatives with a negative fair value held for purposes

other than trading (liability) $45,000 [F]
Derivative loan commitments and forward loan-sales

commitments
Total notional amount of derivative contracts held for

purposes other than trading $32,000,000 [A +B]

commitments may have either positive or nega- accounted for and reported—

tive fair values, which ABC properly reports
gross as assets or liabilities on its balance sheet.
In addition, for regulatory reporting purposes,
ABC consistently reports the periodic changes
in the fair value of its derivative contracts in
“ other non-interest expense” initsincome state-
ment. Alternatively, ABC could have chosen to
consistently report these fair-value changes in
“ other non-interest income” in its regulatory
reports.

3071.0.2 INSPECTION OBJECTIVE

1. To find out if the bank holding company
accounted for and reported the following
transactions at their fair value: (1) its com-
mitments to originate mortgage loans that
were held for resale (derivatives) and (2) its
loan-sales agreements that are derivatives. If
so, ascertain if these transactions were

28. Because derivative loan commitments are in certain
respects similar to options, they are reported with “ over-the-
counter written options” for regulatory reporting purposes.

BHC Supervision Manual
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a. in accordance with the instructions for the
BHC reports (for example, the FR Y-9C);
GAAP; and SR-05-10 and its attached
May 3, 2005, Interagency Advisory on
Accounting and Reporting for Commit-
ments to Originate and Sell Mortgage
Loans and

b. based on reasonable and supportable valu-
ation techniques as prescribed by the May
3, 2005, interagency advisory.

3071.0.3 INSPECTION PROCEDURES

1. Determine whether the bank holding com-
pany has written and consistently applied
accounting policies to its commitments to
(1) originate mortgage loans that were held
for resale and (2) sell mortgage loans under
mandatory-delivery and best-effortscontracts.

2. Find out if the bank holding company has
developed and uses approved valuation meth-
odologies and procedures to obtain formal
approval for changes to those methodol ogies.
a. Ascertain whether the valuation method-

ologies are reasonable, objectively sup-
ported, and fully documented.
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b. Determine if the bank holding company
has interna controls, including an effec-
tive independent review or audit, in place
that give integrity to the valuation process.

3. If the bank holding company issues fixed-,

adjustable-, and floating-rate derivative loan

commitments or forward loan-sales commit-

ments, review an adequate sample that evi-
dences the full coverage of these types of
transactions.

a. Ascertain if these transactions were prop-
erly reported on the balance sheet as an
“ other asset” or an“ other liability,” based
on whether the individual commitment
has a positive (asset) or negative (liabil-
ity) fair value in accordance with the
instructions for the BHC reports.

b. Determine if the floating-rate derivative
loan commitments and other derivative
loan commitments were reported at their
entire gross notional amount inthe BHC's
reports (such asthe FR Y-9C).

c. Find out if the balance sheet correctly
presents accounts for all such transac-
tions, including the netting of contracts,
the application of hedge accounting to
mortgage banking activities, the valuation
of derivatives, and any material or other
accounting changes for derivative loan
commitments and |loan-sales agreements.
Also determine if the bank holding com-
pany complies with the May 3, 2005,
Interagency Advisory on Accounting and

Reporting for Commitments to Originate
and Sell Mortgage Loans and with GAAP.

d. Ascertain if periodic changes in the fair
value of derivative loan commitments and
forward loan-sales commitments are
reportedin current-period earningsaseither
“ other non-interest income or “non-
interest expense, as appropriate.

4. Report to the central point of contact or

examiner-in-charge any failure by the bank
holding company’s management to follow
(1) the bank holding company’s accounting
and valuation policies for its commitments to
originate mortgage loans that are held for
resale and its commitments to sell mortgage
loans, (2) the instructions for the Consoli-
dated Financial Statement for Bank Holding
Companies, (3) the May 3, 2005, interagency
advisory, or (4) GAAP.

. When additional inspection scrutiny is

needed—based on the examination’s find-
ings; the supervisory concerns discussed in
section 3071.0; the February 23, 2003, Inter-
agency Advisory on Mortgage Banking (see
SR-03-4 and its attachment); and the May 3,
2005, Interagency Advisory on Accounting
and Reporting for Commitmentsto Originate
and Sell Mortgage Loans (see SR-05-10 and
its attachment)—consider using the compre-
hensive mortgage banking examination pro-
cedures in the appendix section A.2040.3 of
the Commercial Bank Examination Manual.
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Section 4(c)(8) of the BHC Act (Activities Related to Extendin
Credit) Section 3072.0

In 1997, the Board amended Regulation Y to
include “activities related to extending credit”
in section 225.28(b)(2), which includes the fol-
lowing permissible nonbanking activities:

Section No.

1. real estate and personal property

appraising 3270.0
2. arranging commercial real estate

equity financing 3220.0
3. check-guaranty services 3320.0
4. collection agency services 3330.0
5. credit bureau services 3340.0
6. asset-management, servicing, and

collection activities 3084.0
7. acquiring debt in default 3104.0

8. real estate settlement servikes 3072.8

1. Real estate settlement services do not include providing
title insurance as principal, agent, or broker.

BHC Supervision Manual July 2006
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Section 4(c)(8) of the BHC Act Real Estate Settlement Servi
Section 3072.8

In 1997, the Board incorporated real estate sefer another property of a “like kind.” In a
vicing into section 225.28(b)(2) as one of the‘forward” 1031 exchange transaction, the tax-
activities related to extending credit. (See 1dayer first sells his or her existing property anc
C.F.R. 225.28(b)(2)(viii).) Real estate settledater purchases a replacement propéityorder
ment services do not include providing titleto complete a forward 1031 exchange transac
insurance as principal, agent, or broker. Prevition successfully, a taxpayer must satisfy certail
ously, the Board had approved the activity byconditions in section 1031 of the Internal Rev-
Board order. In the order, the Board found thaenue Code and the U.S. Treasury regulation
real estate settlement services consist of—  that implement section 1031. For example, in
forward 1031 exchange transaction, at the clos
1. reviewing the status of the title in the titleing of the sale of the initial property, the pro-
commitment, resolving any exceptions to theceeds of the sale must be held by an individug
title, and reviewing the purchase agreementr entity otherwise unrelated to the transactiol
to identify any requirements that need to bdthe qualified intermediary). In addition, the tax-
complied with; payer engaging in the forward 1031 exchang
2. verifying payoffs on existing loans securedransaction may not receive the sale proceec
by the real estate and verifying the amount ofluring the period in which a replacement prop:
and then calculating the prorating of speciakrty is identified (up to 45 days) and acquirec
assessments and taxes on the property; (up to 180 days). In this request, the BHC wa:
3. obtaining an updated title insurance commitproposing to acquire a subsidiary that would ac
ment to the date of closing; preparing theas a qualified intermediary in forward 1031
required checks, deeds, and affidavits; andxchange transactions involving real property.
obtaining any authorization letters needed; = The 1031 exchange subsidiary would engag
4. establishing a time and place for the closingn several activities in order to facilitate forward
conducting the closing, and ensuring that allLl031 exchange transactions. First, the subsid
parties properly execute all appropriate docuary would provide its customer with documents
ments and meet all commitments; related to the exchange to ensure thatthe exchan
5. collecting and disbursing funds for the parqualified as a valid forward 1031 exchange
ties, holding funds in escrow pending satistransaction. Specifically, the subsidiary would
faction of certain commitments, and preparprovide an exchange agreement, an assignme
ing the HUD settlement statement, the deedgreement, and a notice. The exchange agre
of trust, mortgage notes, the Truth-in-mentis a contract between the customer and tf
Lending statement, and purchaser’s affidasubsidiary that, among other features, notes tf

vits; and requirements for the successful completion o
6. recording all of the documents required undethe transaction. The assignment agreement tran
law. (See 1990 FRB 1058.) fers from the customer to the subsidiary certai

responsibilities for the sale of the initial prop-

erty and the receipt of sales proceeds in order t
3072.8.1 REAL PROPERTY ensure that the customer does not “construc
EXCHANGE TRANSACTIONS UNDER tively receive” the proceeds of the initial prop-
SECTION 1031 OF THE INTERNAL erty sale for tax purposes. These responsibilitie
REVENUE CODE may include taking the transitory title to the

initial property and replacement property as the
A request submitted to the Board on behalf of are transferred from seller to buyer. The notice
bank holding company (BHC) requested arinforms the purchaser of the initial property that
advisory opinion pursuant to section 225.27 ofhe transaction is part of a forward 1031 exchang
Regulation Y (12 C.F.R. 225.27). The BHC wasdransaction; it helps establish that the meche
proposing the acquisition of a subsidiary (the
1031 exchange subsidiary) that provided sef~——m———
vices to customers seeking to make exchangest. In a “reverse” 1031 exchange transaction, the taxpaye
of real property pursuant (o section 1031 of thi=tpurcheses a eplacepentproper and e sl
Internal Revenue Code (1031 exchanggices to customers seeking to make reverse 1031 exchan
transactions). transactions.

Section 1031 of the Internal Revenue Code

provides a U.S. taxpayer with deferral of gainBHC Supervision Manual July 2006
when the taxpayer exchanges his or her property Page 1




Section 4(c)(8) of the BHC Act Real Estate Settlement Services

3072.8

nism for the forward 1031 exchange transaction
isin place at the time of the sale.

Second, the 1031 exchange subsidiary would
invest the proceeds of the sale of the initia
property on behalf of the customer until the
customer acquired the replacement property.
The proceeds would be invested at the discre-
tion of the subsidiary but would typically be
deposited into deposit accounts at the BHC's
subsidiary state-chartered commercial bank.2The
subsidiary would aso transfer the necessary
funds to the appropriate party to effect the cus-
tomer’s purchase of the replacement property. If
the customer does not identify a replacement
property or purchase the replacement property
within the required time periods set forth in
section 1031 of the Internal Revenue Code or
U.S. Treasury regulations implementing section
1031, the proceeds of the sde of the initial
property would be transferred to the customer. It
was represented that the subsidiary would act in
a fiduciary capacity in holding, investing, and
disbursing the customer’ s funds and that a state-
chartered nondepository trust company would
be allowed to engage in the activities of the
subsidiary.

The 1031 exchange subsidiary (1) would not
participate in negotiating the terms of the real

2. The BHC's commercia bank subsidiary also may be a
lender with respect to real properties involved in the 1031
exchange transaction. Any lending relationship between the
bank and the customer would depend on the ability of the
customer and the loan transaction to meet the bank’s standard
underwriting terms and conditions.

BHC Supervision Manual
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property sale and purchase transactions that con-
stitute the forward 1031 exchange transaction
and (2) would not assist the customer in locating
a buyer of the initial property or a seller of the
replacement property. Therequestor al so asserted
that the proposed services are permissible non-
banking activities for BHCs under section
225.28(b) of Regulation Y (12 C.F.R. 225.28(b)).

In view of al the facts of the record, Board
staff opined that the proposed activities of the
1031 exchange subsidiary would be permissible
real estate settlement services under section
225.28(b)(2)(viii) of Regulation Y (12 C.FR.
225.28(b)(2)(viii)); would betrust company func-
tions under section 225.28(b)(5) of Regulation
Y (12 C.FR. 225.28(b)(5)); and would be finan-
cial advisory services, including tax-planning
and tax-preparation services, under section
225.28(b)(6) of Regulation Y (12 C.FR.
225.28(b)(6)).2

The opinion is limited to the activities relat-
ing to the 1031 exchange transaction described
in the opinion and in the correspondence
exchanged between the requestor and Board
staff. See the Board staff’s February 9, 2006,
legal interpretation.

3. The Office of the Comptroller of the Currency (OCC)
authorized national banks to provide a wide range of services
to facilitate their customers' 1031 exchange transactions. See
OCC Interpretive Letter No. 880 (December 16, 1999) and
OCC Corporate Decision No. 2001-30 (October 10, 2001).



Section 4(c)(8) of the BHC Act

(Education-Financing Activities) Section 3073.
3073.0.1 EXPANDED STUDENT- ally to purchase student loans from eligible
LOAN-SERVICING ACTIVITIES lenders.

The proposed activities were regarded as bein

A bank holding company applied for the Board'sequivalent to the activities of a mortgage bank
approval under section 4(c)(8) of the Bank Hold{Nd subsidiary of a bank holding company,
ing Company Act (BHC Act) and section 225.232Uthorized under section 225.28(b)(1) of Regu
of Regulation Y to expand the student-loaniation Y, with respect to acquiring and servicing

servicing activities of its nonbank subsidiary.mortgage loans for institutional investors or in
The activities would consist of— connection with the secondary-mortgage mar

ket. The activities proposed and currently con

1. providing student-loan authorities (the authorgUCted by the applicant, to the extent that the

ity) with regular reports that include informa- were different from the services performed by

tion in the aggregate and by individual lend-2"Y institution that services loans for others

ers concerning the volume of loans bein were perceived as being different only in tha
serviced for the authority and the volume O%hey related to servicing student loans for
loans outstandina: governmental authority. Banks and their non.
i ) g,. bank subsidiaries generally provide compreher
2. preparing projections for approval by thesjye |oan-acquisition and -servicing “packages”
authority of student loans to be purchasegy, investors in mortgage and other loans. Th
and commitments to be issued in the futyrebank holding company’s nonbank subsidiary
based on the volume of loans being servicefas the nation’s largest servicer of studen
and commitments outstanding, consistentWitiyans and was thus particularly well equippec
the amount of funds available to the authoryq perform the proposed expanded services.
ity as the result of its sale of bonds; In addition to determining that the proposec
3. advising eligible lenders, borrowers, and otheactivities were closely related to banking to
interested parties of the authority’s studentapprove the application, the Board had to con
loan-purchase program, including the criteriaclude that the proposed activities would product
used by the authority in purchasing studenbenefits to the public that would outweigh any
loans and the extent to which the authoritypossible adverse effects, such as unsound bar
will be purchasing loans in the future basedng practices, unfair competition, conflicts of
on the availability of funds; and interests, or undue concentration of resource:
4. meeting regularly with the authority to adviseThe Board made that conclusion in addition tc
it of the nonbank subsidiary’s efforts in con-determining that the balance of public interes
nection with the student-loan activities. factors that it is required to consider under sec
tion 4(c)(8) of the BHC Act was favorable.

Under no circumstances would the nonbank:ccordingly, the application was approved on

subsidiary be authorized to bind the authority oPUly 1, 1985 (1985 FRB 725).
its bank trustee to commit to purchase or actu-
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Section 4(c)(8) of the BHC Act
(Servicing Loans) Section 3080.(

A bank holding company or its subsidiary maysidiary, should focus on adequacy of documen
engage in the activity of servicing loans or othetation and controls, and on the quality and mar
extensions of credit for either affiliated compaketability of the warehoused loans. The examine
nies or for persons or institutions not affiliatedshould obtain a past due report for the portfolic
with the holding company. The service willand note in the inspection report significant
often be carried on as an additional activity of aredits which are past due together with the
credit-extending subsidiary, such as a mortgageeriod of delinquency, the type of loan, and the
company, where the loan serviced was origiasset classification, if any. The nature of the
nated by the subsidiary and subsequently sold &ervicing business is such that the number ¢
an investor. A servicing company provides thegast dues should be small because loans a
collection vehicle through receipt and disburseenly warehoused for a short period of time until
ment of funds for investors who may not posthey can be sold to an investor. As a rule, a pas
sess the resources to accomplish the activitdue loan or a current loan which has been watre
The purpose of servicing is to keep a sound loahoused for more than several months is indica
in good standing for a passive investor. Theive of some problem with the credit. Each loan
servicing company’s remuneration is usuallyshould be evaluated to determine the reason
based upon a percentage of the outstanding bdlas not been sold.
ance of the loan. During periods of rising long-term interest
The traditional servicing arrangement arisesates, the warehouse portfolio becomes subje
from the normal business of a mortgage comto the risk that a loan may not be marketable
pany. The company grants extensions of credéxcept at a discount, because of its relativel
to qualified borrowers and subsequently packow yield. This affects both the servicer’s income
ages and sells these loans, normally withoutnd liquidity.
recourse, to individuals or institutional investors In the case of the parent company acting as
who contract the collection of the credit to theservicer, the inspection should also determin
mortgage company. The company may also puwhether the activity is being carried on under
chase mortgages or other extensions of credit ithe proper exemption. A bank holding company
the open market with the intention of resellingmay act as a servicer under section 4(c)(8) ¢
the credit and retaining the servicing or carthe Act or under the provisions of sections
simply purchase servicing portfolios (12 C.F.R4(a)(2) and/or 4(c)(1) of the Act. If carried on
225.132). The collection itself is basically aunder Section 4(a)(2) of the BHC Act, the hold-
bookkeeping function. ing company is limited to servicing loans only
Servicing loans for others is relatively risk-for its own account or its banking and nonbank:
free to the company when the credits are solthg subsidiaries. If carried under Section
without recourse to investors. A credit which4(c)(1)(C) of the BHC Act, the bank holding
has been sold with recourse represents an unuseaimpany is limited to servicing loans only for
circumstance and should, therefore, be reviewdts own account or its banking subsidiaries.
in detail. The serviced loans will generally be Finally, the income of the company should be
high quality mortgages which are in turn pur-subject to scrutiny. A servicing company should
chased from the company by passive investoifse a profitable business. The servicer receives
desiring a fixed rate of return on their fundsfee based upon a percentage of the outstandir
The risk to a servicing company lies in itsbalance of the loan. In the early years of the
portfolio of unsold loans, or its “warehouse.” payback period, the fee should significantly
The risk is two-fold: (1) the loan may not be ofexceed the cost of the service, and becaus
high enough quality to attract an investor so thainuch of the portfolio will be refinanced either
the servicing company will have to continue toprior to its maturity or prepaid, the fee income
carry the credit for its own account, and (2) theshould be sufficient to cover the servicer’s cos
loan was made at an interest rate which is beloplus profit. The reason for poor earnings in this
current market rates. In the latter case, the seactivity is generally either inefficiency in the
vicing company must either sell the loan at aollection area, failure to attain the breakever
discount or continue to hold the credit for itspoint of servicing volume, or the inability to
own account. In either case, the loan is treatetlirnover the warehouse portfolio often enougt
as an asset of the company and involves credivb maintain new fee generation. In the event tha
risk.

The inspection of a servicing company, or aHc Supervision Manual December 1992
servicing department of a credit-extending sub- Page 1




Section 4(c)(8) of the BHC Act (Servicing Loans) 3080.0

the servicer is unprofitable, the examiner should 2. To determine the level of exposure to
determine the reasons and clearly set them forttredit risk of loans held for the firm's own
in the inspection report. account.

The servicing arrangement is of a fiduciary 3. To determine if the firm’'s earnings are
nature and as such it gives rise to certain contirsufficient so as not to be a burden on the parent
gent liabilities. In the situation where the ser-or subsidiary bank.
vicer is not fully and properly discharging its
servicing responsibilities in accordance with the
servicing agreement, the holder of the service8080.0.2 INSPECTION PROCEDURES
notes might bring legal claims against the ser-
vicer. The inspection process should direct 1. Review the balance sheet to determine the
attention to this area including a review of thevolume of credits held for the firm’s own account
servicing agreement and verification that theand evaluate their asset quality.
servicer is fulfilling its obligations. Manage- 2. Review internal controls and evaluate their
ment should be reminded of the significant losadequacy.
exposure which can result from improper atten- 3. Review earnings and appraise the impact
tion to its fiduciary responsibilities. on the parent and bank subsidiaries.

4. Review servicing agreements and evaluate
the potential or contingent risks to which the
3080.0.1 INSPECTION OBJECTIVES firm is exposed in the event of failure by a
borrower to service its loan properly.

1. To determine that internal controls are 5. Determine whether mortgage servicing
adequate to administer effectively the servicingights are recorded as an asset and whether they
of the loan portfolio. are being amortized over the average life of the

loans being serviced.

BHC Supervision Manual December 1992
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Section 4(c)(8) of the BHC Act (Asset-Management,
Asset-Servicing, and Collection Activities) Section 3084

A bank holding company may engage undeorders about providing asset-management se

contract with a third party in the managementyices were approved on March 25, 1991 (199:

servicing, and collectionof the types of assets FRB 331 and 334).

that an insured depository institution may origi-

nate and own. The company cannot engage in

real property management or real estate brokeB084.0.2 ASSET-MANAGEMENT

age services as part of these services. See Re@ERVICES FOR ASSETS

lation Y, section 225.28(b)(2)(vi). Provided belowORIGINATED BY NONFINANCIAL

are some initial historical examples of BoardNSTITUTIONS

orders that involve asset-management services

related to this nonbanking activity. The commit-Two bank holding companies (the applicants;

ments and conditions provided for within theapplied jointly for the Board’s approval under

Board orders should not be considered to bsection 4(c)(8) of the BHC Act to engage de

currently applicable. novo in collection-agency activities pursuant tc
Regulation Y through a joint venture. The Board
concluded that the collection activities were

3084.0.1 ASSET-MANAGEMENT permissible.

SERVICES TO CERTAIN The bank holding companies also applied fol
GOVERNMENTAL AGENCIES AND the Board’'s approval to engage in asset
UNAFFILIATED FINANCIAL management, asset-servicing, and collectio
INSTITUTIONS WITH TROUBLED activities through a nonbank of the joint venture
ASSETS located in New Jersey. The subsidiary woulc

provide asset-management services to the Res
Three bank holding companies (the applicantdution Trust Corporation (RTC) and the Federa
applied for the Board’s approval under sectiorDeposit Insurance Corporation (FDIC). It would
4(c)(8) of the BHC Act to engage de novo inalso provide these services to unaffiliated third
providing asset-managementservicestothe Regoarty investors that purchase pools of asset
lution Trust Corporation and the Federal Deposiassembled by the RTC or the FDIC. Under the
Insurance Corporation, and generally to unaffiliproposal, neither the applicants nor this non
ated financial institutions with troubled assetsbank subsidiary would acquire an ownershiy
The applicants committed to conduct thesénterest in the assets that they manage or in tt
activities under the same terms and conditionmstitutions for which they provide the asset-
as setout in 1988 FRB 771. management services. The applicants furthe
The commitments and conditions of this ordecommitted that they would not provide real
required that (1) the asset-management activproperty management or real estate brokerag
ties would be provided to the banks and savingservices as part of the proposed activities.
associations, (2) the applicant would obtain the The Board previously determined that, within
Board’'s approval before providing asset-certain parameters, providing asset-manageme
management services for pools of assets thaervices for assets originated by financial institu
were not originated or held by financial institu-tions (banks, savings associations, and crec
tions and their affiliates, (3) the applicant wouldunions) and their bank holding company affili-
cause its asset-management subsidiary to estadies is an activity closely related to banking (se
lish procedures to preserve the confidentiality 01991 FRB 331, 334 and section 3600.15.3). Th
information obtained in the course of providingapplicants proposed to conduct all asset
asset-management services, and (4) neither theanagement activities subject to the same cor
applicant nor its management subsidiary wouldlitions as in the Board orders previously cited.
take title to the assets managed by the asset-The applicants proposed to engage in asse
management subsidiary. management activities for assets originated b
The applications of these holding companiesonfinancial institutions as well as by financial
were approved by a Board order on Deceminstitutions. These assets include real estat
ber 24, 1990 (1991 FRB 124). Two additionalconsumer, and other loans; equipment lease
and extensions of credit. Assets of nonfinancis

o , institutions include pension funds, leasing com

1. Asset-management services include acting as agent in
the liquidation or sale of loans and collateral for loans, includ- .
ing real estate and other assets acquired through foreclosuPd1C Supervision Manual June 1999
or in satisfaction of debts previously contracted. Page 1




Section 4(c)(8)—(Asset-Management, Asset-Servicing, and Collection Activities) 3084.0

panies, finance companies, and investment comegardless of the originating entity. The Board
panies formed to engage in asset-managemealso determined that the proposal was consistent
activities. The managed assets would be limitedith the asset-management proposals approved
to the types of assets that financial institution# its prior orders. The Board concluded that the
have the authority to originate. The Board conapplicants’ proposed activities are closely related
cluded that the applicants would have the expeto banking and approved the order on December
tise to engage in managing these types of assefd,, 1992. (1993 FRB 131)

BHC Supervision Manual June 1999
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Section 4(c)(8) of the BHC Act
(Receivables) Section 3090.(

Two nonbanking activities authorized undercredit facility secured by an assignment of
section 4(c)(8) of the BHC Act, per Regulationaccounts receivable (accounts receivable finani
Y in section 225.28(b)(1), are the discount puring). These activities date back to Board order
chasing of a client’'s accounts receivables (fadssued in 1951. See sections 3090.1 and 3090.
toring) and the establishment of a revolving

BHC Supervision Manual December 1997
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Section 4(c)(8) of the BHC Act
(Factoring) Section 3090.1

3090.1.1 INTRODUCTION forthcoming, and if bankruptcy threatens the
seller, buyers may hold back their future
Factoring is the discount purchasing of the clipurchases.
ent's accounts receivable invoices for goods that
have been manufactured and shipped. Factoring
differs from accounts receivable financing in3090.1.2 FUNDING
that the factor assumes the credit risk of collect-
ing payment from the recipient of the goodsSince factors traditionally provide financing to
The principal advantage of factoring is that thendustries with seasonal borrowing require-
client is assured of the collection of the pro-ments, such as textiles, shoes, clothing, an
ceeds of its sales, regardless of whether thaether consumer goods, their own funding pro:
factor is paid. grams will usually reflect this volatility. It may
A factor generally offers four basic services:be expected that factors generally will have
(2) credit investigation and approval; (2) buyinggreater access to short-term unsecured crec
the client's accounts receivable at a discourfiacilities than would be expected for other non-
(generally between .75 and 1.5 percent) aftdvank activities. This would hold true for factors
shipment of the goods to which there is ndunded solely from internal sources as well as
subsequent claim, just a claim against thexternal sources.
invoices; (3) bookkeeping in the form of posting Because of a factor’s inherent funding volatil-
accounts; and (4) advancing funds in the fornity, a major portion of a factor’s liabilities will
of an “open account” when there could bebe short-term debt. For the internally fundec
30 days between shipment and payment. Theompany, this source will be predominantly
later allows the client to replenish inventorycommercial paper proceeds from the parer
loans for working capital or expansion. company, with perhaps some bank line proceec
Maturity factoring and advance factoring areintermixed. The externally funded company will
the basic techniques of the industry. In maturityprobably rely on bank lines for its short-term
factoring, an average maturity due date is conreeds, usually with the parent company’s guar
puted for the receivables purchased during anty of the debt.
period and the client receives payment on that Longer term funding may be provided through
date. Advance factoring uses the same computhank term loans and subordinated debt, althoug
tions, however, the client has the option of takthe volume of this type of debt appears to be
ing advance payments equal to a percentage lwiw relative to other financing industries. The
the balance due at any tingrior to the com- terms and covenants of long-term debt appear 1
puted average maturity due date. The unadallow for relatively more flexibility in opera-
vanced balance, sometimes called the “client'sions and more highly leveraged positions tha
equity,” is payable on demand at the due date. similar debt for other financing industries in
The factor's balance sheet reflects the purecognition of the volatility of factoring opera-
chases as “factored receivables” and the liabilitions and the liquidity of factoring assets.
ties as “due to clients.” Usually the due to The principal suppliers of senior and subordi-
clients balance will be significantly less than thenated funds to factors and accounts receivabl
factored receivables balance because of pafinancers appear to be limited to a few insuranc
ments and advances to the clients. The incommmpanies that specialize in this field, althoug}
statement will show factoring commissions,a few banks also provide senior term funding
which represent the discount on the receivableBhese lenders have incorporated their percej
purchased. Interest income for advances on th®ns of acceptable balance sheet ratios an
due to client balances may or may not be @arnings performance into their debt agreemen
separate line item. as restrictive covenants. Since comparativ
The factor is a pivoting point between theindustry data is limited, these restrictive cove-
buyer and the seller. The buyer must pay or alhants may be the examiner’s primary means ¢
parties lose. Also the seller must have a reputavaluating leverage, loss reserves, and capit
tion for delivering quality merchandise. The fac-adequacy. The “dueto clients” accountis anothe
tor must know the business well enough tcsignificant measure of a factor’s liabilities. As
account for sudden increases in returns for ouioted before, the account represents th
of-specification merchandise or for merchandise
of low quality. If the seller does not perform BHC Supervision Manual December 1992
adequately, payment for the goods may not be Page 1




Section 4(c)(8) of the BHC Act (Factoring) 3090.1

accumulation of the amounts payable to théypical practices and considerations in this form

clients upon the maturity of their factoredof financing.

receivables. This liability is, to a large extent, During the preliminary phase, the following

self-liquidating through the collection of thoseinformation should be reviewed:

receivables. 1. System approvals for offices and activities,
An analysis of the changes in the relativeincluding stipulated public benefits;

proportions of the “due to clients” account 2. Financial statements, both interim and fis-

should provide valuable input into the analysiscal, for a sufficient period to determine trends

of a factor’s earnings. Since factoring is a highlyand operating patterns;

competitive industry, price cutting has reduced 3. All management reports which should

factoring commissions to a point where theyindicate problem loans, loan volume, new

provide minimal support to earnings; thereforeaccounts and other reports regarding loan port-

the interest margins on factoring advances havelio and company status;

a significant impact on net income. The implica- 4. External debt instruments to determine

tion of the analysis of proportional changes isnaterial restrictive covenants;

that as more clients take advances (reducing 5. Internal audit reports and workpapers;

“due to clients”), profit margins should widen, 6. Minutes of the board of directors, execu-

and conversely, as the “due to clients” propor-tive committee and loan committee, if available

tion of total liabilities rises, profit margins may at the parent company;

be expected to narrow. 7. Theresults ofaparentcompanyloanreview,
if any.
8. To be requested:
3090.1.3 INSPECTION OBJECTIVES a. Schedules of past due loans, intercom-

pany participations, and large loans;

1. To determine whether the company is op-  b. Schedules of problem accounts, liqui-
erating within the scope of its approved activi-dating accounts, and repossessed assets;
ties and within the provisions of the Act and  ¢. General ledger trial balance;
Regulation Y. d. Loan trial balance, including over-

2. To determine whether transactions witradvances;
affiliates, including banks, are in accordance €. Statements of company lending, accrual,
with applicable statutes and regulations. and other policies;

3. To determine the quality of the asset port- . Reconcilement of the loan loss reserve
folios, and whether lending, monitoring and col-for the period between inspections;
lection policies are adequate to maintain sound g. Listing of common borrowers between
asset conditions. affiliates.

4. To determine the adequacy of the reserve
for loan losses and whether the asset charge-off

olicy is appropriate. .
P 5. yTo dgt%rrr?ine the viability of the company3090'1'4'1 On-Site Procedures
as a going-concern, and whether its affiliate o ) )
status represents a potential or actual adverdédter reviewing the material available at the

influence upon the condition of the consolidatedparent company, including the audit review, a
corporation. decision whether to go on-site is in order. Some

of the determinants of this decision are relative
size, current earnings performance, overall con-

3090.1.4 INSPECTION PROCEDURES tribution to the corporation’s condition, asset
o quality as indicated by internal loan review

The inspection procedures for a factor hav&ePOrts and problem loan reports, and the condi-
been divided into two phases, preliminary andion of the company when last inspected. From
on-site, when considered necessary. the information provided, it might be deter-
The preliminary phase entails the gatheringin€d that the company is operating properly
and analysis of information at the parent com@nd is in apparently sound condition. In such a
pany in order to determine the scope of the fiel§@S€, an on-site inspection may not be war-
work to be performed on-site. The on-site Seg[anted. Conversely, a deteriorating condition

ment of the procedures expresses some of tHaight be detected which would require a visit,
even though a satisfactory condition had been

BHC Supervision Manual December 1992 determined during the previous inspection. Sub-
Page 2 sidiaries in unsatisfactory condition should be




Section 4(c)(8) of the BHC Act (Factoring) 3090.1

inspected each time the parent company isay allow the factor to obtain comparison anc
inspected. monitoring data on the client. If a monitoring

The following comments provide a generalsystem is in place, the data provided will be
outline of the factor’s basic operation. This outvaluable in the asset analysis process.
line will provide a background for the com- The evaluation of a factor includes a review
ments in the inspection procedures. of its systems and controls as well as an analys

While the typical factoring agreement stipu-of the quality of its assets, both of which may be
lates that all accounts receivable of a client araccomplished by a two segment analytica
assigned to the factor, not all are purchasedpproach. A major portion of a factor's assets
without recourse. The agreement between thwill be factored receivables, for which the credit
factor and the client will usually state thatdepartment has the responsibility for credit qual
receivables subject to shipping disputes anidy and collection. The other major portion of
errors, returns, and adjustments are chargealilee assets will be the client loans and credi
to the client because they do not represent boreecommodations, for which the account officer:
fide sales. In addition, sales made without thare responsible. The procedures for each are
factor's approval are consideredlient risk will be dealt with separately.
receivables, with full recourse to the client if the
customer fails to pay. .

The usual appr?)v)f:ll process requires the cliert090-1.4.2 Credit Department
to contact the factor’s credit department befor
filling a sales order on credit terms. The credi ; . :
department will research its files, determine thgolléction process, the credit department is th
credit worthiness of the customer, and approvB€art of a factor. The department maintain:
or reject the sale. As stated before, if the credig'€dit files, which are continually updated as

department rejects the sale, the client may confurchases are made and paid for by the custor
plete the sale, but at its own risk. The mosE's- These files will include financial statements

common reasons for rejection are sales to affilicedit bureau reports, and details of purchasin

ates, sales to known bad risks, sales to custonfo/Ume and paying habits. Usually, each cus
mer will have an assigned credit line, which is

ers whose credit cannot be verified, and sales dit d ; v timate of th ;
customers whose outstanding payables exce&df Crédit departments estimate of the custom
er’s credit capacity.

the factor’s credit line. ; .
Once a sale has been made and the receiva%’_‘e-rhe evaluation of this department should take
il

ecause of its integral function in the credit anc

assigned to the factor, approved or not, th e form of a review of a sample of the custome
client's account will be credited for the net!leS: The sample may be drawn from lists of

invoice amount of the sale. That is, any trade ofgrge volume customers and closely monitore

volume discounts, early payment terms, angUSIOMers, or it may be a random sample. Th

other adjustments are deducted from the invoicg*@miner should have either a copy of depart
ental policies and procedures or a verba

amount. The receivable then becomes part dp

he client's “availability” P understanding pf th_em prior to th_e r_eview. It
the client's "availability” to be paid in advance ﬁgould be kept in mind that the objective of the

basis of the factoring arrangement review is to critique the credit and collection
Each month the client will receive an “ac- Process and to verify departmental effective:

counts current” statement from the factor which1€SS» @nd not to obtain classifications.
details the transactions on a daily basis. This

statement will reflect the daily assignm(_ents 08090.1.4.3 Asset Evaluation
receivables, remittances made, deductions for

term loans, and interest charges and factoringrior to the review of asset quality, the examine
commissions. Credit memos, client risk, charggnould receive the lists of problem clients, client
backs, and other adjustments will also be showryyer-advances, term loans, and credit accomm
from the balance due to the client upon thqpred receivables including client risk receiv-
failure of customers to pay receivables factore@pjes, These will be used as the basis for selectir
at client risk. the clients to be reviewed. It is recommendec

The accounts current statement and the avaihat the selection be made from the list of client

ability sheets will be necessary for the assefjth term loans, largest first, in addition to the
analysis process. Considering the volume of

transactions, the accounting system that devesHc Supervision Manual December 1992
ops this data will probably be automated, which Page 3




Section 4(c)(8) of the BHC Act (Factoring) 3090.1

acknowledged problems. Clients with high dilu-receivables” is the only portion of factored vol-

tion rates and those with client risk receivablesime that is appropriate for use in the amount
equal to 20 percent or more of factored volumelassified. Because of the recourse aspect the
may also be included. balance is considered as an indirect obligation

It should be noted that a factor usually col-rather than a direct obligation.
lects principal and interest payments directly As a further step in the evaluation of the
from the client’s availability, which means thatlending area and its controls, the evaluation of
the expected delinquency rate is minimal. Paghe steps taken and the results of at least one
due factored volume is not an effective measureecent client liquidation should be made. By
of client quality. reviewing the chronology of events along with

A maturity client’s availability is the sum of the loan and collateral balances, the effective-
all factored receivables, less trade and otharess of systems and controls under extended
discounts, factoring commissions, credit memogircumstances may be assessed. The type of
and client risk charge-backs. There may also biguidation will have a bearing on the losses
other deductions for letters of credit and othetaken. Losses tend to be higher when client
credit accommodations. An advance client'sraud is involved.
availability would be further reduced by ad- In the process of evaluating a factor’s condi-
vances on the factored receivables, interesion, the adequacy of systems and controls and
charges, and the reciprocal of the contractuallthe capability of management are considered
agreed upon “advance” percentage. This recipsignificant measures. Asset quality, as measured
rocal, 20 percent in the case of an 80 percerty classifications, may be influenced by sea-
advance client, is sometimes referred to as th&onal aspects and should be carefully analyzed
client’'s “equity” in the factored receivables. to allow for such influences. Because of a lack
Availability may be increased by liens on addi-of regular and consistent comparative data for
tional collateral such as inventory, machinenthe industry, earnings and capital adequacy
and equipment, real estate, and other marketabdee evaluated in terms of the company’s own
assets. performance.

The review and analysis of asset quality will The review of the company’s internal systems
be procedurally similar to that used in accountand controls should be continuous during the
receivable financing. However, certain aspectsispection. Considering the large volume of
of the financial statements may need elaborataily transactions that flows through a factor,
tion. The client’s balance sheet will have a “dueany internal control that can be easily negated
from factor” account instead of accounts receivrepresents a potential problem and should be
able. The account balance may be somewhatought to management’s attention. In the broad
lower than a normal receivables balance, whickhontext, this review would include the credit
would affect turnover ratios and other shortcontrols for both clients and customers. Since
term ratios. The difference relates to the client'sredit problems can develop rapidly in factor-
ability to convert sales to cash faster with ang, credit controls and systems must be respon-
factor than if the receivables were to be colsive to the identification of these problems.
lected normally. In addition, the analysis of theDeficiencies noted should be discussed with
statements should incorporate an assessmentrofnagement and, if significant, cited in the
the client’s ability to absorb normal dilution andreport. The company’s earnings trends may be
the potential losses associated with client riskevaluated by using a comparative yield on assets
receivables, particularly when these factors arapproach. By analyzing yields on asset cate-
higher than usual for the portfolio. gories from period to period the examiner will

As a factor’'s systems and controls for clientbe able to make a judgment as to the efficiency
loans are somewhat similar to those for accountsf the systems. Factors are subject to the same
receivable financing, the evaluation of asseprice competition in the commercial finance
quality must consider these factors before thenarket as accounts receivable financers. Declin-
classification of a client is made. While theing portfolio yields may reflect the inroads made
typical client may have less than satisfactorjpy competition and may indicate a decline in
financial statements, the factor’'s working knowl-future profitability.
edge of the client's operations and industry The subject of capital adequacy is influenced
tends to mitigate the risk factors present. by the aforementioned seasonal characteristics.

For classification purposes, “client risk Over the period of a year, the comparisons of
equity to assets and equity to liabilities will vary

BHC Supervision Manual December 1992 Significantly. It is suggested that an average
Page 4 balance sheet be used to stabilize the variations.




Section 4(c)(8) of the BHC Act (Factoring) 3090.1

In addition to balance-sheet ratio analysis, theomparisons between fiscal periods may refle
effects of dividends and fees paid to the parerd declining trend. Such a trend should be dis
company on the capital accounts may be anaussed with parent company management.

lyzed to determine the rate of internal capital The report comments should summarize thes

generation. If the company is in a growth pro-considerations in a clear, concise presentation.
file, or attempting to gain market share, the

3090.1.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations®  Orders
Loans to affiliates 23A FRA
371c
Purchase of affiliate’s notes from 23A FRA 3-1131 1951 FRB 960
a third party 371c
Activities not closely related 4(c)(8) BHC Act 225.126 4-184
to banking 1843(c)(8)
Acquisition of assets 4(c)(8) BHC Act225.132 4-175.1 1974 FRB 725
1843(c)(8) 1984 FRB 370
Real estate mortgages as eligible 23A FRA 1933 FRB 566
collateral under section 23A 371c
Indebtedness of affiliate on assets23A FRA 3-1125 1936 FRB 324
acquired from member bank 371c
Marketability of collateral under 23A FRA 3-1121 1935 FRB 395
section 23A 371c
Activities closely related 4(c)(8) BHC Act 225.123 4-176 1971 FRB 514
to banking 1843(c)(8) 225.28(b)(1) 1975 FRB 245
1984 FRB 50

1984 FRB 370
1984 FRB 376
1984 FRB 452
1984 FRB 736
1986 FRB 143
1988 FRB 177
1988 FRB 330

1989 FRB 79
1992 FRB 74
Community development 4(c)(8) BHC Act 225.127 4-178 1972 FRB 572
activities 1843(c)(8) 225.28(b)(12)
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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Section 4(c)(8) of the BHC Act
(Accounts Receivable Financing) Section 3090

3090.2.1 INTRODUCTION seasonal businesses, a large portion of tf
financer’s liabilities will be short-term debt. For
Accounts receivable financing is a revolvinginternally funded financers, this debt will be
credit facility secured by an assignment ofpredominantly commercial paper proceeds fron
accounts receivable. As a financing technique, the parent company, with perhaps some ban
allows the client (the financed company) tdines intermixed. The externally funded com-
obtain working capital without waiting for cus- pany will probably rely on bank lines for its
tomer payments. This form of financing is fre-short-term needs, usually with the parent com
quently used by companies with working-capitapany’s guaranty of the debt.
shortages, companies in seasonal industries, andLonger term funding may be provided through
companies with weak financial conditions. Typi-bank term loans and subordinated debt, althoug
cally, the funding requirements of these compathe volume of this type of debt appears to be
nies are in excess of any amounts that would blew relative to other financing industries, anothel
available through unsecured bank financing. parallel to factoring. The terms and covenants o
The financing process begins with a bona fidéong-term debt appear to allow for more flexibil-
credit sale by the client and the assignment dfy in operations and somewhat more highly
the resulting receivable to the financer. Uponeveraged positions than similar debt for othel
assignment, the financer advances a specific pdinancing industries. This practice is apparently
centage of the receivable to the client. The loain recognition of the volatility of this form of
is repaid by customers’ direct payments or, iffinancing and the liquidity of the assets support
the case of a lockbox, by the remittance of théng the financer's loans.
customer’s payment to the financer, who returns The principal suppliers of senior and subordi-
the amount in excess of the loan to the clienmated funds to collateral lenders (factors an
While a simple concept for a single transacaccounts receivable financers) appear to be lin
tion, the operations of an accounts receivabliged to a few insurance companies that specia
financer become a complex process when marge in this field, although a few banks also
clients and perhaps thousands of receivables gpeovide senior term funding. These lenders hav
involved. incorporated their perceptions of acceptabl
Companies engaged in accounts receivablealance-sheet ratios and earnings performant
financing usually incorporate the full range ofinto their debt agreements as restrictive cov
commercial financing activities into their opera-enants. Since comparative industry data ar
tion. These activities would include inventorylimited, these restrictive covenants may be th
financing, loans secured by machinery and equigxaminer’s primary means of evaluating lever-
ment, some forms of real estate loans, and loaragje, loss reserves, and capital adequacy.
secured by other assets. As a general statement,
these companies will provide Working-capital3090_2_3 INSPECTION OBJECTIVES
financing using almost any form of viable collat-
eral to secure the loans. These additional activi- 1. To determine whether the company is op
ties are facilitated by the financer’s in-deptherating within the scope of its approved activi-
knowledge of the borrowers’ financial condi-ties and within the provisions of the act and
tions and cash flows. This knowledge come®&egulation Y.
from the controls placed on the borrowers, such 2. To determine whether transactions with
as periodic field audits, the flow of the borrow-affiliates, including banks, are in accordance
er's cash through the company, and an internalith applicable statutes and regulations.
staff that specializes in the financed industries. 3. To determine the quality of the asset port:
folios and whether lending, monitoring, and col-
3090.2.2 FUNDING lection policies are adequate to maintain soun
asset conditions.
Accounts receivable financing companies, like 4. To determine the adequacy of the reserv
factors, traditionally provide working-capital for loan losses and whether the asset charge-c
financing to seasonal industries. Consequentlpolicy is appropriate.
the funding programs of these financing com- 5. To determine the viability of the company
panies will reflect these variations in theiras a going concern, and whether its affiliate
increased use of short-term funds relative ta
other nonbanking activities. BHC Supervision Manual June 1996
Since many accounts receivable clients have Page 1




Section 4(c)(8) of the BHC Act (Accounts Receivable Financing) 3090.2

status represents a potential or actual adver§990.2.4.1 On-Site Procedures
influence upon the condition of the consolidated
corporation. After reviewing the material available at the
parent company level, including the audit review,
a decision whether to go on-site is in order.
3090.2.4 INSPECTION PROCEDURES Some of the determinants of this decision would
The inspection procedures for an accountéiclude relative size, current earnings perfor-
receivable company have been divided into twéhance, overall contribution to the corporation’s
phases, preliminary and on-site. condition, asset quality as indicated by internal
The preliminary phase entails the gatheringoan review reports and problem loan reports,
and analysis of information at the parent comand the condition of the company when last
pany in order to determine the scope of the fieldnspected. From the information provided, it
work to be performed on-site, if required. Themight be determined that the company is operat-
on-site segment of the procedures expressé¥d properly and is in apparently sound condi-
some of the typical practices and considerationon. In such a case, an on-site inspection may
in this form of financing. not k:_)e Warr_anted. Conversely, a deteriorating
During the preliminary phase, the following condition might be detected which would re-
information should be reviewed: quire a visit, even though a satisfactory condi-
1. system approvals for offices and activitiestion had been determined during the previous
including stipulated public benefits Inspection. Subsidiaries in unsatisfactory condi-
2. financial statements, both interim and fistion should be inspected each time the parent
cal, for a sufficient period to determine trendsfompany is inspected. _ o
and operating patterns The on-site inspection procedure will be simi-
3. all management reports which shouldar to that use_d |nacommerC|_aI department of a
indicate problem loans, loan volume, newPank. Selection and evaluation of the assets,
accounts and other reports regarding loan porfeview of internal controls, identification of

folio and company status lending policies, and credit review procedures
4. external debtinstruments to determine mateire all familiar areas to the examiner and do not
rial restrictive covenants need further explanation. However, the account-

5. internal audit reports and workpapers— ing and reporting systems are somewhat differ-
a. internal control exception report to€nt and will require the examiner to become
determine weaknesses and corrective actions, familiar with systems and policies before pro-
b. flow charts in the workpapers which ceeding with the asset evaluation process.
will enable the examiner to become familiar
with company systems, and )
c. additional internal reports may be iden-3090.2.4.2 Accounting and Controls
tified which may assist the inspection on-site ) .
6. minutes of the board of directors, execuThere are two basic systems within the account-
tive committee and loan committee, if availabledng and control environment of an accounts

at the parent company receivable company. The first system provides
7. theresults of a parent company loan reviewgccounting and control for client loans and col-
if completed lateral balances and is frequently automated to
8. To be requested: handle the large flows of data generated in the
a. schedules of past-due loans, interoperation. It is also common to find lockbox
company participations, and large loans arrangements with banks that tie into the client
b. schedules of problem accounts, liquidatsystem for the receipt of customer remittances.
ing accounts, and repossessed assets Such lockbox arrangements provide a greater
c. general ledger trial balance degree of control over remittances.
d. loan trial balance The mechanics of the client system will be
e. statements of company lending, accruafétailed in the internal audit file, which should
and other policies also indicate the adequacy and efficiency of the
f. reconcilement of the loan-loss reservesystem’s controls. The audit file may also indi-
for the period between inspections cate the accounting techniques used and the
g. listing of common borrowers betweenclient-monitoring reports that are generated by
affiliates the system, such as dilution rates and trends,
and year-to-year volume and operating compari-
BHC Supervision Manual June 1996 sons. The client system provides the basic data

Page 2 for the company’s accounting and control sys-
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tem. While the basic accounting considerationthe quantity shipped was less than that ordered
are outlined in the AICPAndustry Audit Guide: It is the client’s responsibility to provide this
Audits of Finance Companigthere are certain information to the financer on a daily basis. If
accounting aspects which deserve additiondhere is sufficient availability, the requested
treatment. In some cases where a group @&mount is usually advanced. On occasion, th
related companies are clients, the financingvailability computation will show the client to
arrangements may include cross-guarantees ahd “over-advanced,” that is the loan balance
cross-collateralization agreements. Inthese casexceeds the agreed percentage advance agai
the financer might utilize excess availability forcollateral. This situation may have occurred be
some of the related entities to offset the overeause some receivables have become past di
advance of another entity. Another treatmenor the financer may have authorized additiona
that may be applied is the use of a “reserve fofunds to meet some valid client requirement. As
liquidating accounts,” which in some instancesa rule, over- advance positions are usually suk
is a specific reserve for a problem account thgect to a quick paydown to reduce the loan
reverses at least current period earnings for tHealance to the original contractual terms.
account. This reserve is in addition to the allow- At times, the availability computation will
ance for bad debts and may not be an expliciteflect additional collateral value in the form of
balance sheet account, but an offset to groseventories, machinery and equipment, and othe
loans outstanding. assets, shown net of an advance percentac
These categories usually indicate term loan:
secured by liens against the respective asse
3090.2.4.3 Definitions which expand the collateral base and provid
additional support to the client’s working capital
While many of the following comments definerequirements. These term loans should not b
certain routine accounting and control considereonfused with loans for the acquisition of such
ations for accounts receivable financing, certainssets which might appear only in the client’s
of the concepts are necessary for proper evaluaionthly statement.
tion of client quality (i.e., availability, dilution,  The accounts receivable financer charges ir
over-advances, and advances on other collaterest on the daily cash borrowings of the clien
eral). These definitions are general in nature eand accumulates these charges on the client
is the terminology, however, the processes wilmonthly statement. The total interest charge fo
be similar in almost every company. advances on receivables and other loans
Loans to the client are based upon a contracleducted directly from remittances received by
tual percentage of the client's eligible receiv-the financer. Accordingly, the expected delin-
ables against which the financer has agreed tuency rate for an accounts receivable operatio
advance funds. Eligible receivables include alis low except for the rare loan which is paid
assigned receivables, less trade discounts, earirectly by the client and other assets whick
payment discounts, contra-accounts (reciprocédrmerly belonged to a defunct client.
sales between the client and customers), receiv-
ables past due beyond the eligibility period
specified in the contract, and other adjustment®090.2.4.4 Over-Advances and Other
The advance percentage is determined by [goans
number of factors which include the expected

average dilution rate (disputed invoices, misit was indicated earlier that an over-advance
shipped goods, returns and allowances, etc.) aRglpresented funds advanced in excess of ava
the client's expected gross profit margin. As ple loanable funds and that there are two bas
general rule, lenders in this field try to financezguses for over-advances. Some over-advanc
only the cost of sales and not the client's profitspccur because a portion of eligible receivable:
Because this form of financing involves rap-hecomes past due and ineligible for advance:
idly changing collateral balances, a high volumerhis condition is usually corrected by the
of customer payments, and frequent loan regssignment of additional receivables or receip
quests, the financer has to determine the Client'& customer payments, and therefore may exis
“availability” (loanable funds) before advanc- gnly for a few days.
ing the loan. AVallabl'lty is the total of ellglble The other basic over-advance occurs when

receivables times the advance percentage leggent requires additional funds for valid busi-
credit memos and the current loan balance

Credit memos are adjustments to the customersHc Supervision Manual December 1995
account for errors in the client’s shipments (i.e., Page 3
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ness purposes, such as an inventory buildup gtoup to be considered is the acknowledged
the beginning of a season. In such cases, throblem accounts. The next sample should be
over-advance is set up as a very short-term loadfrawn from accounts with high dilution rates,
and paid down rapidly out of the client’s avail-those with frequent or large over-advances, and
ability. While the policy for over-advances variesthose which constantly take down all of their
between financers, when they are permitted thegvailability. Participations, purchased or sold,
are usually carefully analyzed by the internabetween affiliates should also be included in the
credit committee and closely monitored untilexaminer's sample. While this approach may
paid off. exclude some of the larger accounts, itis intended
If a client is involved only in receivables to include those accounts which are potential
financing and has made an over-advance requeptpblems in the primary review group. Should
the financer generally will prefer to take a lienthe company have a monitoring system for
against inventory rather than make an unsecurgmbtential problem accounts, the system should
over-advance. Regardless of the purpose of thee used for drawing the review sample.
inventory loan, the financer will advance only a The principal tools for the review process
small percentage of the inventory value (40 teshould include: the credit file, the field audit file,
50 percent) to allow for shrinkage, spoilage andhe monthly statement for the inspection date,
obsolescence of the collateral. While inventorghe availability sheet for the inspection date, and
liens are in effect, the field audit staff will par- updated information for the interim period end-
tially verify the inventory during each audit. ing with the on-site inspection date. Within the
While machinery and equipment may becredit file, the copies of the financing agree-
pledged as additional collateral to support workments will indicate the specific terms of the
ing capital loans during the business periodhborrowing relationship: the pledged collateral;
most client companies will also finance equip-advance percentage; interest rate; guarantees;
ment purchases on a secured basis. In eithappraisals; and the required communications,
case, the financer usually advances a percentagiech as monthly receivables agings, inventory
of the quick sale or auction value of the equipand machinery and equipment certification,
ment as determined by an appraisal. Duringtc. The usual file information will also in-
field audits, the presence of the equipment andude management’s analysis of the client’s
appropriate lien tagging are verified by the fieldperations.
auditors. The field audit file will contain the audit
On occasion, a lien on real estate is part of theeports originated by the financer’s field audit
pledged collateral. The real estate may be opestaff. These reports are usually quite comprehen-
ating premises, land, or the property of thesive, with a primary focus upon critical financial
principal of the client. Such liens may occurareas. As a minimum, the auditors will analyze
when the client is acquiring new, or expand{rade payables, State and federal taxes, cash
ing old, operating facilities and is using theflows, inventories, and receivables. Particular
financing relationship to fund the project. How-attention is paid to the client’'s sales and ship-
ever, in many cases the lien was taken to prgping procedures in order to ascertain that valid
vide additional collateral for working capital invoices are being assigned to the financer. The
loans. In either case, appropriate documentatiazlient's accounting procedures are also analyzed
and appraisals should be on file. to determine their effectiveness and accuracy.
It should be noted that loans on real estat&hese reports represent a primary source of
collateral are limited to those providing supportinformation regarding the general financial con-
to the primary business of the client. Loans talition of the client.
finance speculative real estate acquisitions, and The client’s monthly statement and availabil-
unrelated commercial property are not considity sheets represent spot information on the cli-
ered to be the usual practice of this industry, andnt’s activity. Many clients operate in seasonal
would be considered as not complying with théndustries such as clothing and textiles. In such
general activities of a commercial finance comindustries, a client will tend to use all of its
pany, unless specifically approved. availability, as well as seasonal over-advances,
during its inventory buildup period, and will pay
3090.2.4.5 Asset Evaluation off _the__over-a_ldvances and may ha_lve excess
availability during the sales and collection period.
In selecting the loans to be reviewed, the first "€ examiner will have to analyze the client's
current position with regard to its particular
BHC Supervision Manual December 1995 oOperating cycle. Over-advances granted to a cli-
Page 4 ent for valid reasons do not necessarily repre-
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sent undue exposure or a substandard asset foirlt is common practice in the accounts receiv-

the financer. able and factoring industry for the lender to
The financial statements of a client quite frevequire a pledge of client company stock by the

quently reflect a “relatively unsatisfactory or principals, particularly in overextended situa-

weak” financial condition, with minimal work- tions. Additional pledges of securities owned by

ing capital, high leverage, and uncertain earrthe principals may also provide added collateral

ings as prime ingredients. There have been casé¢hile such pledges are not precluded by Regt

where both deficit working capital and deficitlation Y and the act, once they become com

net worth were in evidence, however, the financpany assets they should be reviewed for contrc

ing relationship has continued to function prop-and retention purposes.

erly. The financer can continue these relation-

ships if the short-term factors (sales volume,

receivables and inventory turnover, and currer§090.2.4.7 Financial Condition

liabilities) are appropriate and the character of

the principals warrants the exposure. AnalysiSecured lending relies upon the four C's of
of a financed client should emphasize the shorgredit: the traditional Capital, Character, Capac
term analytical factors and the related trends iy, and Collateral. Pragmatically, these lender:
the evaluation of asset quality. _ practice a fifth C, Control. In this context, con-

Such factors as the success of the sellingo| implies the continuous monitoring of the
season, availability of materials, and fad mergjient's financial condition, continued evalua-
chandising will have direct impact on the cli-tion of the collateral, constant contact with the
ent’s financial condition. While the loan may becnent‘ and the adjusting of the credit accommo
adequately protected by pledged collateral, thgation to conform to the client's current situa-
ability of the client to continue operations maytion. This control is the reason that the secure
be affected by these short-term factors. lender can maintain a proper and mutually prof

For classification purposes, the financer’s conjtaple financing arrangement with the client.
trols will have to be considered in addition to |t is to be expected that the typical portfolio
weighing the degree and quality of collateralmay include clients with less than satisfactory
protection, short-term factors, and the client'Sinancial conditions. Considering the controls
ability to withstand any financial reverses thaﬁmposed upon the borrowing relationships, the
are evident. Clients with deficit net worth, pastsecured lender has compensated for some of ti
due trade obligations, and delinquent taxes shoulgfiditional risk in the loans. The combination of
be considered to be problems and appropriatefie|d audits, collateral controls, and accoun
classified. The ability of the financer to Controlofﬁcer contact can be expected to reduce th
the risk exposure in the portfolio will be an exposure to unsatisfactory clients to a mini-
important consideration in determining whethegym. However, clients do fail and losses may

to classify a specific loan. be taken in liquidating the account. The inci-
dence rate of liquidations and the extent o
3090.2.4.6 DPC Assets losses taken may be an indicator of the effective

) ) ness of company controls.
In some companies, assets acquired from de- The earnings of an accounts receivable com
funct clients remain in the loan account inStea(ﬁ)any are based upon loans Carrying interest rat
of being reclassified to another balance'she%ove prime' which means that loan volume is :
category. Usually, these assets are uncollecteflajor determinant of revenues. Because thi
accounts receivable, inVentory, and maChinermdustry is very Competitive’ loan pricing is
and equipment which have not been liquidatedrequently used to obtain new clients from othel
However, these assets may include securities, fgders in order to promote growth in loan vol-
well as business and personal real estate, whigfime. Increases in loan volume combined witl
had been pledged as collateral. By retainingeclining interest margins may be an indicatol
these assets in the loan category, effective liqubf price competition that is yielding negative

dation of the respective assets may be delayggsults. Analysis of client turnover may verify
because they usually represent small dollahis possibility.

amounts. Apart from this consideration, classifi- |n summary, management's ability to control
cation as loans may disguise the fact that certaifisk and achieve profitability is essential to the

of the assets may be subject to provisions ofoundness of an accounts receivable operatio
Regulation Y and the act, such as control and

retention considerations. Separate control a§HC Supervision Manual December 1997
these assets is recommended. Page 5
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The effectiveness of company policies, theagement's ability to obtain satisfactory client

expertise of the lending staff and field auditquality and terms in a price-competitive envi-

staff, and the adequacy of systems and controtenment. The examiner will have to balance

are the expressions of this ability to control riskthese factors in assessing the condition of the
Company profitability is a measure of man-company.

3090.2.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations® Orders
Loans to affiliates 23A FR Act
371c

Purchase of affiliate’s notes

from a third party 3-1131 1951 FRB 960

Acquisition of assets 225.132 4-175.1 1974 FRB 725
1984 FRB 370

Activities closely related 225.123 4-176 1971 FRB 514

to banking 1975 FRB 245

Investments in community 225.127 4-178 1972 FRB 572

welfare projects

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
Page 6



Section 4(c)(8) of the BHC Act
(Consumer Finance) Section 3100.

3100.0.1 INTRODUCTION er's operations. In a sense, this approach t
funding represents regulation and control by
The basic activity of a consumer finance commmarket forces rather than by governmenta
pany is making installment loans to individualsintervention.
andis permissible pursuantto section 225.28(b)(1) In other holding companies, management ha
of Regulation Y and section 4(c)(8) of the BHCelected to support these operations using holc
Act (the act). In most areas, a company mayng company funding sources such as comme
make these loans under one or more of theial paper and lines of credit. In using this
following licenses: consumer discount, smallpproach, operating management is general
loan, sales finance, or second mortgage. Most @ifee from market restrictions on operations.
a company’s activity will probably be direct Itislikely that most affiliated consumerfinance
cash lending, in which the borrower and thecompanies will have a funding plan that falls
lender come into direct contact with one anothesomewhere between these two extremes. Sin
in the credit-extension process. However, a siggommercial paper generally carries a lower tota
nificant volume of lending is done through third-cost than bank lines of credit, the examiner ma;
party contact. This is sales finance lending ifind that the senior short-term debt componen
which the company purchases, or discounts, the almost completely supplied by the paren
loans originated by a durable goods dealer isompany. On the other hand, long-term deb
daily retail sales activity. Second mortgage lendmay have been obtained directly, or with the
ing may be originated from either direct contacparent company’s guaranty, or it may have bee
or through home-improvement contractors. borrowed from the parent company’s sources—
Most consumer finance companies offer creditthat is, the parent borrows from a third party anc
related insurance as part of their services, ane-lends the proceeds to the subsidiary.
may have a captive insurance subsidiary if they Since a large volume of consumer installmen
are large enough. Inspection considerations arghper carries maturities of three years or more
procedures for reviewing credit-related insurthe use of commercial paper proceeds witl
ance activities are covered in section 3170.0. maximum maturities of 270 days warrants som
comment. Securities Act Release No. 401 spe
cifically recognizes this use of commercial pape
3100.0.2 FUNDING as appropriate. Further information may be foun
in the Code of Federal Regulations, 17 C.F.R
In some holding companies, management ha&31.4412. Also see sections 2080.1 and 5010.1
elected to use a conventional industry fundindor information on commercial paper.
pattern to support its consumer finance com-
pany operations. This pattern makes use of long-
term subordinated debt in a specific proportior8100.0.3 INSPECTION OBJECTIVES
to equity capital. The further addition of senior
long-term and short-term debt is then limited byl. Todetermine whetherthe company isoperatin
restrictive covenants incorporated into the sub- within the scope of its approved activities
ordinated debt agreements. These covenants alsoand within the provisions of the act and
provide operating limits for managementin such Regulation Y.
areas as the proportions of specific classes @ To determine whether transactions with
assets, minimum levels of net worth to be main- affiliates, including banks, are in accordance
tained, and the maximum dividend payout with applicable statutes and regulations.
allowable. Since the wording and limits of3. To determine the quality of the asset port:
these covenants are negotiated between the bor-folio, and whether lending, monitoring, and
rower and the subordinated debt holder, gener- collection policies are adequate to maintair
alizations regarding the usual terms are not sound asset conditions.
practicable. 4. To determine the adequacy of the reserve fc
It appears that certain life insurance compa- loan losses and whether the asset charge-c
nies supply most of this subordinated debt to the policy is appropriate.
consumer finance industry. Along with their5. To determine the viability of the company as
general knowledge of the industry, these insur- a going concern, and whether its affiliate
ance companies police their loans by requiring
periodic reports from the borrower and by sendBHC Supervision Manual December 1997
ing teams of their people to review the borrow- Page 1
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status represents a potential or actual adverge external debt instruments to determine mate-

influence on the condition of the consoli-
dated corporation or the subsidiary bank(s). 5.

3100.0.4 INSPECTION PROCEDURES

After reviewing the material available at the
parent company level, including the audit review,
a decision whether or not to go on-site is i
order. Some of the determinants of this decision’
would include relative size, current earnings
performance, overall contribution to the corpo-
ration’s condition, asset quality as indicated b)7'
delinquency reports and industry comparisons
(detailed later in this section), and the condition
of the company when last inspected. From thé-
information provided, it might be determined
that the company is operating properly and is in
apparently sound condition. In such a case, at.
on-site inspection may not be warranted, provid-
ing that a fairly recent on-site inspection had
been conducted. Conversely, a deteriorating con-
dition might be detected which would require a
visit, even though a satisfactory condition had
been determined during the previous inspection.
Subsidiaries in unsatisfactory condition should
be inspected each time the parent company is
inspected.

The inspection procedures for a consumer
finance company have been divided into two
phases: preliminary and on-site. The prelimi-
nary phase entails the gathering and analysis of
information at the parent company to determine
the scope of the field work to be performed
on-site. The on-site phase establishes a mini-
mum scope of the inspection at the main office,
and includes considerations to be incorporated

rial restrictive covenants

internal audit reports and workpapers:

a. internal control exception reports to
determine weaknesses and corrective
actions

b. flow charts in the workpapers to become
familiar with company systems

c. additional internal reports may be identi-
fied which may assist the inspection on-site

examination reports of any state regulatory

agencies having jurisdiction over the compa-
ny’s offices

minutes of the board of directors, executive

committee, and any other such committee, if

available at the parent company

the results of a parent company loan review

or operations review, if conducted and

available

the following items to be requested from

management:

a. detailed past-due schedules and inter-
company participations

b. schedule of problem accounts, liquidating
accounts, and repossessed assets

c. general-ledger trial balance

d. loan trial balance

e. policy statements on lending, accrual, and
charge-offs

f. reconcilement of the loan-loss reserve for
the period between inspections

g. organization chart

h. listing of company offices with addresses
and operating licenses

into a visit to field offices if the inspection scope3100.0.4.1 On-Site Phase

is expanded to that degree.

During the preliminary phase, the following The procedures of the on-site inspection are
information should be reviewed: intended to evaluate management and its super-
1. system approvals for offices and activitiesyisory efforts, to determine the soundness and

including stipulated public benefits compliance with the company’s operating poli-
2. financial statements, both interim and fiscalSi€s, and to analyze the impact of these policies

for a sufficient period to determine trendsOn the company’s financial condition using ratio
and operating patterns analysis. A thorough understanding of the poli-

3. allmanagement reports which should indicat§€S @nd systems of the company is necessary
problem loans, loan volume, delinquencies or the examiner to accurately determine the
and other reports regarding loan portfolic®°MPany’s condition. - _ _
and company status including the Robert During the initial period on-site, the examiner
Morris AssociatesDirect Cash Lending Ques- May obtain an overview of the company’s sys-
tionnaireand similar reports tems by interviewing the key staff officers. These

individuals can provide the examiner with the

December 1997 detailed reports, policy manuals, and other infor-

mation necessary for the inspection.

BHC Supervision Manual
Page 2
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3100.0.4.2 Policy Evaluation should be selected. Concentration on poor office
will result in a biased assessment of the superv

Because of its large volume of transactions andory effort and may result in an invalid evalua-

the number of offices involved, the typical con-tion of company policies. The selection of the

sumer company will maintain an extensive seoffices may be made by using the number o

of policy and procedure manuals which arepolicy exceptions cited, poor performance

intended to guide company personnel in theirecords, or local economic conditions as criteria

daily activities. During the review of these manu-

als, the examiner should bear in mind that lib-

eral policies and procedures may allow the com

panyp to mask p%rtfollo proble%s and reflect3100.0.4.4 Detailed Procedures for an

other than an accurate condition in its financialPffice Visit

statements.

The principal policies to be considered coverhe following steps outline a general procedurt
such areas as: for determining field compliance with company
1. extensions of credit; policies and assessing the effectiveness of tr
2. treatment of delinquent accounts and partisgupervisory effort. The examiner may modify,

payments; eliminate, or expand any of these steps or ma
3. loan renewals; devise any procedure deemed appropriate und
4. loan charge-offs; the circumstances present.

5. provisions for loan losses; The review of loans on-site should be ori-
6. bulk purchases of loans, for both credit aneénted toward confirming the implementation of

account purposes; and company policies for delinquency, balance
7. treatment of deferred income. renewals, charge-offs, extensions, partial pay

After assessing the soundness of company polirents, collection, and loan approvals. Thisreviev
cies, the next step is to test their implementatiors intended to be a test of compliance and nc
through a review of the company’s supervisorya review of specific assets for classificatior
structure. purposes.
1. Review the detailed delinquency report for
the selected office for a short period before
3100.0.4.3 Evaluation of the Supervisory the inspection date, generally two or three
Structure months. Trace the well overdue loans throug!
to resolution, pay-off, charge-off, or rein-
The effectiveness of the supervisory structure is statement. Check these loans against the lo:
a key element in the condition of a consumer register to determine whether new loans hav
finance operation. This system serves two func- been granted to these customers and if st
tions: it communicates the policies to the field determine if they are in accordance with
personnel, and it enforces those policies. Assum- company policy.
ing that management's policies are valid, the. Review the controls for charging off loans
effectiveness of this system will be partially and determine the effectiveness of the collec
reflected in the ratio analysis of the company. tion and recovery effort.
However, it may take close analysis to deter3, Review the loans to present borrowers. While
mine whether any poor ratios are due to inad- renewals are usually granted to the bette
equate policies or ineffective enforcement. customers, the examiner will find a volume
In order to evaluate the supervisory effort, the of renewals (“under 10 percent new money
examiner may review a sample of the various advanced” loans). In some companies, thes
s_upervisor’s reports _which are prepared after «ynder 10 percent new money” loans repre-
visits to the loan offices. The sample should sent efforts to rehabilitate borrowers with
represent a cross-section of the offices and super- poor payment records due to ill health, unem
visors in order to obtain a balanced view of the p|0yment’ etc. However, the examiner may
company. find that management is using this approac!
A further evaluative step may be undertaken to adjust and control delinquency and loss
if there are sufficient resources available to the rates. There should be sufficient internal con
examiner. The on-site visits to selected loan trols presentto preventthe continuous renew:
offices may provide considerable input to the of such loans to poor borrowers.
examiner in assessing supervisory effort. In
selecting the offices to be Vvisited, well-BHC Supervision Manual December 1997
performing as well as poor-performing offices Page 3
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return these accounts to current status. The
manager’s collection efforts must begin early
in the delinquency pattern if the loans are to

The examiner may find that some office
personnel are circumventing these controls,
for example, by advancing 11 percent new
money to the borrower. If found, such cir- be salvaged from charge-off. Consistent, per-
cumvention raises serious questions regard- sistent, frequent effort is expected.
ing portfolio quality, the adequacy of internal The foregoing steps should provide the examiner
controls, and the effectiveness of the superviepportunity to evaluate the company’s policies,
sory effort. A high volume of “under 10 per- procedures, and supervisory systems.
cent” loans or evidence of circumvention of
controls may warrant separate treatment in
the report. 3100.0.4.5 Additional Procedures
. Review partial-payment, interest-only, and
extension accounts. Significant numbers ofVhile field visits are a desirable aspect of the
these accounts may indicate potential probispection procedure, the examiner may have to
lems for the loan portfolio and the office. rely on other procedures to be satisfied with
. Review credit-extension and loan documeneertain aspects of company operations, particu-
tation procedures, especially if the office’slarly when the company reports past-due receiv-
portfolio has a high level of losses or fre-ables on a recency rather than a contractual
guent litigation. Proper credit controls andbasis. The additional procedures may be neces-
documentation are essential for sound opersgary when the examiner has other reasons to
tions. If the office extends second mortgagejuestion portfolio quality or the adequacy of
financing, appraisals and lien searches shouldternal controls.
be included with the documentation. The examiner may perform an extensive review
. Test the office’s delinquency reporting. Theredf the most recent audit of the company, includ-
are two methods for computing delinquen-ing the workpapers and programs of the internal
cies, a contractual basis and the recencgnd independent auditors, when available. In
basis. On a contractual basis, principal redughis review, the examiner should be able to
tions are applied to the most overdue paydetermine whetherinternal controls are adequate,
ment under the contract and the loan is conand portfolio characteristics are properly reported.
sidered past due from the date of the oldest
unsatisfied payment. On a recency basis,
delinquency is computed from the date 0f3100.0.4.6 Compliance
last payment regardless of contract terms.

As an example, assume a loan was grante@ertain aspects of the company are subject to
with payments beginning the first of March.review for compliance with the requirements of
The borrower makes the first payment orthe act and Regulation Y. These include public
time and the second payment on the first openefits, office activities and locations, and bulk
June. On the first of April, the loan is apurchases of assets.
30-day recency account and current contract. Public benefits stipulated in approval orders
tually. On the first of May, the loan is a  frequently require continuing reduced inter-
60-day recency account and a 30-day con- est rates or insurance charges as part of the
tractual account. Upon receipt of payment in  approval to operate. It is expected that these
June, the loan is current on a recency basis relative public benefits continue in effect
and a 60-day (two-payment) contractual despite changes in state-mandated rates.
account. Notice the difference in computa2. Office locations and activities are subject to
tions between the banking industry and the approval by the Board before opening for
consumer finance industry. business. The operating licenses and activi-

The consumer finance industry has begun ties of the offices should also be reviewed for
to institute contractual delinquency reporting compliance with the respective approvals.
standards. As these standards are developéd On occasion, a consumer finance company
and refined, changes in the computation of may make a bulk purchase of loans or other
delinquent accounts may be expected. assets of another finance company. Under
. Review the collection effort. The past-due Certaincircumstances, these purchases require
accounts will be under the control of the the prior approval of the Board (12 C.F.R.

collection manager, whose objective is to 225.132). These bulk purchases should not
be confused with the bulk purchase of sales
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finance contracts from a retailer recently
signed to a dealer agreement.
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4. While most consumer finance activity relatesenewal of loans to avoid charge-off. Adequate
to consumer installment loans, some compacontrols might include special coding of such
nies also extend credit under the “large loan”loans, with supervisory review of the renewals
provisions of the consumer lending statutesnadequate controls over these assets represt
of certain states. While the limitations varypoor management practices deserving speci
from state to state, these provisions alloncomment.
loans of many times the size of normal con- Most subordinated debt agreements provid
sumer loans. A review of these large loangor an adjustment (reduction) to net worth wher
may indicate that there are extensions o€alculating compliance with leverage limits for
credit to local businesses which may constiany loans past due 60 days on a recency bas
tute commercial installment lending. Unlesshat exceed loss reserves. As there are son
specifically approved by the System, thisseasonal characteristics to the loan portfolio, i
activity may not be permissible for the com-may be of benefit to compare the delinquenc
pany being inspected. Review for compli-statistics on inspection date to the company’
ance with various consumer regulations iseasonal pattern as revealed in both the suborc
the responsibility of the Federal Trade Com-nated debt calculations and monthly past-du
mission. reports. It is possible that a currently adverse

portfolio condition may be due to local eco-
nomic conditions which correct themselves ove
3100.0.4.7 Asset Classification Policy  a period of time. Such conditions may relate to ¢
tourist economy, an agricultural community, or

As previously discussed, companies use one @f strike at a major local employer’s plant. Con-

two different methods of delinquency computasumer finance companies are very sensitive |

tion. In general, classifications should be basethese local factors; therefore, these factors me
on the contractual reporting basis whenever temper the examiner’'s evaluation of the los:
possible. Since much of the industry utilizeseserves.

recencyreporting, which tends to reduce classi-

fications comparatively, the classification

approach enumerated above may unduly pena$100.0.4.8 Ratio Analysis

ize an affiliated company using the contractual

basis. This is particularly true when such imporin order to assess the condition of a compan

tant measures of portfolio quality as the liquidaysing ratio analysis, the examiner will have to

tion ratios are in line with industry averages.pe familiar with the company’s accounting poli-

Therefore, formula classification may result ingies and systems. It will become obvious from

more severe classifications for companies usingie data used in the ratios that, under certai

the contractual method than those reporting on gccounting treatments, the data can be misinte
recency basis. Examiners should indicate thgreted. The following analysis has been struc
reporting method used when calculatingyred around th®irect Cash Lending Question-
classifications. naire, published by the Robert Morris Associ-

Classification information is used to evaluateytes and endorsed by the National Consum
the adequacy of the loss reserve. In assessifghance Association, in an effort to provide both

the adequacy of the loss reserves, the examingrformat for developing the information and a

should take into consideration the charge-offneans of minimizing the possibility of misinter-

frequency, the period of delinquency whichpretation. While some consumer companies d

would require charge-off under company policynot prepare the questionnaire, much of the infor

and the controls regarding renewal of SeVerel)hation is required for management purpose
past-due accounts. A shorter charge-off cyclgnd should be available from company system:s
prevents the accumulation of poor-quality assets; The analytical factors presented have bee
in this respect, monthly charge-offs are prefergerived from two principal source# Lender’s
able to annual charge-offs. An unlimited “when Approach to a Realistic Analysis of Consume
deemed uncollectible” charge-off policy is con-Finance Companiedy Richard E. Edwards
sidered lax and inadequate. The delinquencgphiladelphia: The Philadelphia National Bank,
period to required charge-offs refers to the period970) and theindustry Audit Guide: Audits of
of time a loan is past due before it is charged t¢rinance Companiesy the Committee on Finance

the reserve; a six-month period is understandzompanies (New York: American Institute of
ably preferred to a nine-month or one-year

period. Management should have sufficient COrBHC Supervision Manual December 1997
trols in place to prevent the continued Page 5




Section 4(c)(8) of the BHC Act (Consumer Finance)

3100.0

Certified Public Accountants, 1988). These

sources provide basic information on certain

accounting and management policies and are
recommended as references for the examiner.
While the Federal Reserve System stipulates no
specific accounting policies, the examiner may
choose to criticize those policies which result in

a misleading presentation of the company’s
financial condition.

Each year thénnual Statement Studigsjb-
lished by Robert Morris Associates, includes
sets of consumer finance company operating
ratios. This information will provide a back-
ground against which the performance of the
company under inspection can be measured.
Such compiled ratios should be used only as
background as they represent the “average com-
pany” in the respective sample. Attention should
be directed toward the company'’s trends as the.
compare to the industry’s trends and the changes
in the company that are indicated by those
trends.

3.

3100.0.4.9 Delinquency

As shown in theAnnual Statement Studiehe
delinquency rates are on a recency-of-payment
basis.While past-due statistics based on con-
tractual payments are preferredpmpanies con-

will tend to show a higher principal collec-
tion percentage and, accordingly, a higher
liquidity. This ratio can be used to estimate
near term collections as compared to current
outstandings.

Monthly cash collections should notinclude
loan renewals or rebates during the period.
On an industry-wide basis, there appears to
be a pattern of increased loan renewals dur-
ing November and December, which would
be reflected in a seasonal decrease in princi-
pal cash collections. Lower than expected
collections may be indications of changes in
local economic patterns or of increased mar-
ket effort by a competitor which has resulted
in loan payoff. In any event, adverse change
in the collection pattern should be reviewed
for the underlying causes.

The ratio of unsubordinated liabilities less
cash and near cash to estimated monthly
principal collections results in the number of
months it would take to pay senior debt.

The ratio of senior debt to gross receivables
reflects the proportion of gross receivables
which would have to be liquidated to repay
senior debt. The higher the percentage, the
more senior lenders are relying on the assets
for protection.

tinue to report on a recency basis. It is importan8100.0.4.11 Loss Reserves

to have full knowledge of the company’s report-

ing, lending, and renewal policies in order toAnalysis of the loss reserve for a specific entity
fully understand the implications of this data.has to include company policy regarding loan
The trends for “interest-only” accounts and charge-offs, delinquencies, payments, and charge-
“partial-payment” accounts will provide some off frequency. In addition, if charge-offs are
measure of the adherence of the operating pemade gross of deferred income, the reserve
sonnel to company policy regarding these loaaccount may be slightly larger than if charge-

categories.

offs were net of deferred income. Ratios used to

evaluate loss reserves include—

1.

3100.0.4.10 Liquidation )
Liquidation ratios provide two types of informa-
tion. First, they indicate the amount of principal
cash flowing back to the company for liquidity
purposes. Secondly, they indicate the amount
required to pay senior debt and the period of
time required to do so. Several ratios follow:

1. Average monthly cash principal collection to3-

average net monthly outstanding.

The higher this percentage, the more lig-
uid the portfolio. A company following con-
servative policies such as requiring full pay-
ments and a contractual aging of receivables

BHC Supervision Manual
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Reserve for loan losses to total receivables,
net of deferred income,

Loans charged off less recoveries to average
outstandings (net or gross of deferred income,
depending on policy).

Unless the company’s charge-off and
delinquency policies are realistic, this ratio
will not depict true losses over the periods,
and
Recoveries to loans charged off tends to be
higherin companies with conservative charge-
off policies than those with liberal policies.
This ratio is indicative of the effectiveness of
a company'’s collection and follow-up policy.

December 1997 3100.0.4.12 Volume

Analyzing aspects of a company’s loan volume



Section 4(c)(8) of the BHC Act (Consumer Finance) 3100.

can provide the examiner with some informa- In comparing classifications from one inspec-
tion regarding the company’s renewal and credition to another, there might be a difference ir
policies. the loss classifications which may be interprete

Lengthening of loan maturities during the@s an apparent improvement or decline in ass
current period will be reflected in the futurequality should the inspections bracket the charge
average monthly principal collections and in theoff date. Similar misinterpretations can occur
company’s liquidity. While loans of longer from a change in charge-off frequency, a chang
maturity are not necessarily indicative of arf0 an automatic charge-off policy, or a shorten:
adverse trend, the reasons behind a longer matiig in the past-due period required for charge

rity portfolio should be analyzed. Ratios used t®ff. ) ) ) )
evaluate loan volume include: Certain accounting and reporting technique:

1. New money advanced to present borrower@'@ @lso be misleading in ratio analysis. Fol
to total loan volume example, an artificial improvement in earnings

. o S would be reported when a company change
Thisratiois somewhatindicative of whetherg., 1, 5 “coliection basis to an accrual basis o
the company’s renewal policy is conservas,.ome recognition, if the collection and
tive or liberal. A high percentage may 'n(.j"follow-up policy had been poor or deteriorating.
cate that a volume of new money is beingy 5 thorough review of the accounting poli-
a_dvanced along with the renewal of the P€%ies and an understanding of their interplay witf
vious balance. operating policies will prevent this type of mis-

2. Loans to present borrowers with less than 1Qnterpreta’[i0n_ In some cases, the Company’
percent new money advanced to loan volumegccounting system may yield results that inad

A high ratio can indicate the possibility of vertently distort the ratios. A company recogniz-
disguised delinquencies and potential chargeng income on a straight-line basis would, dur-
offs. The examiner may take a random samplig a period of low loan volume, reflectimproving

of loans in the new money advanced tagross interest income as a percentage of loar
present borrowers category and review themutstanding. While the importance of realistic
to determine whether or not the company’saccounting policies cannot be overstated, ne
“balance renewal” policy is being followed. ther can the proper interpretation of reportec

The preceding ratios were presented becaug@sults be overstressed.
they represent a means of measuring the effect One of the key elements in the evaluation o
of certain company policies. The analysis ofhe company’s performance is reflected in the
company operations may be expanded to includ@tios, but not quantified by the analysis. The
other ratios such as return on equity, return ofOmpany’s internal controls and managemer
assets, interest margins, and other conventionéformation systems are the primary means o
measurements. The particular format utilizegontrolling asset quality and communicating
will, of course, vary to some degree betweermanagement's policies. The supervisory effor
companies, however, the analysis should b not only reflected by the ratios, but also in
broad enough in scope to determine the comp&Uch areas as personnel turnover, citations i

ny’s trends and the causes of those trends. ~ State supervisory reports, audit exceptions, an
litigation. The systems relied on by manage:

ment should be responsive not only to the chang

ing needs of the company, but also to the chang
3100.0.4.13 Evaluation of the Company’sing climate of consumer regulations.
Condition In the inspection report commentary, the

examiner should maintain an objective view of
Ratio analysis of a consumer finance companthe company under inspection. Management'
is a feasible technique for evaluating its condicorrective actions for exceptions and plans tc
tion because of the “portfolio effect” of its reverse adverse trends are a necessary ingre
assets. However, the examiner must look beyorght in the commentary. Report comments shoul
the ratios and analyze the effects of compangive the reader an accurate picture of the cond
policies on the elements of the ratios. As ariion of the company and its relationship with,
example, if a company only charges off loangéind impact on, the financial condition of the
once a year, the losses determined by a formukonsolidated corporation and the subsidian
classification would be less just after the charggsank(s).
off date than just before.

BHC Supervision Manual December 1997
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3100.0.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawd Regulationg Interpretations® Orders
Activities not closely 225.126 4-184
related to banking
Marketability of collateral 3-1121 1935 FRB 395
under section 23A
Activities closely related to 225.123 4-176 1971 FRB 514
banking 1975 FRB 245
Expansion of activities 225.28(b)(1) 1984 FRB 371
of a trust company, or 1985 FRB 51
acquisition of a de novo 1985 FRB 55
bank, to include consumer 1985 FRB 61

lending

1985 FRB 253

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

3. Federal Reserve Regulatory Service reference.

BHC Supervision Manual December 1997
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Section 4 (c)(8) of the BHC Act
(Acquiring Debt in Default) Section 3104.(

The Board amended Regulation Y, effectivecompany in managing certain assets as the cc
April 21, 1997, to include the acquiring of debtporate general partner in two limited partner-
in default as an authorized nonbanking activityships (the partnership&)he applicant commit-
for bank holding companies (see Regulation Yted to conduct the activities, which the Board
section 225.28(b)(2)(vii)). A bank holding may previously determined to be permissible, througl|
acquire debt that is in default at the time ofthe partnerships, subject to the limitations previ
acquisition if the company— ously established by the Boa#d.

) ] ~ One nonbanking activity proposed by the

1. divests shares or assets securing debt partnerships, acquisition of defaulted debt, wa

default that are not permissible investmentgn activity that the Board had not previously

for bank holding companies, within the timeapproved. The partnerships are engaged prim

period required for divestiture of propertyrily in making, servicing, and investing in dis-

acquired in satisfaction of a debt previouslycounted bank loans and other debt securfties

contracted under section 225.12(b) of Reguthe partnerships acquire debt that has been or

lation Y ) N ) in the process of being restructured, including

2. stands only in the position of a creditor andsecured and unsecured debt in the form of ban

does not purchase equity of obligors of debfoans, privately placed and publicly traded deb

in default (other than equity that may bejnstruments, bonds, notes, debentures, and di

collateral for such debt); and counted receivablesThe applicant stated that

3. does not acquire debt in default secured byhe partnerships will take an active role in the

shares of a bank or bank holding company. restructuring of the defaulted debt they acquire

including participating on creditors’ commit-

The Board held that these restrictions wergees. The applicant indicates that such dis

necessary to define the scope of the activity angbunted debt would be acquired for the purpos

to ensure that the activity remains the acquislipf restructuring the debt to achieve a h|ghe|
tion of debt instead of an impermissible non-yie|d and greater collateral protection.

banking activity involving the acquisition of Some of the debt the partnerships woulc

securities or other assets. As for calculating thﬁcquire may be in default at the time of acquisi

time period for disposing of the underlyingyjon and may be secured by voting shares c
shares or assets, the time period is the same as

that applied under the BHC Act to disposing of

shares or assets acquired in satisfaction of a debt

previously contracted. During this period, a 1. The first partnership group (in which the company
bank holding company can divest the propertpwned more than a 50 percent interest) was to terminate b
or. in the case of any debt that has been pre\%ecember 31, 1995. The company owned less than 50 perce

! of the second partnership group, which would terminate by
ously cc_)n_t_racted, restructure the debt: December 31, 1999.

The initial Board order that was issued t0 2. See 1994 FRB 736. The partnerships, together with th
permit the acquisition of defaulted debt is sumapplicant and its affiliates, would hold not more than 5 percen
marized here as a historical example of th%f any class of voting securities qf any issuer and nog more

. S . . an 25 percent of the total equity, including subordinatec
nonbankmg activity. Provisions or COMMItMENtSyept, of any issuer. In addition, the applicant committed tha
made in the Board order should not be reliecho directors, officers, or employees of the applicant or its
upon. The current requirements are found inffiliates will serve as directors, officers, or employees of any

i i ; issuer of which the applicant and its affiliates hold more thar
section 225.28(b)(2)(vii) of Regulation Y. 10 percent of the total equity. The applicant also committec

that future limited partnerships would be structured in the
same manner as the current partnerships.

3104.0.1 ACQU|S|T|ON OF 3. The partnerships are not leveraged, and the applica
DEEFAULTED DEBT—BOARD ORDER stated that the partnerships will not be leveraged. The appll

cant has committed that neither the applicant nor any o
. . .. its subsidiaries would be permitted to make loans to the
A bank holding company (the applicant) withinpartnerships.

the meaning of the BHC Act gave notice under 4. The debt investments may include investments in com

; panies that may be contemplating, be involved in, or recentl
section 4(0)(8) of the BHC Act (12 U.S.C. have completed a negotiated restructuring of their outstandin

1843(c)(8)) and th? Board's Regulation Y that ityent or a reorganization under chapter 11 of the Feder:
proposed to acquire a company (the companankruptcy Code.

and engage nationwide in asset-based commer-
cial lending and management of assets. BHC Supervision Manual June 1999
The applicant proposed to engage through the Page 1
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other assets that would be impermissible for a The Board stated that the acquisition of
bank holding company to hold without Boarddefaulted debt under the circumstances and con-
approvak Because the partnerships would havelitions proposed by the applicant is an activity
the right in some cases to take title immediatelyhat is closely related to banking. The applicant
to shares or assets securing defaulted debt thetated that it will only purchase debt, not equity,
they acquire, the applicant committed that thend will stand in the position of a creditor.
partnerships would treat this collateral, as well Based on all the facts of record, the Board
as any other assets acquired in renegotiating thi®ncluded that the proposed activities are closely
debt, as assets acquired in satisfaction of a det#lated to banking. The Board approved the
previously contracted (DPC). Under the BHCnotice on October 17, 1995 (see 1995 FRB
Act, a bank holding company must divest anyl128). Approval was specifically conditioned
shares or assets acquired as DPC within twon the applicant’'s compliance with the commit-
years from the date the asset is acquired. Fonents made in connection with the notice.

this purpose, the applicant has committed that it

will consider shares or assets acquired in satis-

faction of defaulted debt to have been acquired

on the date the defaulted debt is acquifed.

5. The applicant has committed that the partnerships will
not acquire debt in default that is secured by shares of banks
or bank holding companies.

6. The applicant could apply for up to a three-year exten-
sion. See 12 C.F.R. 225.22(d)(1). The Board notes that the
divestiture requirement would be satisfied if, during the dives-
titure period, the partnerships renegotiate the debt into a
performing obligation and release the collateral to the bor-
rower as part of the renegotiation. To the extent that defaulted
debt acquired by the partnerships is secured by assets or
shares that would be permissible investments for a bank
holding company, this divestiture commitment would not
apply.

BHC Supervision Manual June 1999
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Section 4(c)(8) of the BHC Act (Credit Card Authorization
and Lost/Stolen Credit Card Reporting Services)Section 3105.0

A bank holding company applied for the Board’scredit card authorization services, banks have
approval, pursuant to section 4(c)(8) of the BHCinancial interest in the security of the credit
Act, to engage de novo, through its existingcards and the availability of credit. Based on the
nonbank subsidiary, in credit card authorizatiorforegoing, the Board believed that banks genel
services and lost/stolen credit card reportinglly have, in fact, provided the services pro-
services. The credit card authorization activityposed by the applicant and are particularly wel
would consist of providing, for a fee, a servicesuited to provide the proposed services. On th:
to issuers of credit cards that would enabldasis, the Board concluded that the propose
merchants to determine the validity and crediservices were closely related to banking.
limits of cards tendered to them. In addition, the Since the proposed credit card reporting set
applicant was to provide, for a fee, a reportingzice would create more competition and provide
service to credit card holders, that would enablgreater conveniences by allowing an individua
them to report the loss or theft of any of theirwho loses more than one card to report all los
credit cards via a single toll-free telephone caltards at once to one source rather than having
to the nonbank subsidiary. make separate notifications to each card issue
A number of banks indirectly offer the ser-and there was no evidence of adverse effects
vice of reporting lost cards that are issued by result of the proposal, the application was
other institutions by arranging with independentipproved by the Board on January 5, 198!
companies to provide the service under a trad@d985 FRB 648). See Regulation Y, sec-
name associated with the bank. With respect ttion 225.28(b)(2).

BHC Supervision Manual December 1998
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Section 4(c)(8) of the BHC Act
(Stand-Alone Inventory-Inspection Services)  Section 310

A domestic bank holding company (the appli-BHC (applicant) or a third pary. The service
cant) applied for the Board’s permission undewould be provided throughout the United States
section 4(c)(8) of the BHC Act and sectionbut only in connection with inventory pledged
225.23(a)(3) of the Board's Regulation Y toas collateral for a loan.
engage de novo, through a wholly owned sub- Bank holding companies currently inspect
sidiary, in the following services to customersand survey collateral for loans made or service
who make loans secured by inventory: provided by them. Banks inspect collateral for
loans originated in direct lending activities. The
1. identifying inventory and deciding its gen-applicant suggested that its proposed collatera
eral condition, level of protection, and amountinspection services to third-party lenders are
of use, as appropriate identical to the collateral-inspection services
2. identifying inventory subject to a purchase-performed for its own extensions of credit.
money security interest under the Uniform In accordance with section 225.28(b)(1) of

Commercial Code Regulation Y, the Board authorized bank hold-
3. identifying missing inventory and any crediting companies to make, acquire, and servic
exposure that could result loans for the company’s own account or for the

4. supporting the proper allocation of loan pay-account of others. The Board believes that thes
ments that are related to the aging or sale dctivities include collateral-inspection services
inventory: provided to third parties in connection with

third-party extensions of credit. The Board alsc

The applicant would provide the abovebelieves that bank holding companies have th

inventory-inspection services only in connecnecessary expertise to provide this service fo
tion with an extension of credit either by theother lenders (on a stand-alone basis).

The Board found that public benefits would
result from a potential increase in the availabil-
ity of inventory financing. It noted that there
was no evidence suggesting that the propos

_ 1. For example, a loan may be secured by a pool ofyq|q result in significant adverse effects. The
inventory collateral, but there may be an agreement to appl

loan proceeds to specific items of collateral in a specifietj/inanCial and managerial resources of the appl
order. Equipment used beyond a stated number of hours mighant were believed to be consistent with previ
be of limited value, and the lender might agree to release itgus approvals. The Board, based on the facts

security interest in such items. The inspection of inventor)i,ecord and the commitments and condition:
collateral would verify the equipment’s proceeds to pay off ! "

the oldest (or the youngest) items of collateral first (or Iast),made by the applicant, approved the request c
rather than applying the proceeds pro rata to all items. September 13, 1993 (1993 FRB 1053).
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Section 4(c)(8) of the BHC Act
(Industrial Banking)

Section 3110.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective January 2015, this section was revised
to amend the beginning discussion and to include
statutory and regulatory citations and a current
Board order reference within section 3110.0.4.

A bank holding company may acquire or retain
an industrial bank to the extent authorized by
state law, under section 225.28(b)(4) of Regula-
tion Y only if the industrial bank acquired by
the holding company is not a “bank” within the
meaning of the Bank Holding Company Act.
Industrial loan companies, industrial banks, and
Morris Plan banks are state-chartered financial
institutions that engage primarily in the business
of furnishing consumer loans and small- busi-
ness loans. The distinction between these insti-
tution and consumer finance companies lies in
the ability of the industrial loan company to
generate funds through the acceptance of depos-
its or issuance of certificates of indebtedness
(thrift notes). Although some of these institu-
tions have the same charters as banks (in some
states), they traditionally have not been consid-
ered to be banks for purposes of the Bank Hold-
ing Company Act as they cannot both make
commercial loans and accept demand deposits,
although in some states they have been empow-
ered to offer NOW accounts. Under a decision
of the Supreme Court, NOW accounts are not
demand deposits for the purposes of defining
what a bank is. Thus, industrial loan companies
and similar institutions may offer NOW accounts
and make commercial loans without being treated
as banks for purposes of the Bank Holding
Company Act. These institutions may be in-
sured by the Federal Deposit Insurance Corpora-
tion and are eligible for membership in the
Federal Reserve System.

3110.0.1 NONBANKING
ACQUISITIONS NOT REQUIRING
PRIOR BOARD APPROVAL

In accordance with 12 C.ER. 225.22(d)(8) of
Regulation Y, the Board’s prior approval is not
required for certain asset acquisitions by a lend-
ing company or industrial bank. This refers to
the assets of an office(s) of a company of which
all, or substantially all, the assets relate to mak-
ing, acquiring, or servicing loans for personal,
family, or household purposes, if—

e the acquiring company has previously received
Board approval to engage in lending or indus-
trial banking activities under Regulation Y;
the assets acquired during any 12-month period
do not represent more than 50 percent of the
risk-weighted assets (on a consolidated basis)
of the acquiring lending company or indus-
trial bank, or more than $100 million, which-
ever amount is less;

* the assets acquired do not represent more than
50 percent of the selling company’s consoli-
dated assets that are devoted to lending activities
or industrial banking business;

e the acquiring company notifies the Reserve
Bank of the acquisition within 30 days after
the acquisition; and

e the acquiring company, after giving effect to
the transaction, meets the Board’s capital
adequacy guidelines and the Board has not
previously notified the acquiring company
that it may not acquire the assets under the
exemption.

3110.0.2 INSPECTION OBJECTIVES

1. To determine the quality of the loan portfolio
and the overall condition of the company.

2. To determine what exposure the subsidiary
presents to the holding company and subsidi-
ary bank(s).

3. To determine compliance with applicable
laws and regulations.

3110.0.3 INSPECTION PROCEDURES

1. Contactthe applicable state regulatory agency
to determine the legal parameters within
which the company operates and to assess
the degree to which the company is super-
vised. Each of the institutional structures
under this exemption is state chartered, and
the laws and regulations vary widely from
state to state. The company may be directly
supervised by its state department of bank-
ing or may be subject to virtually no super-
vision or regulation. If the company is
insured by the Federal Deposit Insurance
Corporation or is a member of the Federal
Reserve System, the company is primarily
subject to the primary supervision and regu-
lation of that agency. In cases in which the

BHC Supervision Manual January 2015
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3110.0

company is supervised by a banking agency,
that agency’s report of examination will
generally suffice. However, when the com-
pany is not supervised or examined, or
when the Reserve Bank finds the supervis-
ing agency’s report inadequate, an on-site
inspection is necessary.
. Focus on an evaluation of the loan portfolio
and securities account, a determination of
the volatility of the deposits, an appraisal of
the adequacy of the audit program, and a
review of the company’s internal policies.
. Review the receivables representing lend-
ing activities. The company should provide
a schedule of the aging of the consumer
receivables. It is preferable that the aging
be done on a contractual method. Classifi-
cation of the consumer paper may be done
on a formula basis. The larger credits must
be given a complete evaluation.
. Review the adequacy of the allowance for
loan and lease losses in conjunction with
the asset evaluation.
. Price the securities portfolio, with particular
emphasis placed upon determining its
liquidity. Since the deposits of these institu-
tions are not always insured, they are more
susceptible to a deposit run off; therefore,
the requirement of adequate liquidity is of
paramount importance.

The deposits may be insured by a guar-
anty corporation up to a certain limit in

BHC Supervision Manual
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some states. These guaranty corporations
have provided some stability to the indus-
try. The guaranty corporations are indepen-
dent of any government agency or munici-
pality and therefore are limited in the amount
of protection which can be offered depositors.

. Review back-up lines of credit available to

ensure secondary liquidity to the company.

. Review the deposit accounts of the com-

pany. The deposits are evidenced by certifi-
cates of indebtedness, or thrift notes. Infor-
mation regarding the number of deposits,
the size of accounts, and maturity distribu-
tion should be obtained to assess the stabil-
ity of the funding base.

. Determine that the institution makes proper

disclosure to the public as to the type of
instrument the certificate represents. Some
states require that a disclosure statement, or
a prospectus, be filed with the public yearly,
which sets forth the uses to which the funds
are being put and states that the funds are
not insured. This prospectus should be
reviewed for proper disclosure of the required
information to ensure against possible suits.

. Check the company’s policy concerning

withdrawals, giving recognition to state law
requirements, to ascertain whether funds are
generally not allowed to be withdrawn with-
out prior notice.

Review the scope of the internal or external
audits.
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3110.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject

Laws!

Regulations?  Interpretations?

Orders

Reference for authorized
nonbanking activity—
activity closely related to
banking

BHC indirect acquisition
of an industrial bank

Nonbanking acquisition not
requiring Board approval

(conditions specified)

4(c)(8)
4j(2)(A)

4(c)(8)
4j(2)(A)

225.28(b)(4)

225.24
225.28(b)(1)
and (3)

225.22 (d)(8)

1982 FRB 253
1983 FRB 921
1984 FRB 231
1984 FRB 234
1984 FRB 371
1984 FRB 469
1984 FRB 741
1985 FRB 476

2014 FRB 59, Q2

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

3. Federal Reserve Regulatory Service reference.
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Section 4(c)(8) of the BHC Act

(Acquisition of Savings Associations)

Section 3111.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective January 2016, this section was revised
to include in subsection 3111.03 additional Board
orders that have authorized the acquisition of
savings and loan holding companies.

3111.0.1 ACQUISITION OF A
SAVINGS ASSOCIATION

Prior to 1989, the Board had determined that
the operation of a savings association was closely
related to banking but concluded, as a general
rule, that the operation of a savings and loan
association was not a proper incident to banking
because the potential adverse effects, of allow-
ing the affiliations of banks and thrift institu-
tions outweighed the potential public benefits
(1977 FRB 280). Upon consideration of some
individual cases, the Board found that the adverse
effects of the affiliation would be outweighed by
the public benefits of preserving the failing thrift
institution as a competitor in its market and of
ensuring public confidence. (See 1985 FRB
462.) The 1982 Garn-St Germain Act recog-
nized the Board’s authority under section 4(c)(8)
of the BHC Act to approve such acquisitions
by authorizing the Board to dispense with the
necessary notice and hearing requirements of
this section under appropriate emergency
circumstances.

The Financial Institutions Reform, Recovery,
and Enforcement Act of 1989 (FIRREA)
amended section 4 of the Bank Holding Com-
pany Act (BHC Act) to authorize, effective
August 9, 1989, bank holding companies (BHCs)
to acquire any savings association. The legisla-
tion lifted the previously existing ‘‘tandem
operations” restrictions as they applied to sav-
ings associations owned by BHCs. (See 1989
FRB 716, appendix 1.) These restrictions (1) pro-
vided that savings associations acquired by a
BHC could not be operated in tandem with any
other subsidiary of the BHC and (2) required
approval by the appropriate Federal Reserve
Bank before the savings association engaged in
any transactions with the BHC or its other sub-
sidiaries. The Board may not impose these re-
strictions on such transactions in the future,
except for those restrictions required by sections
23A and 23B of the Federal Reserve Act.

With respect to previous Board approvals of
the acquisition of problem thrifts by BHCs,
FIRREA required the Board to modify those

approvals by limiting any restrictions on trans-
actions between the savings association and
its holding company affiliates to those required
under sections 23A and 23B of the Federal
Reserve Act. In 1989, the Board removed the
tandem restrictions imposed on the operations
of savings association subsidiaries of a BHC.
(See 1989 FRB 71b.)

The Board amended Regulation Y pursuant
to FIRREA, effective October 10, 1989 (12
C.FR. 225.28(b)(4)(ii)). The regulation allows
BHCs to acquire healthy and failed or failing
savings and loan associations in accordance
with FIRREA. The regulation permits BHCs to
acquire savings and loan associations in any
state, regardless of whether the holding com-
pany may operate a bank in that state. It does
not impose any operational or branching condi-
tions on the operation of savings and loan asso-
ciations. The regulation authorizes, as a permis-
sible activity under section 4(c)(8) of the BHC
Act, the owning, controlling, or operating of a
savings association if the savings association
engages only in deposit taking, lending, and
other activities that are permissible for BHCs.!
The Board has permitted a short divestiture
period for impermissible investments and other
activities. (See 1992 FRB 707.)

The Board requires that when a BHC acquires
a savings association, the BHC must conform
the acquired institution’s direct and indirect ac-
tivities to those permissible for BHCs under
section 4 of the BHC Act.

In 2002, a foreign banking organization sub-
ject to the provisions of the BHC Act, and its
wholly owned subsidiary, requested the Board’s
approval under section 4(c)(8) and section 4(j)
of the BHC Act to acquire a savings association
and thereby engage in operating a savings asso-
ciation, and to conduct certain nonbanking ac-
tivities as a result of that acquisition. The for-
eign banking organization committed that it
would conform all the activities of the acquired
savings association to those permissible under

1. Section 225.2(m) of Regulation Y defines a savings
association as (1) any federal savings association or federal
savings bank; (2) any building and loan association, savings
and loan association, homestead association, or cooperative
bank if such association or cooperative bank is a member of
the Savings Association Insurance Fund; and (3) any savings
bank or cooperative deemed by the director of the Office of
Thrift Supervision to be a savings association under section
10(J) of the Home Owners’ Loan Act.

January 2016
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3111.0

section 4(c)(8) of the BHC Act and Regulation
Y. (See section 225.28(b)(4)(ii). See also 2002
FRB 385, 2002 FRB 485, 2003 FRB 439, 2004
FRB 503, and 2005 FRB 91.) The foreign bank-
ing organization was also treated as a financial
holding company. Any other activities of the
acquired savings association were, therefore, re-
quired to conform to those permissible for a
financial holding company under section 4(k) of
the BHC Act.

3111.0.2 APPROVAL TO BECOME A
BHC BY ACQUIRING ANOTHER BHC

A savings and loan holding company (SLHC)
requested the Board’s approval, under section 3
of the BHC Act, to become a bank holding
company (BHC), by merging with HN Corpo-
ration (a bank holding company) and thereby
acquire HNB, a national bank. The SLHC re-
quested the Board’s approval to continue to op-
erate SB, a subsidiary federal savings bank, un-
til its conversion to a national bank. After the
merger, SLHC would convert SB to a national
bank and merge its subsidiary commercial bank
(SCB) and HNB into SB, the survivor being
SB.

SLHC also requested the Board’s approval
under section 3 of the BHC Act to acquire HN’s
minority interest in another BHC, BBI and its
subsidiary bank, B Bank.

3111.0.2.1 Financial, Managerial, and
Other Supervisory Considerations

Sections 3 and 4 of the BHC Act require the
Board to consider the financial and managerial
resources and future prospects of the compa-
nies, banks, and savings associations involved
in a proposal and certain other supervisory fac-
tors.2 These factors include supervisory and
examination information received from the rel-
evant federal and state supervisors of the organi-
zations involved in the proposal, and other avail-
able financial information, including information
provided by the SLHC. The Board is required to
consider the managerial resources of the organi-
zations involved and the proposed combined
organization.?

2. 12 US.C. 1842(c)(2) and (3).
3. A comment received from the public expressed concern
that SLHC acquired control over HN before obtaining the
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3111.0.2.2 Nonbanking Activities

The SLHC filed a notice pursuant to sections
4(c)(8) and 4(j) of the BHC Act to (1) retain its
ownership interest in SB and thereby operate a
savings association and (2) engage in activities
that are permissible for BHCs through its non-
banking subsidiaries, including lending, loans
servicing and related activities, leasing, and sell-
ing credit-related insurance. The Board previ-
ously has determined by regulation that the
operating of a savings association by a BHC and
the other nonbanking activities for which SLHC
has requested approval, are closely related to
banking for the purposes of section 4(c)(8) of
the BHC Act.*

With respect to the public interest factors
under section 4(j) of the act, the Board must
determine whether the operation of SB as a
savings association by a BHC can reasonably be
expected to produce benefits to the public, such
as greater convenience, increased competition,
or gains in efficiency, that outweigh possible
adverse effects, such as concentration of resources,
decreased or unfair competition, conflicts of in-
terests, or unsound banking practices. The re-
cord indicated that consummation of the pro-
posal would create a stronger and more diversified
financial services organization and would pro-
vide current and future customers of HNB with
expanded financial products and services.

Board’s approval of the application as the result of an exten-
sion of credit the SLHC made to HN. The extension of credit
was made after the SLHC had filed its application with the
Board to acquire HN. The SLHC loaned HN $50 million,
secured by the shares of HNB. HN invested the loan proceeds
in HNB to increase the bank’s capital.

The Board noted its concern about a banking organization
seeking to acquire another banking organization and making a
loan to the acquiree in advance of the Board’s approval of the
acquisition. Such types of loans raise concern that the transac-
tions would be, in substance, the acquisition of a controlling
interest or would provide the acquirer with the ability to
exercise a controlling influence over the management and
policies of the BHC before receiving approval. The Board
carefully reviewed the loan transaction, its supporting docu-
mentation, and the relationships of the organizations after the
loan transaction. Based on all the facts of record, the Board
concluded that the loan did not result in SLHC acquiring
voting securities of, or a controlling equity interest in, HN, or
in SLHC exercising, or having the ability to exercise, a
controlling influence over HN. The Board noted that it contin-
ues to believe that when a loan is made by an acquirer to a
target organization before it receives agency approval of its
acquisition proposal, it raises important issues, and that it will
review these arrangements critically and carefully.

4. See 12 C.FR. 225.28(b)(1), (2), (3), (4), (8), and (11).
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3111.0.2.3 Noncontrolling Investment

The SLHC proposed to acquire 17.5 percent of
BBI’s voting shares that HN currently owned
and to increase up to 19.9 percent its total
ownership of BBI's voting shares. The Board
previously had approved HN’s investment in
BBI as a passive investment, and HN complied
with certain commitments that were previously
relied on by the Board in determining that an
investing BHC would not exercise a controlling
influence over another BHC or bank for the
purposes of the BHC Act (“Passivity Commit-
ments’’).> The SLHC indicated that it did not
propose to control or exercise a controlling
influence over BBI and that its indirect invest-
ment in B Bank also would be a passive invest-
ment. The SLHC provided the passivity com-
mitments to the Board (see appendix A). Based
on those commitments, the Board concluded
that the SLHC would not acquire control of, or
have the ability to exercise a controlling influ-
ence over, BBI or B Bank through the proposed
acquisition of BBI’s voting shares.

3111.0.2.4 Appendix A
Passivity Commitments

The SLHC will not, without the prior approval
of the Federal Reserve Board or its staff, di-
rectly or indirectly:

1. Exercise or attempt to exercise a controlling
influence over the management or policies
of BBI or any of its subsidiaries;

2. Have or seek to have a representative of
SLHC serve on the board of directors of
BBI or any of its subsidiaries;

3. Have or seek to have any employee or
representative of SLHC serve as an officer,
agent, or employee of BBI or any of its
subsidiaries;

4. Take any action that would cause BBI or
any of its subsidiaries to become a subsidi-
ary of SLHC;

5. The Board previously determined that the acquisition of
less than a controlling interest in a bank or BHC is not a
normal acquisition for a BHC. The requirement in section
3(a)(3) of the BHC Act that the Board’s approval be obtained
before a BHC acquires more than 5 percent of the voting
shares of a bank seems to suggest, however, that Congress
contemplated the acquisition by BHCs of between 5 and
25 percent of the voting shares of banks. See 12 U.S.C.
1843(a)(3). On this basis, the Board has previously approved
the acquisition of a BHC of less than a controlling interest in a
bank or BHC. See 2006 FRB C37 (acquisition of up to
24.89 percent of the voting shares of a BHC); 2005 FRB 74
(acquisition of 24.9 percent of the shares of a BHC); and 2000
FRB 52 (acquisition of up to 9.9 percent of the voting shares
of a BHC).

5. Acquire or retain shares that would cause
the combined interests of SLHC and its
officers, directors, and affiliates to equal or
exceed 19.9 percent of the outstanding vot-
ing shares of BBI or any of its subsidiaries;

6. Propose a director or slate of directors in
opposition to a nominee or slate of nomi-
nees proposed by the management or board
of directors of BBI or any of its subsidiaries;

7. Solicit or participate in soliciting proxies
with respect to any matter presented to the
shareholders of BBI or any of its subsidiaries;

8. Attempt to influence the dividend policies;
loan, credit, or investment decisions or poli-
cies; pricing of services; personnel deci-
sions; operations activities, including the
location of any offices or branches or their
hours of operation, etc.; or any similar ac-
tivities or decisions of BBI or any of its
subsidiaries;

9. Dispose or threaten to dispose (explicitly or
implicitly) of shares of BBI in any manner
as a condition or inducement of specific
action or non-action by BBI or any of its
subsidiaries;

10. Enter into any other banking or nonbanking
transactions with BBI or any of its subsidi-
aries, except that SLHC may establish and
maintain deposit accounts with BBI, pro-
vided that the aggregate balance of all such
deposit accounts does not exceed $500,000
and that the accounts are maintained on
substantially the same terms as those pre-
vailing for comparable accounts of persons
unaffiliated with BBL.

11. Acquire or seek to acquire any nonpublic
financial information of BBI or any of its
subsidiaries, beyond the information already
available to it as a shareholder of BBIL
SLHC also confirms that there are no legal,
contractual, or statutory provisions that would
allow it or its subsidiaries to have any
access to financial information of BBI or its
subsidiaries beyond the information avail-
able to shareholders.

3111.0.2.5 Interstate Acquisition

Under the Dodd-Frank Act, the Board of Gover-
nors of the Federal Reserve System may not
approve the acquisition of an insured depository
institution (including a savings association) if
the home state of the insured depository institu-
tion is a state other than the home state of the
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United States. (For the Dodd-Frank cite, see 12
USC 1843(c)(8). Pub. L. 111-203 124 stat 1547,
1634)

bank holding company and the applicant con-
trols, upon consummation, more than 10 percent
of the total amount of insured deposits in the

3111.0.3 LAWS, REGULATIONS, INTERPRETATIONS, ORDERS

Subject Laws!

Regulations?

Interpretations?

Orders

Activity approval

Determination that the
operation of a thrift

1843(4)(i) 225.28(b)(4)(ii)

225.28(b)(1),
(2, (3), 4, (3),

1997 FRB 275

2010 FRB B7
1989 FRB 86

institution is closely related and (11) 1986 FRB 724
to banking and a proper 1986 FRB 342
incident thereto 1985 FRB 340
1983 FRB 812
1982 FRB 660
1982 FRB 316
1977 FRB 280
1974 FRB 868
Bank holding companies 225.28(b)(4)(ii) 2014 FRB 13, Q3
acquiring savings associations (FRB Order
must conform their direct and No. 2014-16)
indirect nonbank activities to 2010 FRB B7
those permissible for bank 2005 FRB 91
holding companies 2004 FRB 503
2003 FRB 439
2002 FRB 485
2002 FRB 385
Acquisition of stock savings 1985 FRB 462
and loan associations
Removal of tandem restric- 1989 FRB 716
tions
Establishing branches on an 1993 FRB 890
interstate basis after
acquisition
BHC’s joint acquisition of a 225.28(b)(4)(ii) 2014 FRB 23, Q4

savings association, merged
subsequently into a subsidiary
bank

Minority investment (interest)
in a savings bank

Acquisition of a BHC of less
than a controlling interest in a
bank or BHC

BHC Supervision Manual
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(FRB Order
No. 2014-22)

1995 FRB 509

2006 FRB C37
2005 FRB 74
2000 FRB 52
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Subject Laws' Regulations?  Interpretations? Orders

Acquisition of a savings and  1843(c)(8) 225.28(b)(4)(ii) 2015 FRB 61
loan holding company and (j) (Board Order
No. 2015-27

2015 FRB 37
(Board Order

No. 2015-34

1. 12 U.S.C., unless specifically stated otherwise.
2. 12 C.FR., unless specifically stated otherwise.
3. Federal Reserve Regulatory Service reference.
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Section 4(c)(8) of the BHC Act
(Trust Services) Section 3120.(

The performance of trust services by a trusadministration and may not be offered or mar-
company subsidiary that is neither a “bank” norketed as a separate service.
a nonbank bank encompasses virtually any kind The board of directors and senior manage
of fiduciary, agency, or custodial service comment of financial holding companies (FHCs)
monly performed by a trust company so long aand bank holding companies (BHCs) are
the subsidiary does not accept demand depositssponsible for overseeing the operations c
or make loans, except as expressly permitted kyieir fiduciary activities in a safe and sound
section 225.28(b)(5) of Regulation Y. Generallymanner. Such oversight (particularly for those
under Regulation Y, a trust company may onlyBHCs and FHCs engaged in a broad range c
accept deposits arising out of trust funds nofinancial activities) at the consolidated level is
currently invested; perform escrow servicesimportant because the risks associated with finar
such as receiving, holding, and disbursing downeial activities as well as fiduciary activities can
payments and other funds deposited by purchasut across legal entities and business lines. Fe:
ers in real estate transactions; and act as @fial Reserve examiners review and assess tl
agent for an issuer of, or broker or dealer injnternal policies, reports, and procedures an
securities in a capacity of a paying agenteffectiveness of the BHC/FHC consolidated risk-
dividend-disbursing agent, or securities clearingnanagement process.
agent, so long as the funds are not used by the The appropriate regulator of trust activities
customer as a general-purpose checking accouiricluding activities of a fiduciary, agency, or
and do not bear interest. The subsidiary’s lendeustodial nature) has the primary responsibility
ing activities are restricted to making call loangor evaluating risks, hedging, and risk manage
to securities dealers and to purchasing moneyent at the legal-entity level for any subsidiary
market instruments; however, such loans magr subsidiaries that the regulator supervises
not be used to provide funding for nonbankFederal Reserve examiners should seek to u
subsidiaries of the holding company. the examination findings of the appropriate regu
Trust companies may be either state charterddtors. (See SR-00-13.)
or nationally chartered. Some nationally char- To determine the complete scope of fiduciary
tered trust companies have national bank chaassets within an FHC/BHC, examiners shoulc
ters but have agreed through limitations in theireference the Uniform Bank Performance Repol
bylaws to engage only in those activities permit{UBPR), which reflects the information gath-
ted for trust departments of national banks. Tered on Schedule RC-T. To further understan
prevent the use of a trust company as a vehiclétie scope of fiduciary assets within an FHC
for evasion of section 3(d) of the Bank HoldingBHC, an examiner should also look at informa-
Company Act, the Board has conditioned itgion reported on Schedules Y-11 and Y-9C with
approval of certain interstate acquisitions byespect to income derived from trust, fiduciary,
requiring that (1) the trust company’s demandnd asset-management activities. (See also pa
deposit-taking activities not be operated in tand of the Bank Holding Company Performance
dem with any other subsidiary, (2) demandReport (BHCPR) for the amount and percent
deposit and commercial lending services ofiges of income from fiduciary activities to
affiliates will not be linked in any way, and adjusted operating income (tax-equivalent)
(3) the trust company will not engage in anyincluding the BHC's corresponding peer-group
transactions with affiliates, other than the paytatios.)
ment of dividends or the infusion of capital, Peer analysis is also available at the ban
without the Board's approval (for example, sedevel. Examiners should refer to pages Trust :
U.S. Trust Corporation, 1984 FRB 371). Theand Trust 1A of the UBPR. General comparisor
scope of these conditions may be reviewed bipformation is also available on a lagged basi:
the Board in connection with nonbank bankin the FFIEC'’s electronic report “Trust Assets
applications. of Financial_ Institutions” (www2.fdic.gO\_//
As part of normal administration of its trust Structur/trust/index.asp). Aggregate dataare liste
accounts, a trust company will from time to timePY year back to 1996.
engage in an activity, such as property manage-
ment or land development, that has been
determined to beot closely related to banking
by the Board. Any such service may only beBHC Supervision Manual December 2003
performed incidentally to fiduciary-account Page 1
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3120.0.1 ON-SITE INSPECTIONS

Trust companies are normally engaged in activi-
ties such as management of funds for individu-
als. These activities are significant to the integ-
rity of the banking system and involve significant
potential liability to the bank holding company
if not properly conducted. Therefore, periodic
on-site inspections should be performed. If the
trust company is examined by a state banking
department, then alternate-year examination pro-
cedures may apply. If nationally chartered, a
review of the periodic on-site examinations of
the Comptroller of the Currency will generally
suffice. If the trust company is not subject to a

BHC Supervision Manual December 2003
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regular examination by another federal banking
agency (i.e., if it isan uninsured, state-chartered
nonmember trust company), the Reserve Bank
should perform regular on-site inspections to
include, at a minimum, full-scope reviews of the
trust activity. The inspections would use proce-
dures such as those used in the examinations of
trust activities of state member banks. This por-
tion of the inspection should be performed by
examiners specially trained in trust examina
tions. Holding company inspectors should spe-
cifically review trust activities for compliance
with any conditions imposed by the Board in
connection with the approval of an application.



Section 4(c)(8) of the BHC Act

(General Financial and Investment Advisory Activities)

Section 313(

The main sections that follow (sections 3130.1
through 3130.9) address all financial and invest-
ment advisory activities under section 4(c)(8) of
the BHC Act and section 225.28(b)(6) of Regu-2.
lation Y that have been authorized by the Board.
This section provides general inspection objec-
tives and procedures that relate to such financial.
and investment advisory activities. These objec-
tives and procedures can be applied to the BHC
inspection of every advisory activity when advi-
sory activities are not listed separately in any of
this manual’s individual advisory sections.

Any commitments that were made by the4.
bank holding company or its nonbank subsidi-
aries to the Federal Reserve System pertaining
to its financial and investment advisory non-
banking activities should be reviewed by the
examiner for compliance and applicability, in
accordance with the current statutory and regis.
latory provisions. Any existing commitments or
conditions that relate to the financial resources
of a bank holding company or its subsidiaries 08.
to commitments or conditions that relate to the
risk-management policies of the organization

registered under that act, including sponsor
ing, organizing, and managing a closed-en
investment company;

furnishing general economic information anc
advice, general economical statistical fore:
casting services, and industry studies;
providing advice in connection with mergers,
acquisitions, divestitures, investments, join
ventures, leveraged buyouts, recapitaliza
tions, capital structurings, financing transac
tions and similar instruments, and conduct:
ing financial-feasibility studies;

providing information, statistical forecasting,
and advice with respect to any transaction ir
foreign exchange, swaps, and similar transac
tions, commodities, and any forward con-
tract, option, future, option on a future, and
similar instrument;

providing educational courses and instruc
tional materials to consumers on individual
financial-management matters; and
providing tax-planning and tax-preparation
services to any person.

should remain intact and should be reviewed Sections 3130.1 through 3130.9 include man:
by an examiner for compliance during eacthistorical examples of various financial and
inspection. investment advisory activities that have beel
The Board’'s Regulation Y, effective April approved by the Board. These examples are 1
1997, resulted in a structural reorganization obe viewed as historical references. They shoul
financial and investment advisory nonbankinge considered as to their applicability to curren
activities. The provision of discretionary invest-statutory and regulatory provisions. Some
ment advice is no longer limited to institutional examples include, but are not limited to, provid-
customers. Bank holding companies and theifhg financial advice in rendering fairness opin-
subsidiaries may engage in financial and invesions and providing valuation services in connec
ment advisory activities without restriction. Banktion with mergers, acquisitions, divestitures,
holding companies can manage retail customeifivestments, joint ventures, leveraged buyout:
accounts outside of the trust department of arecapitalizations, and capital structurings. Othe
affiliated bank (to the extent permitted by law).examples include providing advice on financing
Further, bank holding companies may engage iind similar transactions with respect to private
any combination of permissible nonbankingand public financings and loan syndications
activities listed in Regulation Y. Accordingly, conducting financial-feasibility studies; and pro-
bank holding companies may provide financialiding financial advice to state and local govern.
and investment advice jointly with permissiblements with respect to the issuance of thei
agency transactional service, investment or tragecurities.
ing transactions as principal, or any other listed
nonbanking activity.
The rules in Regulation Y provide examples
of financial and investment advisory activities3130.0.1 INSPECTION OBJECTIVES
that are illustrative rather than exclusive. With
regard to the examples, a bank holding company. To review the adviser’s organizational struc-
may act as an investment or financial adviser ture and the qualifications of its managemen
without restriction to any person, including to conduct business, and to determine whethe
they are satisfactory.
1. serving as an investment adviser (as defined
in section 2(a)(20) of the Investment Com-BHC Supervision Manual
pany Act of 1940) to an investment company

June 1998
Page 1
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2.

10.

11.

To determine the status of the adviser's
financial condition and the adequacy of

internal controls, general accounting poli- 2.

cies, and reporting procedures, and to deter-
mine if they reflect the guidelines estab-
lished by management.

. To determine whether fee income is accu-3.

rately computed and reported on a consis-
tent basis.

. To determine what financial effect the activ-

ity has on the parent holding company and
the bank subsidiaries.

. To review and evaluate investment prac-

tices considering the adviser's investment
responsibilities for the selection and alloca-
tion of investments for various types of
accounts to determine whether they are
appropriate.

. To evaluate funding sources, including 5.

indebtedness, and their management with
respect to maturities and interest rates.

. To determine the adequacy of internal and
external audits. 6.
. To determine whether the adviser company

has adequate policies and procedures to pre-
vent self-dealing and similar improper
conflicts.

. To determine whether operating practices

provide for adequate legal documents and
agreements such that the account activities,
in general, are consistent with the contrac-
tual responsibilities and authorities.

To determine if any litigation is pending

against the company and the possible impact8.

of an unfavorable court decision.

To evaluate compliance with applicable bank
holding company laws, regulations, and
interpretations, including compliance with
the standards of care and conduct applica-
ble to fiduciaries as required by Regula-
tion Y.

3130.0.2 INSPECTION PROCEDURES

1.

Review System approval and activities forL0-

conformance with any limitations. Deter-

mine if the activity is conducted through a

separately incorporated subsidiary of the

bank holding company that—

a. refrains from taking positions for its own
account;

b. observes the standards of care and coA2-

duct applicable to fiduciaries with respect
to its advisory and transactional services;
and
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c. avoids executing customer transactions
when acting in an advisory capacity.
Prepare financial statements for the last two
fiscal years, plus interim if appropriate.
Analyze for adverse trends and evaluate for
negative effects on affiliates.
Evaluate asset quality whenwarranted, docu-
menting the scope and detailing assetreview.
Compile classification data, write up classi-
fications if appropriate, and evaluate reserve
adequacy.

4. Obtain documentation for all indebtedness.

Evaluate funding sources for maturity mis-
match, dependence on affiliates’ concentra-
tions, and dependability. Review borrow-
ings from affiliate banks for compliance
with section 23A of the Federal Reserve
Act.

Review income and expense accounts and
transactions with affiliates for compliance
with section 23B of the Federal Reserve
Act.

Review the company’s revenue sources to
determine that it has not taken positions and
does not, itself, execute transactions when
acting in an advisory capacity.

7. Evaluate contracts and service agreements

with affiliates. ldentify whether the com-
pany receives or provides services or prod-
ucts. Determine that the services or prod-
ucts are needed and received or provided,
and that the contract or agreement terms
represent market rates.

Review the company'’s fee schedule for pro-
viding advice and the fees charged by affili-
ated banks to conduct transactions for the
company’s customers. Determine whether
the bank is being adequately compensated
for executing trades, or whether these prof-
its are accruing largely to the benefit of the
company.

. Review checking-account statements for all

accounts at affiliate banks for overdrafts

since the previous inspection.

Evaluate whether the nonbank activities are
being performed by affiliate bank personnel

or are using bank assets. If so, is the bank
adequately compensated?

11. Identify off-balance-sheet activities and con-

tingent liabilities, and assess the risk to the
company and any affiliate.

Obtain a listing of litigation against the
company or any individuals who represent
the company from the company’s legal coun-
sel, and evaluate potential effects on the
financial condition.

Obtain and review internal and external
audit reports and workpapers.
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14. Obtain and review internal and externall8. Evaluate insurance for adequacy.
asset-review reports. 19. Obtain or verify that workpapers contain

15. Obtain and review copies of the board of  the following permanent documentation:

directors’ and senior management's poli- & _ ! )
b. date of incorporation or date acquired

c. date activity commenced
d.
e
f.

cies and procedures.

16. Review a sample of recommendations to
determine that a reasonable basis exists for
the company’s recommendations.

17. Review the advisory contracts to determine

System approval letters

articles of incorporation and by-laws

. commitments

supervisory actions

. other pertinent correspondence

if there are any conflicts of interests mvolv-FQ Obtain and review a listing of shareholder:

ing the parent company or affiliates, as wel

for each class of stock outstanding, and :

as the officers, directors, or principal share-  g.paqyje of officers, directors, and their re.
holders and their related interests of the lated interests

holding company and its affiliates.
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Section 4(c)(8) of the BHC Act

(Investment or Financial Advisers)

Section 3130.1

WHAT’S NEW IN THIS REVISED
SECTION

This section is revised to amend section 3130.1.6,
Laws, Regulations, Interpretations, and Orders.
The table references a 2015 Board order that
authorizes the merger of two bank holding com-
panies and the acquisition of a bank, which
were immediately followed by the acquisition of
nonbank subsidiaries authorized to be engaged
in financial and investment advisory activities
under section 225.28(b)(6) of Regulation Y.

A bank holding company or its nonbank subsid-
iary that engages in investment or financial
adviser activities is subject to section 225.28(b)(6)
of Regulation Y. The purpose of an inspection
of a company providing investment or financial
advice is to determine that it is operating accord-
ing to applicable laws, regulations, and interpre-
tations, and to determine that the company is
subject to an adequate audit program. Regula-
tion Y allows a bank holding company to serve
as an investment adviser as defined in section
2(a)(20) of the Investment Company Act of
1940 (15 U.S.C. 80a-2(a)(20)), which defines an
“investment adviser” of an investment com-
pany as ““...any person who pursuant to contract
with such company regularly furnishes advice
to such company with respect to the desirability
of investing in, purchasing or selling securities
or other property, or is empowered to determine
what securities or other property shall be pur-
chased or sold by such company...”

The Board has issued an interpretive rule
regarding the investment adviser activities of
bank holding companies under Regulation Y
(12 C.ER. 225.125). The following is a list of
some of its provisions:

1. Bank holding companies, including their
bank and nonbank subsidiaries, may act as
investment advisers to various types of invest-
ment companies such as mutual funds and
closed-end investment companies. Mutual
funds and closed-end investment compa-
nies are described in the interpretation.

2. Bank holding company investment adviser
activities are limited by the Glass-Steagall
Act (Banking Act of 1933 (12 U.S.C. 24,
78, 377, 378)). This act generally prohibits
member banks from engaging in the pur-
chase or sale of equity securities other than
in an agency capacity.

3. A bank holding company may not sponsor,
organize, or control a mutual fund. This

does not apply to closed-end investment
companies so long as they are not primarily
or frequently engaged in the issuance, sale,
or distribution of securities.

4. A bank holding company should not act as
investment adviser to an investment com-
pany which has a name similar to the bank
holding company or any of its subsidiary
banks, unless the prospectus of the invest-
ment company contains certain required
disclosures. In no case should a bank hold-
ing company act as investment adviser to an
investment company that has either the
same name as the name of the bank
holding company or any of its subsidiary
banks, or that has a name that contains the
word “‘bank.”

5. Since investment adviser activities may cre-
ate potential conflicts of interest, the Board
determined that a bank holding company
and its subsidiaries should not purchase in
their sole discretion, in a fiduciary capacity
(including as managing agent), securities of
any investment company for which the bank
holding company acts as investment adviser,
unless the purchase is specifically autho-
rized by (1) the terms of the instrument
creating the fiduciary relationship, (2) court
order, or (3) the law of the jurisdiction
under which the trust is administered.

6. A bank holding company may not engage,
directly or indirectly, in the underwriting,
public sale, or distribution of securities of
any investment company for which it or any
nonbank subsidiary acts as investment
adviser, except in compliance with section
20 of the Glass-Steagall Act. The Board has
determined, however, that the conduct of
securities brokerage activities by a bank
holding company or its nonbank subsidi-
aries, when conducted individually or in
combination with investment advisory
activities, is not deemed to be the under-
writing, public sale, or distribution of secu-
rities prohibited by the Glass-Steagall Act.

7. A bank holding company or any of its non-
bank subsidiaries that have been authorized
by the Board under the Bank Holding Com-
pany Act to conduct securities brokerage
activities (either separately or in combina-
tion with investment advisory activities)
may act as agent, upon the order and for the
account of customers of the holding com-
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pany or its nonbank subsidiary, to purchase
or sell shares of an investment company for
which the bank holding company or its
subsidiaries act as an investment adviser.

8. A bank holding company or any of its non-
bank subsidiaries that have been authorized
by the Board under the Bank Holding Com-
pany Act to provide investment advice to
third parties generally (either separately or
in combination with securities brokerage
services) may provide investment advice to
customers with respect to the purchase or
sale of shares of an investment company for
which the holding company or any of its
subsidiaries acts as an investment adviser.

9. A bank holding company or its subsidiary
bank, at the time a service is provided, must
caution customers to read the prospectus of
the investment company before investing.
Customers must be advised in writing that
the investment company’s shares are not
insured by the Federal Deposit Insurance
Corporation and are not deposits, obliga-
tions, or endorsed or guaranteed in any way
by any bank (unless that is the case). The
role of the company or affiliate as adviser to
the investment company must be disclosed
in writing. Such disclosures may be done
orally, but the cusotomer must be given
such disclosures in writing immediately
thereafter.

10. Because of potential conflicts of interest, a
bank holding company which acts both as
custodian and investment adviser for an
investment company should exercise care
to maintain at a minimum level demand
deposit accounts of the investment com-
pany which are placed with a bank affiliate,
and should not invest cash funds of the
investment company in time depositaccounts
(including certificates of deposit) of any
bank affiliate.

3130.1.1 REAL ESTATE
DEVELOPMENT ADVISERS FOR
STATE AND LOCAL GOVERNMENTS

Advising state and local governments about
methods available to finance real estate develop-
ment projects, and evaluating projected income
to determine if debt resulting from proposed
development projects can be adequately ser-
viced is permissible if the activities are autho-

BHC Supervision Manual
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rized under section 225.28(b)(6) of Regula-
tion Y.

Before this activity was incorporated into
Regulation Y, in 1980, the Board had received
certain comments noting that certain aspects of
these advisory services may be within the scope
of the activity of ‘“management consulting.”
The Board had found that it was not permissible
for bank holding companies to offer manage-
ment consulting services to nonaffiliated compa-
nies. Certain management consulting advice could
be provided to unaffiliated depository institu-
tions, however. In view of the relationship that
had traditionally existed between banks and
state and local governments, and the net public
benefits that would result from provision of
advice to such governments by bank holding
companies, the Board indicated that it would be
more flexible in determining what particular
services constitute “providing financial advice”
rather than “management consulting” when the
services are solely for state and local govern-
ments rather than other nonbank organizations.
With the Board’s April 1997 revision of Regula-
tion Y, investment and financial advisory activi-
ties were grouped together and a bank holding
company could act as an investment or financial
adviser without restriction.

The Board also allowed the provision of
management consulting services regarding any
financial, economic, accounting, or audit matter
to any company. These financial activities are
directly related to the activities and expertise of
bank holding companies. Management consult-
ing services are subject to a revenue limitation,
however. They may be provided to any cus-
tomer on any matter, provided that the total
annual revenue derived from the management
consulting services does not exceed 30 percent
of the company’s total annual revenue derived
from management consulting activities. Thus,
any services provided to state and local govern-
ments that are deemed management consulting
services are subject to this revenue limitation.

3130.1.2 INSPECTION OBJECTIVES

1. Toreview the adviser’s organizational struc-
ture and the qualifications of management
to conduct business, and to determine whether
they are satisfactory.

2. To determine the status of the adviser’s
financial condition and the adequacy of
internal controls, general accounting poli-
cies, and reporting procedures, and to deter-
mine if they reflect the guidelines estab-
lished by management.
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3. To determine whether fee income is accu-
rately computed and reported on a consis-
tent basis.

4. To determine what financial effect the activ-
ity has on the parent holding company and
the bank subsidiaries.

5. To review and evaluate investment prac-
tices considering the adviser’s investment
responsibilities for the selection and alloca-
tion of investments for various types of
accounts, and to determine whether they are
appropriate.

BHC Supervision Manual January 2016
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10.

11.

. To evauate funding sources, including

indebtedness, and their management based
on maturities and interest rates.

. To determine the adequacy of internal and

external audits.

. To determine whether the adviser company

has adequate policies and proceduresto pre-
vent self-dealing and similar improper con-
flicts.

. To determine whether operating practices

provide for adequate legal documents and
agreements such that the account activities,
in general, are consistent with the contrac-
tua responsibilities and authorities.

To determine if any litigation is pending
against the company and the possible impact
of an unfavorable court decision.

To evaluate compliancewith applicablebank
holding company laws, regulations, and
interpretations, including compliance with
the standards of care and conduct applica-
ble to fiduciaries as required by Regula
tion'Y.

3130.1.3 INSPECTION PROCEDURES

1

Obtain the company’s policy and procedure
manuals, and distribute relevant portions to
the examiners for review and compliance
evaluation.

. Review the minutes of meetings of the

board of directors, audit committees, and
any officer-level committees. Ensure that
examiners performing other portions of the
inspection review relevant minutes or sum-
maries thereof.

. Obtain, review, and evauate the adequacy

of internal and external audit procedures,
reports, and workpapers.

. Prepare financia statements for the last two

fiscal years, plus the interim period, if
appropriate. Analyze and evaluate the infor-
mation for adverse trends and for negative
effects on affiliates.

. Obtain, review, and evaluate internal and

external asset-review reports.

. Evaluateasset quality wherewarranted, docu-

menting the scopeand detailing asset review.
Compile classification data, write up classi-
fications if appropriate, and evaluate the
adequacy of contra asset allowances.

. Obtain documentation for all indebtedness.

Evaluate funding sources for maturity mis-
match, dependence on affiliates, concentra-
tions, and dependability. Review borrow-
ings from &ffiliate banks for compliance

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

with section 23A of the Federal Reserve
Act.

. Review checking-account statements for all

accounts at affiliate banks, checking for
overdrafts since the previous inspection.

. Complete the inspection checklist (see the

sections beginning at 3130.1.3.2) based on
the guidance provided in section 3130.1.3.1.
| dentify off-balance-sheet activitiesand con-
tingent liabilities, and assess the risk to the
company and any affiliate.

Obtain a listing of litigation against the
company or any individuals who represent
thecompany fromthecompany’ slegal coun-
sel, and summarize the matters in litigation
(or in threatened litigation) and any com-
promiseactions. Evaluatethepotential effects
on the company’s financial condition.
Evaluate contracts and service agreements
with affiliates. Identify whether the com-
pany receives or provides services or prod-
ucts. Determine that the services or prod-
ucts are needed and received or provided,
and that the contract or agreement terms
represent market rates.

Review income and expense accounts and
transactions with affiliates for compliance
with section 23B of the Federa Reserve
Act.

Evaluate whether the nonbank activities are
being performed by affiliate bank personnel
or whether bank assets are being used. If so,
is the bank adequately compensated?
Review FR System approvals, and check
conformance with any specified limitations
or commitments.

Review a sample of recommendations to
determine that a reasonable basis exists for
the company’ s recommendations.

Review the advisory contracts to determine
if there are any conflicts of interests involv-
ing the parent company or &ffiliates, as well
as the officers, directors, or principal share-
holders and their related interests of the
holding company and its affiliates.

Evaluate insurance, including bond cover-
age, for adequacy. Determine the extent of
current liability insurance relating to the
adviser function, and evaluate the adequacy
of such coverage—particularly the extent to
which possible significant surcharges would
be covered by such insurance.

Obtain a listing of shareholders for each
class of stock outstanding and a schedule of
officers, directors, and their related interests.

BHC Supervision Manual
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20. Obtain or update biographical and experi-
ence information for key management per-
sonnel, together with overall staffing and
salary levelsasappropriatefor full evaluation.

21. Determine whether operating practices pro-
videfor adequatelegal documentsand agree-
ments such that the account activities, in
general, are consistent with contractual
responsibilities.

22. Ascertain if senior management is aware, or
has adopted the procedures necessary to
become aware, of its current and potential
responsibilities in connection with any
regulatory-reporting and/or regulatory-
compliance requirements.

23. Obtain or verify that workpapers contain
the following permanent documentation:

System approval letters

. date of incorporation or date acquired

. date activity commenced

. articles of incorporation and by-laws

. commitments

supervisory actions
. other pertinent correspondence

oo

Q "0 Q0

3130.1.3.1 Scope of Inspection

It is expected that inspections of investment
adviser subsidiaries will generally be conducted
as part of regularly scheduled bank holding
company inspections. If, however, the invest-
ment adviser subsidiary provides portfolio man-
agement services for a significant portion of
trust assets held by a state member bank, the
Reserve Bank should inspect the investment
adviser subsidiary at the same time it examines
the trust operations of the bank subsidiary. The
scope of the inspection should be based on a
review of the nature and complexity of the
financial services provided to customers. An
adviser which merely providesinvestment advice
and does not provide any additional financial
services, such as portfolio management, safe-
keeping, recordkeeping, or trading services, may
not require an inspection. However, an adviser
which provides portfolio management, saf ekeep-
ing, or other services will require an inspection.
To determine the scope of the inspection, it is
essential to identify what types of services are
being offered to customers and to assess the
risks associated with those services.

The examiner needs to understand the advis-
er’ soperations, including how it represents itself
to clients and whether the adviser has any vested

BHC Supervision Manual
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interestsin the financial services which it offers.
Examiners should use their discretion to sched-
ule inspections based on the size and complex-
ity of the adviser's operations. Most section
4(c)(8) BHC subsidiaries will be subject to SEC
registration requirements. (See SR-91-4 (SA).)
Appropriate checklist questions should be com-
pleted for registered investment advisers which
provide investment advice to ffiliated banks or
trust companies and for investment advisers
which engage in activities which could have a
significantimpact onthebank holding company’s
financial safety and soundness. The checklist
should aso be completed for all advisers that
manage investment portfolios for their custom-
ers. The checklist is only a guideline and some
of the sections in the checklist may not be
applicable. Conversely, the scope of such
examinationsis not limited to the itemsincluded
in this checklist.

3130.1.3.2 Inspection Checklist

The questions in this checklist will assist the
examiner in evaluating various areas of supervi-
sory concerns.

3130.1.3.2.1 Review of Fundamental
Policies and Procedures

The investment adviser's policies and proce-
dures should be reviewed using the following
checklist to ensure that fundamental policies
and procedures have been established and
implemented.

1. Are adequate minutes of the board and board
committee meetings prepared?

2. Is the adviser properly chartered and
registered?

3. Doesthe adviser have sufficient blanket bond
or other fidelity or liability coveragein place?

4. |s corporate and regulatory reporting per-
formed on atimely basis?

5. Does the above reporting fairly present the
accounting and supplemental data reflected
by the corporate records?

6. Are internal accounting controls, provided
by a segregation of duties or a need for
administrative approvals, adequate?

7. Are duties properly segregated in the receiv-
ing, disbursing, and recording of cash and
cash transactions?

8. Are fee calculations and billing procedures
adequate to ensure accuracy and propriety?
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9. Are all security transactions authorized omctivities. The examiner should determine
approved by the appropriate managememnwhether the board of directors has develope
level, and is there documented evidence ofidequate objectives and policies.

the authorization or approval?

3130.1.3.2.2.1 Supervision and Organization

3130.1.3.2.2 Supervision and
Organization

Checklist

1. If the board of directors does not directly

Supervision refers to the conduct of an adviser’'s
board of directors and senior management in
establishing, communicating, and enforcing a
system of policies, procedures, and practices
suitable to its business objectives and legal
requirements. Organization may be character-
ized as the framework of committees and the
assigned responsibilities through which supervi-
sion functions. The examiner should (1) review

the structure of the organization for adequacy of 2.

management information systems and (2) the
organization framework as both relate to meet-
ing the entity’s stated responsibilities as well as
generally accepted standards of conduct. The
examiner should review the supervisory func-
tion by first identifying the duties and
responsibilities of the board of directors. The
directors owe the duty of reasonable supervi-
sion, including appropriate attention to areas in
which the adviser is assuming sensitive and
complex fiduciary responsibilities. The next level
of review is the committee and officer positions

to which certain authority has been delegated. In3,

reviewing this level of supervision, the exam-
iner should keep in mind that certain functions
cannot be delegated; for example, approval of
significant new services or lines of business,

approval of formal policies designed to ensure 4,

that the adviser operates in basic compliance

with laws and regulations, and the selection ands;,

supervision of senior management cannot ordi-
narily be delegated. Informal delegations and

operating practices represent the last level ofg,

review. In reviewing both formal and informal
delegations, consideration should be given to
the institution’s size and complexity. A final
determination of the adequacy of supervision
and organization must be based on findings of
the entire inspection of the bank holding com-
pany or its honbank subsidiaries. While topics
that have direct or indirect impact on the ade-
quacy of director supervision and management
competence are of particular sensitivity, examin-
ers nevertheless have a responsibility to care-

supervise investment adviser activities—

a. has a responsible board committee(s
been named to exercise this function?

b. are any delegations consistent with by
law provisions and other appropriate
principles?

c. dotheboard’s minutes nevertheless reflec
periodic but timely review of the con-
duct and operating results of the function?

Do minutes of the board, or its commit-

tee(s), reflect that members—

a. attend meetings with
frequency?

b. require and approve, where necessar
appropriate written policies, strategic
plans, and management reports relatin
thereto?

c. review audit and regulatory reports (anc
management proposals and corrective
measures in response thereto), litigatior
developments, earnings and expens
reports, and changes to fee schedules?

Through adoption of formal policies and

provisions for auditing, does the board

adequately seek to ensure the integrity o

the organization’s records and operationa

systems?

Are policies and procedures adequately corr

municated to officers and staff?

Does the board or a board committee con

sider, periodically review, and provide for

insurance protection?

Does the bank holding company maintair

access to competentlegal counsel and, whe!

appropriate, obtain written opinions on sig-
nificant legal questions such as—

a. pending or threatened litigation?

b. account agreements whose terms ai
unclear or ambiguous or raise compli-
cated points of law?

c. proposed actions or policies involving
matters such as conflicts of interest,
restricted securities, ERISA, and other
matters involving possible legal exposure”

reasonable

fully address and comment upon such issuesz. |f an account’s securities are registered in

During the course of the inspection, the exam-
iner should review the supervisory and organi-

nominee name(s)—

zational structure of the bank holding companyBHC Supervision Manual
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a. is the nominee agreement current?

ment advice, particularly to retail clients, an

b. is the nominee registered with the Ameriinvestment adviser should observe the standards
can Society of Corporate Secretaries (t@f care and conduct applicable to fiduciarles.

guard against duplication of the nominee
name) and state authorities (where
required by local law)?

3130.1.3.2.3.1 Investment Standards and

8. Is staffing adequate, in terms of both numResearch

bers and qualifications, to handle the cur-

rent volume of business? 1.
9. Is there adequate provision for management
succession, or for continuing operations in
case of the loss of key personnel? 2.
Is senior management aware of its responsi-
bilities in connection with, and has it estab-
lished written policies and procedures to
ensure compliance with, any applicable3.
regulatory-reporting requirements?
Are significant functions of the investment
adviser subject to either internal or external
audit? If not, ascertain whether an audit
program should either be developed o#.
expanded.
When appropriate in light of the size and
complexity of the adviser’s operations, has
management had an audit of financial state-
ments performed by certified public
accountants?
Have all significant exceptions and recom-
mendations in audits or examinations or
inspection reports been corrected, imple-
mented, or otherwise satisfactorily resolved?

10.

11.

12.

13.

5.

3130.1.3.2.3 Portfolio Management

Investment selection is the process whereby the

adviser evaluates, selects, and reevaluates those

securities or other financial assets it will buy or
sell for its clients, or for which it will make

recommendations. It includes the process of
researching and selecting recommended indi-
vidual stocks and bonds, and setting objectives

or strategies for diversifications by types and-

classes of securities into general or specialized
portfolios, as well as the process of communi-
cating and executing overall strategies for par-
ticular accounts.

When an adviser holds itself out as a profes-

sional, the adviser will be held to a high stan-/-

dard of prudence and expertise in the investment-

Are the general investment standards and
review and selection responsibilities defined
and approved by the board of directors?
Does management or senior investment per-
sonnel review overall investment policy and
potential investment problems at least
annually?

Is portfolio management policy adequately

communicated to appropriate personnel (for

example, by including it in committee min-
utes, directives, or memoranda circulated to
such personnel)?

Does the institution, where appropriate,

diversify investments according to—

a. types of assets, such as common stocks,
fixed-income securities, and real estate?

b. types of securities by characteristics such
as income, growth, and size of company?

c. types of securities by industry and specific
companies within industries?

d. maturities of debt securities?

e. geographic location of companies of issue,
such as utilities?

f. tax-exempt income?

Iftheinstitution has alist of securities approved

for purchase, retention, and/or sale—

a. are recommendations for additions to or
deletions from such list(s) approved by a
committee or group with appropriate
authority and expertise?

b. are periodic reviews made of the lists of
securities approved for purchase, reten-
tion, or sale to assess the current appropri-
ateness of the investments listed?

If the institution uses any research or analy-

sis in its general investment-review and

-selection process—

a. are appropriate factors taken into account?

b. is appropriate documentation obtained and
filed toreflect consideration of such factors?

If the size and character of the entity’s discre-

tionary investment responsibilities are such

selection and -review process. Therefore, advisers that the type of detailed research consider-

must carefully consider policies and procedure
in this area in accordance with the size an

character of the investment-selection responsﬁ,—e

s
d 1. The term “portfolio investment” is intended to refer

nerally to the investment of funds in a “security” as defined
section 2(1) of the Securities Act of 1933 (15 U.S.C. 77b)

bilities undertaken. In furnishing portfolio invest- or in real property interests, except when the real property is
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ations and files envisioned in the previous 5. As appropriate to the size and character ¢
business, are account synopses and histo
cal data used in the review of account

question are not relied on, does it use ratings
by acceptable financial-rating agencies, such
as Moody’s or Standard and Poor’s, together
with evaluation of basic relevant factors per- 6.
taining to the type of security under
consideration?

8. Where appropriate, does the organization dif-
ferentiate its investment-selection process as
to the type of account in question, such as
those for which the need for growth or income
is paramount, or for taxable versus tax-free
trusts or retail versus institutional accounts?

9. Do personnel possess sufficient expertise
and experience to properly implement the
firm’s investment-selection systems and
responsibilities? 7.

3130.1.3.2.3.2 Account Administration

Special consideration has to be given to accounts
subject to the Employee Retirement Income
Security Act of 1974 (ERISA), which imposes
fiduciary responsibilities upon any person who
has any power of control, management, or dis-
position over the funds or other property of any
employee benefit fund. When an adviser exer-
cises investment discretion over such plans, the
extensive fiduciary responsibility and prohibited
transaction rules of ERISA will apply.

8.

1. Does the adviser have portfolio manage-
ment procedures which provide for—

a. consideration of the needs and objectives
of particular types of accounts, such as
the need for income versus growth or
taxable versus tax-free income?

b. conformity with investment provisions
of governing instruments?

c. consideration of the liquidity needs of
the account for anticipated distributions?

d. appropriate diversification, including
avoidance or elimination of concentra-
tions in individual securities and by type
and subclass of securities?

2. When assets in discretionary accounts are
considered unsuitable, is a program of pru-
dent and timely sale of such assets followed
unless retention is required?

3. In order to determine the advisability of
retaining or changing assets, does the adviser
have procedures for periodic reviews?

4. Do minute books or other records—

a. identify reviewed accounts?

b. report written conclusions on the advis-

assets?

Does the investment-review information
include—

a. amount and description of investment?

b.

C.

categories of investment, such as bond
and stocks?

types of investments within each cate-
gory, such as industry groups for stocks"

d. cost?
e.
f.
g

market or appraised value at review date
annual income?

. yield at market?
h.

rating of recognized financial service?

For accounts in which the adviser make:
investments at the direction of the client,
does the adviser—

a.

b.

C.

review the account to detect illegal, non-
conforming, substandard, or otherwise
unsuitable investments?

advise the power holder of any impropel
investments?

inform parties at interest in the account
if any improper investment is not dis-
posed of, and seek legal relief, if
necessary?

. resign from the account if corrective

action is not taken concerning improper
investments?

Have proxy voting policies and procedures
as listed below been established for ERIS/
accounts that are suitable in relation tc
assumed responsibilities?

a.
b.

voting of routine proxies?

identification and handling of proxy or

tender determinations when sensitive
social issues, conflicts of interest, signifi-
cant increases in management power C
perquisites, or merger or buy-out propos-
als are involved?

NOTE: For requirements relating to
proxy processing and the Shareholde
Communications Act of 1985, see
Operations and Internal Controls in the
Trust Examination ManualFor ques-
tions relating to the voting of affiliate
stock, see Conflicts of Interest in the
Trust Examination Manual.

When an adviser invests accounts ir

options and/or futures, the following check-
list questions (numbers 9 through 13) shoulc
be completed. For additional information as
to appropriate uses of options and future:

ability of retaining or disposing of assetSBHC Supervision Manual June 1998

in the accounts?
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10.

11.

12.

13.

contracts, see SR-83-2(SA) and SR-83ment adviser subsidiary was organized for the
39(SA). purpose of providing investment advice and ser-

. When an adviser uses options and/or futuresijces for the trust accounts held at one or more

has the board of directors or a directors’-of its affiliates. These subsidiaries often employ
level committee approved a policy and stratthe same individuals who worked in the banks
egy for their use? Does the policy address—er trust company which they advise.

a. the investment objectives to be accom- Conflict-of-interest problems may arise when
plished by the use of these contracts? the adviser exercises any “discretion” when
b. the specific types of contracts to be usedthere are mutually opposing interests. The most
c. the types of accounts authorized to usserious conflict of interest is self-dealing, which

these contracts? could include transactions such as an investment
d. restrictions and/or conditions upon usen affiliated banks or the purchase of securities
of contracts, such as selection of brokerfrom or through an affiliate. To resolve conflicts
age houses, position limits, time framespf interest, such transactions and the fees associ-
leveraging, etc.? ated with them must be fully disclosed and
Was adequate disclosure made and adequatathorized by the appropriate parties.
authorization obtained to execute contract Potential conflict-of-interest situations are not
transactions for various types of participatdimited to transactions between affiliates, but
ing accounts? can be between the adviser and any of its direc-
Are adequate systems and controls in effetors, officers, or employees individually. Due to
to ensure— the complexity, sensitivity, and exposure involved
a. proper tax treatment? in conflicts of interest, it is particularly impor-
b. proper segregation of securities and/otant that an adviser develop the awareness and
monies? policies and procedures to identify and deal
c. conformance with account objectives? with conflicts situations. Therefore, it is consid-
d. adherence to adopted strategy, positioared highly desirable, even when not specifi-
limits, and related program parameters?cally required by regulation, that written poli-
e. periodic management evaluation andies be adopted and periodically revised as
reporting systems with respect to— necessary.
* results of contract activities upon over-
all investment performance?
» market developments, including cur- )
rent liquidity of relevant futures and 3130.1.3.2.4.1 Self-Dealing
options contracts in which positions
are taken? 1. Has the adviser—
financial condition, fee competitive- a. acquired any assets from itself or its
ness, and performance of involved affiliates?
broker-dealers? b. acquired any assets from directors, offi-
Doesthe accounting system accurately reflect cers, or employees of the organization or
contract activities with respect to— its affiliates, or from any other individu-
a. transaction details? als with whom a connection exists that
b. current gains or losses on open contract might affect their best judgment?
positions? 2. Has the adviser sold or transferred any
c. necessary tax information? account assets, by loan or otherwise, to—
Do operating personnel appear sufficiently —a. any affiliates?
knowledgeable relative to the level of b. directors, officers, or employees of any
contract-transactions activity? affiliates?
c. other individuals or corporations with
whom such a connection exists or other

3130.1.3.2.4 Conflicts of Interests organizations in which such an interest

exists that might affect the exercise of its

The inspection of an investment adviser subsid- best judgment? N
iary which provides services to an affiliated trust 3. Has the company purchased any securities
company or bank with a trust department requires ~ for a customer account from any member of
expanded inspection procedures. Oftentheinvest- an undivided syndicate for which the adviser

or any of its affiliates are participating, or

BHC Supervision Manual June 1998 from a private placement which the adviser
Page 8 assisted?
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4. Does the company have satisfactory poli-

cies and procedures, in terms of its size and
character of business, to address the preced-
ing situations?
. If the company directs extra fee-producing
business to itself or an affiliate (for exam-
ple, brokerage services or options-trading
services), or if it charges separate fees to
accounts for securities transactions or other
services commonly provided as part of gen-
eral account administration (for example,
fees for cash management or investmentsin
mutual funds when management or admin-
istration fees are received by the company
or an affiliate)—

a has it identified those accounts which
may properly participate in such services
in accordance with adopted policy, legal
opinion, a Department of Labor ruling,
and/or other necessary determinations?

b. has it made appropriate prior disclosures
and obtained adequate specific authoriza-
tions for those accounts identified as
entitled to the services?

. Have any assets held by the company in one
account been sold to another account?
NOTE: The transaction may be permissible
if appropriate disclosure is made, authoriza-
tion is received, and the law or the govern-
ing instrument do not prohibit it. However,
an interaccount transaction for ERISA
accounts may be a prohibited transaction. In
addition, difficult problems can arise in
establishing or documenting a “fair’” price
for the transaction, particularly if the asset
is a thinly traded security or is a unique
asset.

. Does the company have appropriate poli-

cies and procedures to ensure—

a. its discretionary accounts are not left in
uninvested cash positions beyond amini-
mum period of time?

b. its accounts are invested in affiliate
interest-bearing deposits only for appro-
priate temporary or other purposes?
NOTE: To the extent the company has
long-term affiliate deposits or significant
aggregate holdings, a specia review
should be made of the company’s docu-
mentation evidencing the suitability of
such investments in view of available
aternate vehicles.

. Are securities of affiliates only purchased

upon proper direction or specific authoriza-

tion in account instruments?

. When the adviser purchases securitieswhich

are underwritten by an affiliate, does the

adviser do so only upon proper direction

10.

and specific authorization of the customer?

Does the company act as investment adviser
to an open-end or closed-end investment
company that is registered under the Invest-
ment Company Act of 19407 If so, do its
activities conform with the Board's inter-
pretationat 12 C.F.R. 225.125, which defines
the scope of permissible activities?

3130.1.3.2.4.2 Broker Selection

1.

5.

When volume of activity warrants, is alloca-
tion of brokerage business controlled through
anapprovedlistwhichisperiodically reviewed
and approved by the company’s board or a
senior-officer-level committee?

. Does management attempt to obtain the best

service for customers, including periodic

evaluations of broker qualifications such as—

a. financial condition?

b. past record of good and timely delivery
and payment on trades?

¢. quality of execution and ability to handle
specialized transactions?

d. quality of research received, if applicable?

. Are there procedures to monitor or periodi-

caly survey available negotiated commis-
sion prices in order to ascertain reasonable
costs for the execution requirements of its
accounts?

. If commissions higher than the “‘lowest”

available negotiated commissions are being

paid for executions in order to receive goods

and/or services—

a. have such goods and/or services been
determined to reasonably qualify as ‘‘bro-
kerage and research services’ as defined
in section 28(e)(3) of the Securities
Exchange Act of 1934?

b. does an appropriate committee periodi-
caly (at least annually) review and deter-
mine that the value of the goods and ser-
vices justifies the payment of the higher
brokerage commissions?

Doesthe entity periodically review and main-

tain records of al goods and/or services

received from brokers or third parties in
return for brokerage and/or dealer business
allocated to particular firms?

. Do policies and procedures preclude—

a selection of broker-dealers on the basis of
deposit balances?

b. agreements or understandings for alloca-
tion of specific amounts of business to a

BHC Supervision Manual
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broker-dealer such that the adviser com-
pany would not be able to cease allocating
business to the firm if it were no longer
providing acceptable execution?

7. Are auditing and other monitoring controls
and reporting procedures in effect to verify
the compliance of traders with policies
regarding broker selection and payment of
commissions? NOTE: Under section 28(e)
of the Securities Exchange Act of 1934, the
adviser may also legitimately pay more than
the lowest-available commission for reasons
of execution, financial soundness, and effi-
ciency of delivery and payment.

8. In addition to advisory services, are broker-
age services provided for customers pursuant
to section 225.28(b)(7)(i) of Regulation Y ? If
s0, the examiner should refer to the securities
brokerage inspection procedures and check-
list questions for the inspection of brokerage
activities.

3130.1.3.2.4.3 Trading Policies and Practices

1. When trading specialists are employed, are
there adequate written or unwritten standards
of competence, education, and training for
such individuals?

2. When specidists are not employed, are the
individuals responsible for trading reason-
ably trained and informed in relation to the
volume and character of trading activity they
are required to perform?

3. When transactions are permitted to be crossed
between accounts, are procedures adequate
to ensure fair pricing of the transactions? If it
is not clear the transactions are permitted,
has the company determined through counsel
that crossing is permissible under applicable
law?

4. When specialists are employed and volume
of activity permits, are block trades consid-
ered in order to obtain more favorable trade
prices and execution prices for accounts?

5. If applicable, do procedures, including estab-
lishment of time frames in advance of such
trading, require specia authorization and
attention for large or block trades which are
to be executed in a number of transactions?

6. If procedures permit the combining of pur-
chase or sale orders of the same security—

a are resulting benefits in price and/or
execution costs applied on a pro rata or
averagebasisto the parti cipating accounts?

BHC Supervision Manual
Page 10
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b. are alocable shares similarly pro-rated to
participating accounts when a combined
trade is not executed at once, but in a
number of transactions over a period of
time?

7. Does the adviser maintain policies * reason-
ably designed to prevent the misuse of mate-
rial non-public information?”

3130.1.3.2.5 Recordkeeping

Registered investment advisers are subject to
extensiverecordkeeping requirements. SEC Rule
204-2 imposes recordkeeping standards and
requires that registered investment advisers keep
accurate records. In addition to this recordkeep-
ing, the adviser is subject to the * brochure rule”
(Rule 204-3). This rule requires an investment
adviser to deliver a specified disclosure state-
ment with respect to its background and busi-
ness practices to every client or prospective
client. In addition to an initial disclosure, the
adviser must offer annually to deliver a current
disclosure statement upon request. Those advis-
ers which have custody or possession of securi-
ties of any client must maintain certain addi-
tional records, including separate ledger accounts
for each client, copies of confirmations, and a
position record showing the interest of each
client and the location of the securities.

1. Does the investment adviser make and keep
current appropriate books and records
including—

a journalsor summary journals?

b. amemorandum of each order given by the
firmorinstructionsreceived, showingterms
and conditions of the orders?

c. al checkbooks, bank statements, canceled
checks, and cash reconciliations?

d. al bills or statements, paid or unpaid?

e. trial balances, financial statements, and
internal audit papers?

f. written communications received or sent
by the firm?

g. list of discretionary accounts?

h. powers of attorney and discretionary
powers?

i. written agreements?

j. copies of each notice, circular, advertise-
ment, newspaper article, investment |etter,
bulletin, or other communication recom-
mending the purchase or sale of asecurity?

2. Does the adviser maintain a record of every
transaction in which the adviser or any
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“advisory representative” has a direct or 2.

indirect beneficial interest?
3. Are partnership articles, articles of incorpora-
tion, charter, minute books, and stock certifi-

cate books maintained at the adviser’s princi- 3.

pal office?

4. If required books and records are photocop-
ied or microfilmed, or if they are produced or
reproduced on computer storage media—

a. are such media indexed and arranged to
permit immediate location of any particu-
lar record?

b. were any copies or printouts of such records
promptly provided on request?

c. is at least one copy of the original records
that are now on such media stored in a
separate location from the original for the
time required?

d. does the adviser maintain procedures for

the maintenance and preservation of, and4.

access to, records so as to reasonably safe-
guard them from loss, alteration, or
destruction?

e. does the adviser have facilities for the
immediate, easily readable projection of
microfilmed records and for producing
easily readable facsimile enlargements?

5. Do the entries in the general ledger and jour-
nals properly reflect payments or receipts of
monies or other goods or services?

6. Do the financial statements, canceled checksb.

deposit slips, and check register properly

reflect payments or receipts of monies or 6.

other goods or services?

7. When the adviser’s financial records indicate
thatitis capitalized with client funds (through
either loans or equity), have adequate disclo-
sures been made to clients about the risks
and conflicts of interest involved?

3130.1.3.2.6 Security Storage and
Processing

Investment advisers generally do not take pos-
session and control of client funds and securi-
ties. However, in those cases in which such

responsibilities are assumed, the inspection musy,

evaluate those internal controls which are in

place for the safeguarding of client funds and

securities. Controls and related processing pro-
cedures must be appropriately designed and
implemented by the adviser to efficiently and

safely facilitate such operations.

Does the adviser gain effective access t
client assets through practices, arrange
ments, or relationships with clients, such a:
trustee, executor, or account signator?
When the adviser has custody of client
funds or securities, does the adviser main
tain the following records:

a. a record reflecting all purchases, sales
receipts, and deliveries of securities, anc
all debits and credits to such accounts?

b. a separate ledger account for each clien
showing purchases, sales receipts, an
deliveries of securities?

c. copies of confirmations of all transac-
tions for such clients?

d. a record for each security in which any
client has a position, reflecting the hame
of the client, amount of interest, and
location of security?

When the adviser renders investment

management services, are the following

records maintained:

a. for each client, a record of securities
purchased and sold, containing the date
amount, and price of each transaction?

b. a record for each security in which any
client has a current position, showing the
name of each client and current interes
or number of shares owned by eact
client?

Are client assets physically segregated fron

the adviser’s own assets?

For the vault and other related security-

processing areas, are adequate control

safeguards in effect which include the
following:

a. Are assets maintained under a system ¢
joint custody or dual control?

b. Is access to these areas restricted 1
designated/authorized personnel?

c. As appropriate, are other controls/
safeguards systems in place (for exam
ple, rotation of assignments, key/lock
combinations, or vault or area entrance
log(s))?

d. Is a security-ticket system used as a vau
and asset-movement control system?

If a security-ticket system is used, are

adequate controls/safeguards in effect whicl

include the following:

a. Are security tickets prenumbered?

b. Does each copy of the security ticket
clearly indicate its destination to ensure
prompt and accurate delivery?

1. Does the adviser have custody of clienBHC Supervision Manual June 1998

funds or securities?
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c. Does the security ticket provide the nec-
essary information to ensure proper pro-
cessing and recording of the transaction?

d. Does the security ticket contain suffi-
cient copies to ensure that sound internal

e.

If securities received are not properly
registered in the company’s nominee
name, are procedures in place to ensure
prompt re-registration, control, and

follow-up until re-registration?

control is maintained over the physical10. For the delivery of assets, are adequate
control/safeguards in place which include

the following:

a. Are appropriate receipts obtained and on

security-movement process by providing

the following with a copy (or copies):

* portfolio managers who initiated the
transactions?

 appropriate vault/operations personnel?

« the audit/asset control function?

e. Are unissued security tickets properly
safeguarded and subject to adequate
numeric controls? 11

8. Does the control of security ticket/ ™™
transaction cancellation and replacement
include—

a. restricting the ability to initiate such
action to supervisory personnel?

b. reporting such activity to the audit/asset
control function and other function(s)
affected by such action?

c. procedures to ensure that securities are
returned to the vault or that funds charged
from an account are redeposited, or that
the securities or funds are immediately
placed under the control of a new secu42.
rity ticket/transaction?

d. identifying a replacement security ticket
by recording such information on the
replacement ticket?

e. requiring all copies of the replaced secu-
rity ticket to be forwarded to the audit/
asset control function?

9. For assets received, are adequate controls/
safeguards in effect which include the
following:

a. Are all assets received promptly placed
under joint custody or control?

b. Is appropriate documentation required
and on file for all assets received, and is
it compared to actual assets received and
posted to control ledgers?

c. As applicable, are procedures in place
for controlling and properly handling
assets received by other means, includ-
ing delivery by mail or messenger?

d. If assets are not to be physically held
or issued (for example, mutual fund
shares), is areceipt, statement, or acknow-
ledgment obtained from the issuer or
holder and processed by receipt ticket

b.

file for securities delivered?

Are procedures in place to ensure that
bearer securities are not mailed inamounts
in excess of the company’s insurance
limits?

Do vault custodians—
a. compare securities received/withdrawn

b.

to the security ticket?

for withdrawals, verify that the security
ticket is signed (initialed) by authorized
personnel?

. forsecurities temporarily withdrawn from

the vault (for example, for transfer,
re-registration, or account/portfolio man-
ager review), is a copy of the security
ticket retained by vault personnel pend-
ing the return of the security to the vault?

For pending security transactions, are
adequate controls in effect which include
the following:

a.

b.

Are pending items periodically reviewed
by operations personnel?

Do procedures provide for prompt
follow-up on items which have not been
completed within established time
periods?

c. Are exceptions promptly reported and

d.

resolved by appropriate personnel (for
example, management, supervisors,
and/or the audit/asset control function)?

Are current pending security items
in compliance with established proce-
dures for reporting exceptions, and are
those transactions which have not
been completed within established time
periods been followed up satisfactorily?
NOTE: Examiner judgment should be

used in determining the scope of this
review. However, at a minimum, the

review should include procedures for
handling security transactions pending
30 days or more.

or other means to ensure proper13. Does the security-processing system—

accountability?

BHC Supervision Manual June 1998
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b. contain sufficient information to identify,
locate, and trace the movement of each
asset?

c. provide for adequate segregation of duties
and responsibilities?

14. Has individual accountability or responsi-
bility been properly assigned for the physi-
cal protection of the securities and related
cash flow, if applicable, throughout the
security-processing system?

15. Do procedures require that orders for trades
originate with account or portfolio manag-
ers, with the signature or initials of the
authorizing party shown on the order form
or purchase/sale ticket?

16. Are transactions made on a first-in, first-out
basis (that is, executed in order of receipt),
except when combined in blocks for execu-
tion pursuant to appropriate written
procedures?

17. Do operations personnel perform indepen-
dently of account or portfolio managers
to—

a. reconcile trade tickets to brokers’
confirmations?

b. monitor and promptly follow up on any
outstanding transactions, such as confir-
mations not received within specified
time periods or purchases/sales which
have not settled on settlement date?

c. promptly post payments for purchases/
sales to the recordkeeping system and
promptly record/remove assets?

3130.1.3.2.7 Other Matters

1. Is the adviser or any of its principals involved
in litigation or arbitration which will have an
impact on its ability to fulfill its contract with
clients?

2. Were any matters of a material nature found
in the adviser’s correspondence, such as sig-
nificant client complaints?

3. Did a review of customer-complaint files
reveal any possible areas for special inspec-
tion focus?

4. Did a review of the adviser’s current finan-
cial condition raise concerns as to the advis-
er’s solvency or its ability to otherwise con-
tinue to provide advisory services?

5. Are there any other aspects of the adviser’s
operations, or the operations of an affiliate,
which raise concerns?

3130.1.4 INSPECTION FINDINGS

A written summary of the subsidiary’s activities
should be presented to the examiner in charge of
the bank holding company inspection and should
be included in the inspection report or its sup-
porting workpapers. Material exceptions should
be noted with management’s responses under an
appropriate caption in the open section of the
report. Any comments in the report regarding
the scope of the investment advisory inspections
should note that such inspections are primarily
focused on safety-and-soundness considerations
and not on compliance with securities laws.

In those cases in which a separate Report of
Bank Holding Company Inspection on Invest-
ment Advisory Activities is prepared, examiners
may use the Uniform Interagency Trust Rating
System (see SR-98-37 FRB, revised October
13, 1998, and effective January 1, 1999), which
provides a basis for the evaluation of critical
areas of supervisory concern. The rating system
is generally used by federal supervisory agen-
cies to assess the condition of trust companies.
However, the system can be adopted to report
on advisory operations as well. When the
inspection uncovers significant deficiencies which
require corrective action, and the inspection was
not done in conjunction with a concurrent bank
holding company inspection, a separate report
should be prepared and delivered to the inspected
nonbank adviser. Send a copy of the summary
and any report comments to the Trust Activities
Program, Washington, DC 20551.

3130.1.5 ON-SITE INSPECTION BY
TRUST EXAMINERS

An investment advisory subsidiary of a bank
holding company will normally be registered as
an investment adviser under the federal securi-
ties laws, and will be subject to examinations of
its advisory activities by the Securities and
Exchange Commission (SEC). Nevertheless,
because investment responsibility is involved in
any investment adviser’s activities, and since
the SEC’s routine examinations may be infre-
quent, periodic on-site inspections should be
conducted as an integral part of BHC inspections.

Consideration should be given to using trust
examiners to conduct, or at least participate in,
on-site inspections of financial and investment
advisory nonbank subsidiaries, especially when
the subsidiary provides services to an affiliate

BHC Supervision Manual January 2016
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bank trust department examined by the Board of
Governors of the Federal Reserve System. If the
bank holding company has to “spin off” the
investment research and selection process of its
banks’ trust departments into an investment
advisory subsidiary, there may be a need to
review the activities of the trust departments
together with those of the advisory subsidiary
through an on-site inspection.

The companies being advised on a contrac-
tual basis and which were sponsored by the
holding company or any affiliate are also defined
as affiliates in sections 23A and 23B of the
Federal Reserve Act. The examiner should there-
fore be alert to any intercompany transactions
between a bank subsidiary and the advised com-
pany. A review of financial statements of such
companies is warranted.

3130.1.6 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws!

Regulations?

Interpretations? Orders

Limitations and 15 U.S.C.
activity approval
23A FRA

371c

Activity approval—
real estate development
advisers for state

and local governments

Merger of two BHCs
under Section 3 of the
BHC Act, acquisition

of a bank, and followed
by the acquisition of non-
banking subsidiaries
engaged in financial and
investment advisory
activities

and (j)

225.28(b)(6)
80; section 225.125

225.28(b)(6)

1843(c)(8) 225.28(b)(6)

4-177 1997 FRB 275
1971 FRB 512
1972 FRB 149,

571

1997 FRB 275
1980 FRB 962
and 984

2015 FRB 82
(Board Order
No. 2015-26

225.125

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

BHC Supervision Manual January 2016
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4(c)(8)—Advice on Mergers and Similar Corporate Structurings,
Capital Structurings, and Financing Transactions Section 313

This section renders inspection guidance orelationship between trusts and their adviser
financial and investment advisory activities thahas gone beyond the parameters of advice ar
are provided in connection with mergers, acquiresulted in legal entanglements, conflicts o
sitions, divestitures, investments, joint venturednterest, and financial exposure for the banl
leveraged buyouts, recapitalizations, capital strudrolding company. Because of the potential risk
turings, and financing transactions and similaexposures which may result when a bank hold
transactions, and on conducting financialing company or its subsidiary engages in thi
feasibility studies. This section also provides activity, the overall relationship must be subjec
historical examples of financial and investmento particular scrutiny during an inspection.
advice previously approved by Board order. The REITs were established by the U.S. Congres
examples consist of various kinds of advicen 1960, effective January 1, 1961. A REIT is a
with regard to mergers and similar corporatéybrid form of an investment vehicle which is
transactions under the current Regulation Y, se@ssentially a financial intermediary specializing
tion 225.28(b)(6)(iii). Some of the examples ofin real estate lending and investment. A REIT
advisory nonbank activities were approved foobtains funds by borrowing from financial insti-
inclusion into Regulation Y long before thetutions or other lenders or by issuing share:
revision of Regulation Y that was effective April (equity capital). It invests the funds in real
21, 1997. The reader of these examples mussktate, either as a lender or equity owner. REIT
only take into consideration the current provi-are usually owned by passive owners, not oper:
sions of Regulation Y. There should be no relitors. REITs are designed to take advantage ¢
ance on Board order commitments, old regulabenefits within the federal Internal Revenue
tory provisions, supervisory policies, andCode.
interpretations made before April 21,1997, unless There are generally four types of REITs:
they were not revised. Certain former provisiongquity, mortgage, hybrid, and “finite-life.” An
or commitments may no longer be applicableequity REIT acquires income-producing proper-
The historical examples discussed in this sectioties, deriving its earnings mostly from rents. A
have been revised according to the new regulanortgage REIT provides financing to real estatt
tory provisions. projects that are owned by others, deriving it:
If inspection objectives and procedures arearnings from interest charged on the loans. /
stated in a specific section, the examiner shouldybrid REIT combines the equity REIT and the
use this specialized guidance. In addition, thenortgage REIT. The finite-life REIT is struc-
examiner should use the generalized inspectidnred to self-liquidate within an established time
objectives and procedures in section 3130.Grame.
which are generally applicable to all advisory By meeting certain prescribed requirement:
activities. during a taxable year, a REIT may function as «
conduit with respect to income distributed to its
beneficiaries. If at least 95 percent of the trust'
3130.3.1 ADVISER TO A MORTGAGE income s distributed to the beneficiaries (exclud
OR REAL ESTATE INVESTMENT ing capital gains), the trust pays no taxes on th
TRUST distributed income, thus avoiding the double
taxation associated with corporations. There
An adviser to a mortgage or real estate invesfore, this investment vehicle has the tax advan
ment trust (REIT) furnishes expertise in thetage of a partnership but offers the limited liabil-
areas of funds acquisition, lending, investingity and perpetuity of a corporation.
and servicing that is similar to the role of adviser A REIT must be a corporation (other than an
to a mutual fund. The contracted service isnsurance company or bank), an association, ¢
performed on a fee basis that is generally basea trust, or it must be managed by at least on
on a percentage of the trust’s total assets. Theustee, with transferable shares of beneficie
intention of the exemption, found in sectioninterest as form and evidence of ownership
225.28(b)(iii) of Regulation Y, is to allow the There must be at least 100 beneficial owner:
relationship to be advisory in nature as opposednd the trust must elect to be treated as a REI
to controlling. However, in some instances, theéor tax purposes. A REIT must meet the follow-
ing threefold gross income test. At least 95 per

1. Feasibility studies do not include assisting management .
with the planning or marketing for a given product or provid-BHC Supervision Manual June 1998
ing general operational or management advice. Page 1
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cent of the trust's income must come from reamount of any cash or earning assets that will be
property rentals, dividends, abatements angdiven to the trust.
refunds of real property taxes, interest on loans, A holding company and a trust have separate
or gains from the sale of securities or real estat@nd distinct shareholders but common manage-
with the further stipulation that no less thanment. The potential exposure in such cases may
75 percent of the trust’s income must be directhpe pronounced. Such relationships should be
related to real property. Also, less than 30 perreviewed for conflicts of interest. Loans may be
cent of the trust's income can be derived fronbooked by the holding company or its subsidi-
the sale of any securities held for less than siary and subsequently sold to the trust. The credit
months and from foreclosure property and readlecision may have been made by the subsidiary,
property held for less than four years that is noand the REIT’s purchase of the loans may have
involuntarily converted. been approved by the affiliated adviser. The
In addition to the threefold gross income testbenefits to the holding company may include
there is a twofold investment test which must béeceiving the origination fee and selling the loan
met. First, at least 75 percent of the value of thé0 the trust, thereby increasing the REIT’s assets,
trust's total assets must be real estate asset#on which the holding company’s advisory fee
government securities, and cash. Second, 25 pd$- based. Following receipt of the sale’s pro-
cent of the trust's total assets may be securitie§€eds, the process may be repeated. If the hold-
but the trust cannot hold securities from ondng company has participated in this type of
issuer which amount to greater than 5 percent agfrocess, there is potential for a conflict of inter-
the trust's total assets and more than 10 percefit. The holding company or its subsidiary may

of the outstanding voting securities of the issuefave to repurchase the credit.
Theatened or pending litigation may result

from loans that were originated by the holding
) ) ~__ company or its subsidiaries or that were recom-

3130.3.1.1 Evaluatlng AdVISOfy Activities mended by the adviser. The number of such
for a REIT loans together with the current payment status

of the credit should be determined. If there are
A bank holding company may have an insignifi-numerous loans on a nonaccrual status, the hold-
cant amount of capital invested in the advisoryng company may have accumulated a signifi-
company. However, if the bank holding com-cant loss. Finally, any suit involving the adviser
pany or its subsidiaries have extensions of credivhich pertains to services it performed should
or unfunded commitments outstanding, an evallee explored as to its validity and potential finan-
ation of the credit may be needed using normatial exposure.
classification criteria as to their collectibility,
particularly if there is substantial risk exposure.
Examination/inspection reports of subsidiarie8130.3.2 INSPECTION OBJECTIVES
should be reviewed to determine the consoli-
dated exposure. The holding company or itd. To determine the level of risk involved when
banking subsidiaries may be participating in the bank holding company or its subsidiaries
exchanges or swaps with the advised REIT, have extensions of credit and unfunded com-
whereby trust assets are exchanged for forgive- mitments outstanding to the advised trust.
ness of bank debt. Such pending asset swapgs To review for conflicts of interests in cases
should be considered in conjunction with the when a holding company and a trust have
credit evaluations. The swaps may be for the separate and distinct shareholders but com-
purpose of reducing the REIT’s liabilities, which ~ mon management.
can involve an exchange of assets with th&. To review all threatened or pending litigation
lender. The lender’s balance sheet reflects an involving loans originated by the holding
exchange of one asset for another together with, company or its subsidiaries that were recom-
possibly, a lump-sum payment of cash to the mended by the adviser.
trust. If a swap is pending, review the criteria4. To review all covered transactions between a
that the holding company used to (1) determine bank holding company’s subsidiary bank and
the benefit of the swap to the company and a REIT, if the REIT is sponsored and advised
(2) select which of the REIT’s assets would be on a contractual basis by the bank or any
considered for the swap. Also, determine the subsidiary or affiliate of the bank, to ensure
that transactions are permitted pursuant to
BHC Supervision Manual June 1998 sections 23A and 23B of the Federal Reserve
Page 2 Act.
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5. To determine whether the REIT has been
advised to sell rea estate in the ordinary
course of business and, if so, whether the
appropriate liability account for corporate
federal and state taxes has been established
by the advised subsidiary.

6. To determine whether the REIT adviser is
providing the appropriate advice to the REIT
to generate nonspeculative high yields;
adequate liquidity; portfolio diversification;
sufficient cash flow to pay dividends; con-
tinuous repricing; and adequate public dis-
closure, including the extent of risk involved.

7. To determine the adequacy and quality of
professional management and the level of
management’s equity stake in the REIT.

8. To determine the effect on net earnings from
floating interest rates on asset yields that may
have been caused by prepayment risk.

3130.3.3 INSPECTION PROCEDURES

1. Determine if there are any significant exten-
sions of credit or unfunded commitments
outstanding. If so—

a. evauate the credit using norma classifi-
cation criteria as to collectibility;

b. review examination or inspection reports
of the holding company’ s subsidiaries and
determine the consolidated exposure; and

C. review any pending asset swaps in con-
junction with the credit evaluations, if the
holding company or its banking subsidi-
aries are participating in exchanges or
swaps with the advised REIT whereby
trust assets are exchanged for forgiveness
of bank debt.

* Review the lender's balance sheet to
make certain that it reflects an exchange
of one asset for another, as well as any
lump-sum payment of cash to the trust.

« Review the criteria the holding com-

pany used to (1) determine the benefit

of the swap to the company and (2) select
which of the REIT’s assets would be
considered for the swap.

Determine the amount of any cash or

earning assets that will be given to the

trust.

2. Determine and evaluate any significant con-
flicts of interests in cases when a holding
company and a trust have separate and dis-
tinct shareholders but common management.
a. Determine if there are any loans booked

by the holding company or its subsidiary

and subsequently sold to the trust, if the
credit decision was made by the subsidi-

ary, and if the REIT’'s purchase of the
loanswasapproved by theaffiliated adviser.

b. If significant conflicts of interest exist,
determine whether the holding company
or its subsidiary must repurchase any
associated credit.

3. Review al threatened or pending litigation
involving loans originated by the holding
company or its subsidiaries that were recom-
mended by the adviser.

a Determine the number and amount of
such loans together with the current pay-
ment status of the credit and whether any
loans are on a nonaccrual status.

b. Evaluate any suit involving the adviser
that pertains to servicesit performed asto
the suit’s validity and potential financial
exposure.

4. Evaluate the effect on net earnings and divi-
dendsthat declining rates (fl oating-rate assets)
have on the prices of floating-rate mortgage
assets. Determine the results and the nature
of any hedging strategies that are used to
offset a decline in net earnings.

See also the inspection procedures in sections
3130.0 and 3130.1.

3130.3.4 FINANCIAL ADVICE ON
ISSUING SECURITIES OF FOREIGN
GOVERNMENTS IN THE UNITED
STATES

3130.3.4.1 Financial Advice to the
Canadian Federal, Provincial, and
Municipal Governments

An example of providing financial and invest-
ment advisory activities is a Board order that
was previously approved (now authorized under
section 225.28(b)(6)(iii) of Regulation Y). The
order specifically authorized the providing of
financial advice to the Canadian federal and
provincial governments for issuing their securi-
ties in the United States. Also, the Board's
Regulation K authorizes the provision of such
investment, financial, or economic advisory ser-
vices to foreign governmental entities (see sec-
tion 211.10(a)(8)). The Board approved the pro-
posed activity on February 12, 1988 (1988 FRB
249).

Another Board order authorized a foreign
bank, subject to the BHC Act, to acquire a
securities firm to engage in this activity, but to

June 2002
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expand the activity to include the providing of
such advice to the Canadian municipa govern-
ments in addition to the federal and provincial
governments. The Board concluded that the
dlight modification would not alter the activity
to render it less closely related to banking. The
Board approved the order on March 28, 1988
(1988 FRB 334). Other approved Board orders
for this activity are 1988 FRB 500 and 1988
FRB 571.

3130.3.4.2 Providing Financial Advice to
the Japanese National and Municipal
Governments and Their Agencies

Another example of providing advice to foreign
governments is a bank holding company that
applied for the Board’'s approval to engage,
through its wholly owned securities subsidiary,
in certain securities-related, foreign-exchange,
and investment and financial advisory activities.
The activity, which consisted of providing finan-
cial advice to the Japanese national and munici-
pal governments, had not previously been autho-
rized for bank holding companies. When making
its decision, the Board referred to similar orders
as well as to the facts provided. It approved
these advisory services by order on June 4,
1990. (See 1990 FRB 654.)

The Board, effective September 10, 1992,
added the providing of financial advice to for-
eign governments, such as advice with respect
to the issuance of their securities, to the activi-
tiespermissibleby Regulation Y, currently autho-
rized by section 225.28(b)(iii).

3130.3.5 PROVIDING
FINANCIAL-FEASIBILITY STUDIES
AND VALUATION SERVICES

The following provides an example of a bank
holding company that was authorized to provide
financial-feasibility studies and valuation ser-
vices, including expert-witnesstestimony in con-
nection with the valuation services. A bank
holding company (the applicant) had requested
the Board's approval to acquire 100 percent of
the voting shares of a company (the company)
that engaged in investment advisory, investment
management, and financial advisory services.
The company engaged in providing (1) finan-
cial-feasibility studies for specific projects of
private corporations, (2) valuations of compa-

BHC Supervision Manual June 2002
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nies and of large blocks of utility stock for a
variety of purposes, and (3) expert-witness testi-
mony on behalf of utility companies in rate
Cases.

In providing financia-feasibility studies, all
financial aspects of the particular project were
evaluated, including economic conditions, sales
and earnings statements, balance sheets, and
cash-flow data. Each engagement involved ana-
lyzing and projecting the income to be gener-
ated by a particular project. The Board believed
that this activity was functionally similar to the
financial advice traditionally offered by banksto
their commercial lending customers. The appli-
cant provided evidence revealing that certain
major banks perform similar financial-feasibility
analysis services for their customers. The Board
thus approved the provision of such financial-
feasibility studies for corporations. Certain com-
mitments were made to guard against any pos-
sible conflicts of interests and related adverse
effects between the applicant’s credit-extending
subsidiariesand the company, acting asan adviser
regarding the financial-feasibility studies.
Included was the condition that the company’s
financial advisory activities would not encom-
pass the performance of routine tasks or opera-
tions for a customer on a daily or continuous
basis.

Upon consideration of the above, the Board
also determined the activity of providing valua-
tions of companies, aswell as the expert-witness
testimony incidental to such valuations, to be
permissible. The commercial lending and trust
departments of banks commonly make valua
tions of a broad range of tangible and intangible
property, including the securities of closely held
companies. The applicant provided evidence
that numerous banks compete directly with the
company in offering corporate valuations for a
fee.

The Board, effective September 10, 1992,
added the providing of financial-feasibility stud-
ies to the list of nonbanking activities permitted
by Regulation Y (see section 225.28(b)(6)(iii)).
With the Regulation Y revisions, effective April
1997, the Board specifically determined that
feasibility studies do not include assisting man-
agement with the planning or marketing for a
given project or providing general operational
or management advice. The 1992 amendment to
this regulation permitted bank holding compa-
nies to conduct feasibility studies for high net
worth individuas, as well as corporations, and
financial and nonfinancial institutions. With the
April 1997 amendment, such services could be
provided to any person.
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3130.3.5.1 Valuation Services provide education-financing advisory serviées.

The company would enable state government
The valuation services included the followingto assist parents in financing the higher educe
activities: tion of their children.

] The company will (1) develop and manage ar

1. the valuation of a company for purposes okducational savings and lending program ol
acquisitions, mergers, and divestitures behalf of the state, (2) design and provide nece:

2. tender-offer evaluations sary computer software for the program, (3) pro
3. advice for management or for a bankruptcyjide marketing and program materials, anc
court on the viability and capital adequacy of(4) train state personnel to implement the pro
financially troubled companies and on thegram. The notificants would eventually provide

fairness of bankruptcy reorganizations the services to various state government
4. valuation opinions on transactions in pubnationwide.

licty hgld securities. As part of developing the education savings
5. valuatlonsonthefalrmarketvalueofemploye%nd lending program, the company would assis

stock ownership trusts in formulating and defining its overall scope;

6. periodic valuation of stock of privately ownecjirovide the research necessary to begin oper

c?mpanlﬁs _helgil In pension or proflt-sharl_n ions; design the program’s operations; an
plans, charitable trusts, or venture-capitay yanize the program in cooperation with all

7 flrj]nds luati f . | d interested parties, including coordinating partici-
- the valuation of a privately owned company, s among the state authorities. The com
or of a large block of publicly owned securi-

fies f tate-t pany would also coordinate key functions of a

8 fles or estate-tax purposes uati f college-funding program, such as marketing
- for estat’e-tax purposesl,( vaduatrl]ons 0 .?)ublic relations, training, investment, lending,
company’s common stock and other Secur'regal documentation, financial recordkeeping
ties for recapitalization of a privately held and ongoing program evaluation. In addition,
company the company would design, install, and maintair
the computer software necessary to implemer
- . . the program’s services. The company’s comper
3130.3.5.2 Utility-Rate Testimony in sationwould be based on application fees receive
Support of Utility-Company Valuations  py 3 state educational assistance authority ar

. . the amount of investment and loan balance
The company frequently provided expert wit-

! o i hel h .
ness testimony on behalf of utility firms in rate eld by the program

cases. The company’s personnel were retainedAII of the ir_“?”ded servicgs_ are integrally
to give expert testimony on financial matter elated to advising and administering student

such as the cost of capital, economic conditiond®@n and college-savings programs. Banks offel

and the rate of return expected by investors iHﬁg their own student-loan and college-saving:

utility securities. The Board believed that to programs engage in marny of the pl_anned activ_i
es and are uniquely suited to advise and assi

large degree the activity may be considere th tential i includi tat
incidental to the company’s general provision of21'€f Potential providers, including state gov-
ernments, in structuring and implementing

economic information and advice which is per-

i ; - student-loan and college-savings progré&mbe
mI-SSIble under section 2-25'28(b)(6)(") of RegutBoard previously concluded that bank holding

companies may provide similar advisory anc
support services to state authorities that ar
engaged in making student loah8ccordingly,

of capital for customers to advise them regard
ing financial alternatives.

3130.3.6 EDUCATION-FINANCING R . o
ADVISORY SERVICES 2. The notificants would have varying ownership interests

in excess of 5 percent. Other individual ownership interests o
. . . less than 5 percent would be held by various banks an
Four bank holding companies (collectively, thesavings institutions located in one state. Each notificant com
notificants) gave notice pursuantto section 4(c)(8)1,itrt1'?d rt_]hat the .Com?invaL%ﬂ;i b(e1 gaaéeg eiz :ﬂzt;)bsidiar
; within the meaning of the ct .S.C. .
of the Bank Holding Company _Act (BHC Act) 3. See 12 C.FR. 225.28(b)(1) and (6).
(12 U.S.C. 1843(c)(8)) and section 225.23 of the 4. See 1985 FRB 725.
Board’'s Regulation Y (12 C.F.R. 225.23) of
their intention to each acquire more than 5 perBHC Supervision Manual December 1998

cent of a company (the company) that would Page 5
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based on all the facts of record, the Boardeptember 25, 1995 (1995 FRB 1042). Approval
concluded that the proposed activities are closelyf this proposal is specifically conditioned on
related to banking under section 4(c)(8) of thehe notificants’ compliance with the commit-
BHC Act. The Board approved the notice onments made in connection with this notice.

BHC Supervision Manual December 1998
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3130.3.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws

Regulations

Interpretations

Orders

Providing financial-feasibility stud-
ies, valuation services, utility-rate
testimony, but not “public” credit
ratings

Financial-feasibility studies for
issues of tax-exempt revenue bonds
and private corporations

Advice in connection with merger,
acquisition/ divestiture, and financ-
ing transactions and advice regard-
ing loan syndications, interest-rate
swaps, and interest-rate-cap
transactions

Providing financial advice to the
Canadian federal, municipal, and
provincial governments, such as
with respect to the issuance of their
securities in the United States

Financial advice to the Japan-
ese national and municipal
governments

Financial advice to state and local
governments

Financial advice vs. management
consulting

Investment advice pertaining to
income-producing real property

Investment advisory activities and
joint ventures with securities firms

Education-Financing Advisory
Services

Regulation Y revision

225.28(b)(6)(Gii)

225.28(b)(6)(Gii)

225.28(b)(6) i)

225.28(b)(6)(iii)

225.28(b)(6)(iii)

225.28(b)(6)(iii)

6Zederal
Register
9290 to 9307
(February 28,
1997)

1985 FRB 118,
120

1987 FRB 59

1987 FRB 59

1988 FRB 249
1988 FRB 334

1990 FRB 654

1973 FRB 701

1972 FRB 674,

676

1983 FRB 564

1994 FRB 638

1995 FRB 1042

1997 FRB 275

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

3. Federal Reserve Regulatory Service reference.

BHC Supervision Manual
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4(c)(8)—Informational, Statistical Forecasting, Advisory Services for Transactions in
Foreign Exchange and Swaps, Commodities, and Derivative Instruments  Section 3!

3130.4.1 INFORMATIONAL,

STATISTICAL FORECASTING, AND
ADVICE ON SUCH TRANSACTIONS
AS FOREIGN EXCHANGE, SWAPS,
COMMODITIES, AND DERIVATIVES

As a condition for approval, the applicants were
required to seek the Board’s authorization if
they engaged in any additional activities within
the United States. (See 1983 FRB 221.)
Effective February 6,1984, the Board amende
Regulation Y to allow bank holding companies
Providing financial and investment advisory!© offer foreign-exchange advisory and transac
activities may consist of a bank holding compational services that include providing genera
ny’s providing information, statistical forecast-informationand statistical forecasting withrespec
ing, and advice with respect to any transactiot® foreign-exchange markets. The activity
in foreign exchange, swaps, caps, and simildncluded arranging for “swaps” among custom-
transactions, commodities, and any forward corferS With complementary foreign-exchange expo
tract, option, future, option on a future, angSures and the execution of foreign-exchang

similar instruments.The Board has found finan- transactions, provided the activity would be con.

cial advice regarding interest-rate swap and cagucted through a separately incorporated subsi

transactions to be permissible. The Board hd§'y Of the bank holding company that will

also found that providing advice in connectiorPPserve the standards of care and conduct app

with currency swaps is permissibias well as cable to fiduciaries with respect to its foreign-

providing advice regarding loan syndications. exchange advisory and transactional services.

This section provides an example of a February

16, 1983, Board order permitting a bank holding

company to establish a de novo subsidiary 13130.4.1.1 Inspection Objectives

offer certain informational, advisory, and trans-

actional services including the provision of the1 To determine the financial effect of the activ-

following: ity on the parent BHC and its bank subsidi-
ary (or subsidiaries).

1. General economic information and statisticap. To determine that the specific activities pro-

forecasting with respect to foreign exchange
and money markets through time-sharing.
networks. The services included the analysis
of foreign-exchange and money market trends
in the context of economic and political
developments and the provision of informa-
tion with respect to foreign exchange.

. Advisory services designed to assist custom-
ers in monitoring, evaluating, and managing
their foreign-exchange exposure, includin
making recommendations regarding policie
and procedures to enhance a customer’s abq-
ity to identify, measure, and manage finan-"
cial risks in a multicurrency environment.
The newly formed subsidiary would also pro-
vide advice on the timing of purchases and
sales of foreign exchange in both spot an(}
forward markets. :
. Transactional services with respect to foreign-
exchange exposures. The subsidiary would
arrange foreign-exchange transactions by anaf-
filiated bank holding company and other
commercial banks. 3

vided by the company are permissible.

To determine that the company is not expos
ing itself to conflicts of interest between its
own role of recommending foreign-exchange
positions to its customers and any role its
affiliates may have in executing foreign-
exchange transactions.

%130.4.1.2 Inspection Procedures

Review the company’s financial statement

for accuracy, and determine if there are an

factors or trends that could have an advers

impact on the parent holding company or the

bank subsidiary (or subsidiaries).

Review the company’s policies and proce:

dures to determine that the following are

present:

a. adequate minutes of the board and boar
committee meetings

b. adequate blanket bond coverage

. Review a sample of recommendations tc

determine that a reasonable basis exists fc
the company’s recommendations.

1. See 62 Federal Register 9,290 (February 28, 1997) (12
C.F.R. 225.28 (b)(6)) or 1997 FRB 275.

2. See 1989 FRB 308.

3. See 1987 FRB 220.

June 1998
Page 1

BHC Supervision Manual



4(c)(8)—Informational, Statistical Forecasting, and Advisory Services 3130.4

4. Review the company’s fee schedule for proealculated on an assumed principal amount for a
viding advice and the fees charged by affili-deferred time period. The caps and swaps are
ated banks to conduct foreign-exchange transypically used to manage or hedge outstanding
actions for the company’s customerspositions in the financial markets.
Determine whether bank subsidiaries are being The Board’s authorization included the fol-
adequately compensated for executing tradelywing conditions:
or whether these profits are accruing largely
to the benefit of the bank holding companyl. The advice rendered by the company on an
or its nonbank subsidiaries. explicit fee basis will be rendered without

5. Review the company’s revenue sources to regard to correspondent balances maintained
determine that it has not taken foreign- DYy the customers of the company at any

exchange positions and does not execute depository institution subsidiary of the BHC.
foreign_exchange transactions. 2. Company’s financial a.dVlSOry activities shall

not encompass the performance of routine
tasks or operations for a customer on a daily
or continuous basis. The Board, on Novem-

ber 28, 1986, approved the activity by order
?—1H3£§1T2R52;\|-'|—AUNF\>C|II\'?CI;' éle\f’-{ﬁg AS TO (1987 FRB 59). (See 1990 FRB 756.) The
ARRANGING FOR LOAN Board subsequt_ently, effective Sept_ember 10,
SYNDICATIONS. INTEREST-RATE 1992, added this nonbanking activity to the
SWAPS. CAPS AND SIMILAR list of activities permitted by Regulation Y.
TRANSACTIOI\iS (See section 225.28(b)(6)(iii) for loan syndi-

cations and 225.28(b)(6)(iv) for interest-rate
. o swaps and caps.)

A bank holding company may provide informa-
tion, statistical forecasting, and advice with Reaference can also be made to another Board
respect to any transaction in swaps, caps, anfqer (1991 FRB 184) relating to providing
similar transactions; commodities; and any foryqvice on joint ventures, leveraged buyouts,
ward contract, option, future, option on a future,esirycturings, recapitalizations, and other cor-
a_md S|_m|Iar |_nstrument$.The Board has found porate transactions (see 225.28 (b)(6)(iii) of
financial adv!ce regarding |nt¢re§t-rate swap anﬂegulation Y), as well as to providing advice
cap transactions to be permissiblghe Board regarding the structuring and arranging of swaps,
has also fpun_d the provision pf gdwce regardlngaps, and similar transactions relating to interest
loan syndications to be permissilsle. rates, currency and exchange rates and prices,

An example of a Board order regarding pro-and economic and financial indexes (see
viding financial advice is one in which a bank225.28(b)(6)(iv) of Regulation Y).
holding company (BHC) applied for the Board's
approval to establish its company de novo as a

financial advisory firm. The Board had not pre-3130.4.3 ADVICE RELATING TO THE

viously approved the structuring of and arrangSTRUCTURING OF AND

ing for loan syndications (see sectionARRANGING FOR CURRENCY

225.25(b)(6)(ii) of Regulation Y) or arranging SWAPS

for interest-rate “swaps” and interest-rate caps,

and similar transactions (see section 225.28 foreign bank subject to the BHC Act applied

(b)(6)(iv) of Regulation Y). Interest-rate capsfor the Board’s approval to acquire a company

are contractual agreements wherein the seller ehgaged in certain securities, foreign-exchange,

a cap agrees to make payment to the purchasgfd financial advisory activities. The Board pre-

of a cap if a particular interest-rate index (prime)iously determined the activities proposed by

exceeds a predetermined level, with paymentse BHC, except for providing advice relating to
the structuring of and arranging for currency
swaps, to be closely related to banking. As for

_— advice on currency swaps, it was noted that

4. See 62 Federal Register 9,290 (February 28, 1997) (Ihost banks that provide advice relating tointerest-

C.F.R. 225.28 (b)(6)) or 1997 FRB 275. ; ; ; )
5 See 1980 FRB 306, rate swaps also provide advice relating to cur

6. See 1987 FRB 220. rency swaps. Providing advice as to currency
swaps was deemed to be functionally and opera-
BHC Supervision Manual June 1998 tionally similar to providing advice relating to

Page 2 the structuring of and arranging for interest-



4(c)(8)—Informational, Statistical Forecasting, and Advisory Services

3130.4

rate swaps. Both transactions have the common
objectives of securing low-cost funds and con-
verting one type of risk to another, and both
transactions require similar documentation. The
Board approved the activity by order on Febru-
ary 13, 1989 (1989 FRB 308). The Board, effec-
tive September 10, 1992, added providing advice
as to currency swaps to the nonbanking activi-
ties permitted by regulation. See section
225.28(b)(iv) of Regulation Y.

3130.4.4 ADVICE WITH RESPECT TO
FUTURES CONTRACTS

3130.4.4.1 Limited Advisory Services
with Respect to Futures Contracts on
Stock Indexes and Options on Such
Futures Contracts

The following is an example of a bank holding
company that applied to the Board to engage de
novo, through awholly owned subsidiary, in the
provision of advisory services with respect to
futures contracts on stock indexes and options
thereon. The advisory services to be provided
consisted of general research and advice on
market conditions and hedging strategies, client-
account information and reconciliation of trades,
and communication linkage between clients and
exchange floors in connection with the subsid-
iary’s futures commission merchant activities.
The services offered to customers were pro-
vided either as part of an integrated package of
services or for a separate fee.

The futures advisory services were essentially
identical to the advisory services previously
approved by the Board by regulation and order
with respect to other financially related futures
contracts. The Board concluded the applicant’s
provision of advisory services for futures con-
tracts on stock indexes and for options thereon
to be permissible (1987 FRB 220 and section
225.28(b)(6)(iv) of Regulation Y).

Previously, the Board had approved the
execution and clearance of futures contracts on
stock indexes and options thereon (1985 FRB
251). At that time, however, the Board had not
approved a proposal to provide investment advi-
sory services in connection with the execution
and clearance of such instruments.

3130.4.4.2 Advice on Certain Futures and
Options on Futures

This section is a historical example of a bank
holding company that requested the Board's

approval to provide de novo investment advice
concerning futures and options on futures con-
tracts on foreign exchange, government securi-
ties, and bullion and money market instruments.
In addition, the company would provide port-
folio investment advice, for which applicant had
previoudly received authorization pursuant to
Regulation Y (the authorization is currently
included in section 225.28(b)(6)(iv)).

Previously, the Board had approved the
provision of investment advice as a futures com-
mission merchant (FCM) (section 225.28(b)(7)
(iv)(A)) or asacommaodity trading adviser (CTA)
registered with the Commodity Futures Trading
Commission (CFTC). The provision by an FCM
or CTA of such advice could include providing
counsel, publications, written analyses, and
reports relating to the purchase and sae of
futures contracts and options on futures con-
tracts that bank holding company futures com-
mission merchant subsidiaries are permitted to
execute and clear. Such advisory services could
also consist of providing written or ora presen-
tations on the historical relationship between the
cash and futures markets or the functions of
futures as hedging devices, demonstrating
examples of financia futures uses for hedging,
and assisting in structuring a hedging strategy
for a cash position. FCMs and CTAs are subject
to registration with and regulation by the Com-
modity Futures Trading Commission pursuant
to the Commodity Exchange Act, as amended.
(7TuscC.1).

Before incorporation of the advisory activity
into Regulation Y (see 1986 FRB 369), the
Board had determined by order that the provi-
sion of futures and options advice by FCMs is
permissible and closely related to banking (see
1985 FRB 168 and 111, 1984 FRB 780, and
1984 FRB 369). A CTA could provide such
advice even though it is not acting as an FCM.

The issue presented by this latter proposal
was whether the conduct of this activity by
company would be a proper incident to banking
if company, serving as an adviser, did not meet
the former Regulation Y requirement of regis-
tering with the CFTC as a CTA or FCM. The
applicant expected to qualify for a statutory
exemption (7 U.S.C.6m) from the registration
under section 4m of the Commodity Exchange
Act. This exemption provides that any person
who, during the previous 12 months, has not
furnished commodity advisory services to more
than 15 persons and has not represented himsel f
or herself to the public asa CTA is exempt from
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the registration requirements for CTAs under
the act. The applicant’s proposal permitted com-
pany to provide commodity trading advice with-
out those safeguards. The Board held that it
expects the adviser to disclose to its customers
substantially the same information required for
registered CTAs, including the CTA's perfor-
mance record, conflicts of interest, possible trad-
ing risks, and civil and criminal actions against
the CTA.

The Board concluded that the possible adverse
effects would be further minimized by the fol-
lowing conditions:

1. Company will remain subject to the antifraud
provisions of the Commodity Exchange Act
as well as other restrictions in the act.

2. The adviser will not trade for its own account
(except to hedge), will limit its advice to
instruments that banks deal in extensively
(foreign exchange, bullion, government secu-
rities, and money market instruments), and
will only serve customers that are financially
sophisticated and have significant dealings or
holdings in the underlying commodities or
instruments. The Board approved the appli-
cation by order on October 18, 1988 (1988
FRB 820).

3130.4.5 PROVIDING
DISCRETIONARY PORTFOLIO
MANAGEMENT SERVICES ON
FUTURES AND OPTIONS ON
FUTURES ON NONFINANCIAL
COMMODITIES

With respect to the Regulation Y provisions
effective April 21, 1997, discretionary portfolio
management advice is not separately listed in
section 225.28(b)(6)(iv). Discretionary invest-
ment advice is discussed, however, within the
preamble to the final rule. The preamble empha-
sizes that such advice may be provided to any
person (such advice is no longer limited to
institutional investors) regarding contracts relat-
ing to financial and nonfinancial assets.

Foreign banking organizations (applicants)
subject to the BHC Act provided notice to
engage through their subsidiary (company) in
providing investment advisory services with
respect to futures and options on futures on
financial and nonfinancial commodities, includ-
ing discretionary portfolio management ser-
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vices.” The Board previously determined that
the proposed activities, with the exception of
providing discretionary portfolio management
services with respect to futures and options on
futures on nonfinancial commodities, are closely
related to banking.

The Board had permitted bank holding com-
panies to provide investment advice with respect
to futures and options on futures on both finan-
cial and nonfinancial commodities. (See section
225.28(b)(6)(iv) of Regulation Y.) The Board
also previously approved providing discretion-
ary portfolio management services with respect
to futures and options on futures on financia
commodities. (See 1995 FRB 386.) In addition,
the Office of the Comptroller of the Currency
permits national banks to engage in discretion-
ary funds management with respect to futures
and options on futures on nonfinancial com-
modities. (See OCC Interpretive Letter No. 494
(December 20, 1989).)

In thisregard, applicants committed that com-
pany would provide the proposed discretionary
portfolio management servicesonly at therequest
of the customer. Applicants also committed that
company would comply with applicable law,
including fiduciary principles. In addition,
applicants proposed that company exercise its
discretionary portfolio management authority
only in purchasing and selling exchange-traded
futures and options on futures contracts previ-
ously approved by the Board. The Board gave
its approval on June 30, 1995 (1995 FRB 803).

3130.4.6 COMBINATION OF
PROVIDING ADVICE WITH OTHER
NONBANKING ACTIVITIES

3130.4.6.1 Providing Nonfinancial

Futures Advice and the Combining of
Foreign-Exchange, Government Securities
Advisory, and Execution Services

A BHC applicant requested the Board's permis-
sion to engage in trading options on foreign
exchange and offering investment advice on
financial and nonfinancial options and futures
contracts, securities, and interest-rate and cur-
rency swaps. The applicant applied to provide
these advisory services through a partnership, of
which it would own 80 percent of its equity.

7. Company does not trade futures or options on futures for
its own account or provide futures commission merchant
execution or clearance services.
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This partnership would provide these advisorship would not provide advice to third parties
services only to the applicant, its affiliates, andvithout Federal Reserve approval. The Boart
the applicant’s partner, a commodity tradinghus approved the providing of investment advic
organization. The partnership would provideon nonfinancial futures, options, and options ol
execution services only to the applicant and itfutures.
affiliates, not to the applicant’s partner. The applicant also proposed that the partne!
The Board had not previously approved theship provide execution services to the appli
provision of nonfinancial futures advice for bankcant’s wholly owned subsidiary and to the appli-
holding companies. The Board noted that theant’s U.S. branches with respect to—
Office of the Comptroller of the Currency (OCC),
by OCC Interpretive Letter 494 (December 20,1. over-the-counteroptions on foreign exchange
1989), determined that a national bank could U.S. government securities, and other mone
provide execution, clearing, and advisory ser- market instruments, and indexes on sucl
vices for customer transactions in standardized, securities and instruments;
exchange-traded “nonfinancial” futures con-2. exchange-traded transactions in futures
tracts and options, such as futures on oil and options, and options on futures on foreign
agricultural products. The OCC determined that exchange, U.S. government securities, an
the contracts are financial products and that the other money market instruments, and indexe
provision of investment advice was essentially on such securities and instruments; and
the same as the advice given with respect t8. spot and forward transactions in foreign
financial futures contracts. The OCC contends exchange.
that investment advice is incidental to the bank’s
authority to purchase and sell the instruments on The Board previously approved the combina
behalf of its customers. tion of advice and execution for—
The Board has permitted bank holding com- i )
panies to provide advice with respect to futured. foreign-exchange transactions (1990 FRE
and options on futures relating to bank-eligible  649), o
securities, bullion, and foreign exchange (12. transactions on derivative instruments base
C.F.R. 225.28(b)(6)(iv)). The Board also has onU.S.governmentsecurltlesandothermone
permitted bank holding companies to provide Mmarket instruments (1990 FRB 664), and
investment advice with respect to options an@. Securities brokerage (1989 FRB 396).
futures contracts based on broad-based inde % -
of stock and bonds (1990 FRB 770). The Boar N Boarq approved by_ order the providing of
thus determined that the provision of investmer(;e rﬁrﬁgnmtbégitlljcr)i?ie?sf ;%ﬁ!sgonr;/e;%agggciggngg;
advice with respect to investing in options and”,
futures, based on nonfinancial instruments, to bACES O December 21, 1990 (1991 FRB 126).
the functional equivalent of providing advice on Fo_r_these reasons, the Board _approved tr
options and futures based on financial instruprOVIdIng .Of dlscretlonary portfolio manage-
ments. In each case, the bank holding compa ent services with respect to futures and option

subsidiary is furnishing advice with respect to n futures on nonfinancial commodities on Jun

trading of a financial instrument. The partner-so' 1995. (See 1995 FRB 803).
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3130.4.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws  Regulations Interpretations Orders
Provide information and advice on 1983 FRB 221
foreign operations and arrange
foreign-exchange transactions
Foreign-exchange and advisory and 225.28(b)(6)(iv)

transactional services added to
Regulation Y

Financial advice as to the structur-
ing of, and arranging for loan syn-

dications, interest-rate swap, caps,
and similar transactions

Advisory services with respect to
futures contracts on stock indexes
and options on such futures
contracts

Providing discretionary portfolio
management services on futures
and options on futures on nonfi-
nancial commodities

Providing nonfinancial futures
advice and the combining of
foreign-exchange, government
securities advisory, and execution
services

Advice in connection with cur-
rency swaps

225.28(b)(6)(jii)

and (iv)

225.28(b)(6)(iv)

225.28(b)(6)(iv)

225.28(b)(6)(iv)

225.28(b)(6)(iv)

1987 FRB 59

1990 FRB 756

1987 FRB 220

1995 FRB 803

1995 FRB 803

1989 FRB 309

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

3. Federal Reserve Regulatory Serviederence.

BHC Supervision Manual
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4(c)(8)—Providing Educational Courses and Instructional Materials
for Consumers on Individual Financial Management Section 313

The financial and investment advisory nonbankwith currency swaps is permissibles well as
ing activity of consumer financial counselingproviding advice regarding loan syndicatichs.
may consist of providing advice, educationalThe revised Regulation Y, effective April 1997,
courses, and instructional materials to individudeleted restrictions on consumer-counseling se
als on consumer-oriented financial-managementces that prohibited bank holding companies
matters, including debt consolidation, applyingrom promoting specific products and services
for a mortgage, bankruptcy, budget manageand from obtaining or disclosing confidential
ment, real estate tax shelters, tax planningszustomer information without the customer’s
retirement and estate planning, insurance, armbnsent. These restrictions do not apply to bank
general investment management. The authorithat engage in the above activities.
for this advisory activity is currently derived Prudent management should take into consic
from section 225.28(b)(6)(v) of Regulation Y. eration certain actions to prevent potential con
This nonbanking activity was added to theflicts fromarising. When considering these orders
Regulation Y “laundry list” in 1986. Previ- the Board was concerned that the provision o
ously, the Board authorized the provision ofconsumer financial counseling activities coulc
consumer financial counseling services by ordepotentially result in unfair competition, conflicts
(See 1979 FRB 65, 1979 FRB 265, 1985 FRBf interest, and other adverse effects. (See 197
253, and 1985 FRB 662. These references affRB 267.) Examiners should be alert to prob:
only historical examples.) A bank holding com-lems that may arise from such conflicts as the:
pany may provide information, statistical fore-review this nonbanking activity. Further, the
casting, and advice with respect to any transa@xaminer should determine whether counselor:
tion in foreign exchange, swaps, caps, and similaas a general practice, are advising each cu
transactions, commodities, and any forward cortomer that they are not required to purchase ar
tract, option, future, option on a future, andservices from affiliates, and determine whethe
similar instrument$.The Board has found finan- customers have the option to exclude them
cial advice regarding interest-rate swap and cagelves from service and product offerings pro:
transactions to be permissible. The Board hagded by affiliates.
also found that providing advice in connection

1. See 6ZFederal Registed,290 (February 28, 1997) (12 2. See 1989 FRB 308.
C.F.R. 225.28 (b)(6)) or 1997 FRB 275. 3. See 1987 FRB 220.

3130.5.1 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws Regulations Interpretations Orders

Providing financial-management 1979 FRB 265
courses, counseling, and related
instructional materials

Engaging, through an acquired 1985 FRB 253
bank, in consumer financial

counseling

Providing consumer financial coun- 225.28(b)(6)(v) 1986 FRB 833
seling services as a permissible 1985 FRB 662

nonbanking activity

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.
2. 12 C.F.R., unless specifically stated otherwise.
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4(c)(8)—Tax-Planning and Tax-Preparation Services

Section 3130.6

Financial and investment advisory services.

include tax-planning and tax-preparation ser-
vices. Tax planning involves providing advice
and strategies designed to minimize tax liabili-

ties. For individuals, this includes analysis of4.

the tax implications of retirement plans, estate
planning, and family trusts; for corporations, it
includes analysis of the tax implications of

mergers and acquisitions, the portfolio mix, speé.

cific investments, previous tax payments, and
year-end tax planning. Tax preparation involves
the preparation of tax forms and advice concern-

To determine whether the company has for
mal written policies and procedures to ensur
accurate, timely, and confidential preparatior
and maintenance of customers’ tax returns.

To determine whether the tax-return prepar
ers are appropriately qualified to provide
such tax services, and to determine the extel
of management’s involvement in the activity.
To identify the potential and extent of off-

balance-sheetrisk associated with the activity

ing liability based on records and receipts sup3130.6.2 INSPECTION PROCEDURES

plied by the client. This nonbanking activity

was included in the Regulation Y “laundry list” 1.

in 1986. (See section 225.28(b)(6)(vi).) Such
services may be provided to any person. Effec-
tive April 21, 1997, certain restrictions were

removed. These Regulation Y revisions deleted

restrictions in the area of tax-planning and tax2.

preparation services that prohibited bank hold-
ing companies from promoting specific products

or services and from obtaining or disclosing3.

confidential customer information without the
customer’s consent. These restrictions do not
apply to banks. This fact needs to be considered
when referring to the historical examples that
follow.

The Board had previously approved, by order

(1985 FRB 168), the activity of tax-preparation4.

services for individuals. Since tax-preparation
services for corporations is functionally or

operationally similar to the tax-preparation ser5.

vices that banks already provide to individuals
as well as to their affiliates and other financial
institutions, the Board approved the providing
of corporate tax-preparation services. When the
nonbanking activity was incorporated into Regu-
lation Y in 1986, tax-planning and tax-
preparation services were authorized, not only
for individuals and corporations, but for noncor-

Review the company’s financial statement
for accuracy, and determine if there are an
factors or trends that could have an advers
impact on the parent company or the banl
subsidiaries.

Determine whether bonding and other insur
ance coverage is adequate in relation to th
risks associated with the activity.

Review pertinent contracts, client lists, pub-
lic advertising and information, correspon-
dence, and other documentation representir
the services provided, and determineif charge
for the tax-preparation service are on ar
explicit fee basis that is not dependent on th
amount of tax savings achieved.

Determine if the client has a written legal
opinion on file certifying that the activity is
not considered the practice of law.

Review pertinent correspondence and th
minutes of board of directors and board com:
mittee meetings, and determine if any signifi-
cant law suits, Internal Revenue Service
adverse actions, or other potential or contin
gencylosses are pending and probable becau
of inaccurate tax-return preparation. Analyze
their probable effect in relation to the finan-
cial condition of the company.

porate businesses, such as partnerships and séleReview the company’s formal written poli-

proprietorships and tax-exempt nonprofit orga-
nizations. Tax-planning and tax-preparation ser-
vices must be conducted in accordance with
applicable jurisdictional law.

3130.6.1 INSPECTION OBJECTIVES

1. To ascertain whether the customer has the
option to be excluded from promotions of
other specific products and services.

2. To determine what financial effect the activ-

cies and procedures for assurance of profe:
sional competence in providing sound tax-
planning advice and the accurate, timely, ant
confidential preparation and maintenance o
customer’s tax returns. The policies and pro
cedures should require that tax-planning
advice be clearly communicated by person
who are adequately supervised and who pos
sessthe necessary professional technical trai
ing and experience needed to provide tax
planning advice.

ity has on the parent company and itSBHC Supervision Manual

subsidiaries.

June 1998
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3130.6.3 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws  Regulations Interpretations Orders
Preparation of tax returns in a non- 1985 FRB 168
fiduciary capacity is closely related
to banking
Permissible nonbanking activity 225.28(b)(6)(vi) 1986 FRB 833
1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.

2. 12 C.F.R., unless specifically stated otherwise.
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Page 2



Section 4(c)(8) of the BHC Act
(Leasing Personal or Real Property)

Section 3140.0

3140.0.1 LEASING AUTHORIZATIONS
WITHIN REGULATION Y

Leasing is a form of financing that provides a
lessee (the customer) the right to use land or
depreciable assets without tying up working
capital. As a result of the tax benefits that can
arise from the ownership of equipment, real
property, or tangible personal property, leasing
provides the lessor (the owner of the property)
with a generally higher rate of return than what
could be achieved through lending. In 1971,
“leasing personal property or acting as agent,
broker, or adviser in leasing such property” was
added to the Regulation Y list of permissible
nonbanking activities for bank holding compa-
nies. In 1974, the authority to engage in this
activity was expanded to include the leasing of
real property.

In 1997, restrictions on |leasing activities were
removed to permit greater flexibility to acquire
leaseable property in quantity and to sell or
re-lease property upon the lease's expiration.
The removed restrictions consisted of the maxi-
mum lease term, maximum holding period for
leased property, limit on acquisitions of prop-
erty to specific leasing transactions, restriction
on leases to those that served as the functional
equivalent of extensions of credit, and 100 per-
cent limit on the amount of reliance that could
be placed on the value of leased property. The
added clarifications consisted of more details on
the requirements for a nonoperating lease, par-
ticularly those for automobile rentals.

3140.0.2 PERMISSIBLE LEASING
ACTIVITIES

Two types of leasing activities are permissible
for bank holding companies: full-payout leasing
and high-residual-value leasing. A full-payout
lease is the functional equivalent of an exten-
sion of credit that relies primarily on rental
payments and tax benefits to recover the cost of
the leased property and related financing costs.
High-residual-value leasing may involve sig-
nificant reliance on the expected residual value
of theleased property—on average, under 50 per-
cent. However, this value can extend up to the
full origina cost of the property (that is, to
recover the full acquisition cost of the leased
property plus related financing costs).

When leasing personal or real property, or
acting as agent, broker, or adviser, only those

leasing transactions meeting the following crite-
ria are considered permissible:

1. The lease must be on a nonoperating basis.
2. Theinitial leaseterm must be at least 90 days.
3. For leasing involving real property—

a a the inception of the initial lease, the
effect of the transaction must yield areturn
that will compensate the bank holding
company, as lessor, for its full investment
in the property plus the estimated total
cost of financing the property over the
term of the lease (this includes rental pay-
ments, estimated tax benefits, and the esti-
mated residual value of the property at the
expiration of theinitial lease); and

b. the estimated residual value (yield) of the
property at the expiration of the initial
term of the lease may not exceed 25 per-
cent of the acquisition cost of the property
to the bank holding company (lessor).

With respect to leasing personal or real property
on a nonoperating basis, the bank holding com-
pany or its subsidiary may not engage in operat-
ing, servicing, maintaining, or repairing leased
property during the lease term. A bank holding
company, however, can arrange for a third party
to provide the services or products. (See Regula-
tion Y, section 225.28(b)(3).)

As for automobiles, a bank holding company
may not (1) provide servicing, repair, or mainte-
nance of the leased vehicle during the lease
term; (2) purchase parts and accessories either
in bulk or for an individual vehicle after its
delivery to the lessee; (3) provide the loan of an
automobileduringthevehicle’ sservicing; (4) pur-
chase insurance for the lessee; or (5) provide for
the renewal of the vehicle's license (registra-
tion) without authorization from the lessor.

3140.0.2.1 Automobile Fleet Leasing and
Fleet-Management Services

A foreign banking organization (FBO) that is
treated as a bank holding company requested an
opinion from the Board' s staff regarding leasing
activities that the Board has determined to be
permissible under section 225.28(b)(3) of Regu-
lation Y. (See 12 C.F.R. 225.28(b)(3).) In con-
nection with its automobile-leasing activities,
the FBO provides, through a wholly owned

December 2004
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automobilefleet leasing subsidiary (AFLS), fleet-
management services to its automobile fleet
leasing customers. In connection with making
automobile and equipment leases that conform
with the regquirements of Regulation Y, AFLS
engages in the business of commercia lending
and financial leasing of motor vehicle fleets and
equipment located throughout the United States,
and providing fleet-management servicesto com-
panies that lease corporate automobile fleets.
AFLS and other participants in the business
market and deliver thethree servicesasabundled
serviceto clients.t

To better provide fleet-management services
to its automobile-leasing customers (in connec-
tion with leases that conform with Regulation
Y), AFLS acquired another fleet-management-
services subsidiary company (FMSS) that
(1) arranges for third parties to provide vehicle
maintenance, acci dent-management services, and
safety-management services and (2) directly
provides client-support services in connection
with the services arranged by AFLS. FMSS, in
addition to permissible leasing activities, con-
ducts some fleet-management services for auto-
mobiles that are owned by the client and that are
not, therefore, subject to alease.

As represented, approximately 90 percent of
the vehicles serviced by FMSS are leased and
10 percent are client-owned. Revenues earned
from fleet-management services that are pro-
vided for client-owned vehicles are less than
2 percent of the AFLS's total revenues. The
FBO asked whether it would be permissible for
it to provide fleet-management services with
regard to automobile fleetsif the customer owns
rather than leases the vehicles.

In an opinion issued on December 19, 2003,
Board staff noted that Regulation Y, as a general
matter, permits a bank holding company to
engage in any incidental activities that are nec-
essary to carry on an activity permitted by the
regulation.2 Board staff stated also that, in light
of the nature of the practices in the fleet-
management industry and the difficulty in con-
tinually monitoring the migration between | eased
and owned vehicles in the same fleet, some

1. The Board previously found providing fleet-
management services to be permissible if the fleet involves
vehicles that are under a lease that conforms to Regulation Y.
(See 12 C.F.R. 225.28(b)(3), footnote 5.) Permissible leases
are considered to be the financial equivaent of aloan.

2. See 12 C.FR. 225.21(a)(2). Staff also noted that the
courts have recognized the authority of bank holding compa-
nies to engage in incidental activities that are reasonably
necessary to the conduct of closely related activities.
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ability to perform fleet servicing for owned
vehiclesis necessary to retain customersin con-
nection with AFLS's fleet-leasing activities.
Board staff determined, in view of all the facts
of record, including this necessity, the minimal
amount of revenue earned from servicing owned
vehicles,® and the fact that the activity is prima-
rily an agency activity, that the FBO could pro-
vide fleet-management services to owned vehi-
cles as an activity incidental to the FBO's
authorized leasing activities. In a December 19,
2003, opinion, Board staff stated that the provi-
sion of fleet-management services on owned
vehicles is subject to the same restrictions set
forth in Regulation Y for leased vehicles.4

3140.0.3 ACCOUNTING FOR LEASES

L easing has become a prominent financing vehi-
cle. Lessors have employed a number of differ-
ent methods in structuring and accounting for
leases. TheFinancial Accounting StandardsBoard
(FASB) Statement No. 13, “Accounting for
Leases” has become the uniform standard in
accounting for leases.s

Accounting for leases must be viewed from
the perspective of the parties involved in the
leasing transaction, the lessee and the lessor.
Negotiations and closing costs incurred with
respect to the lease should be written off over
the life of the lease. In applying FASB 13,
certain terminology is used. Basic terms that
should be considered are described below.

Inception of a lease. The inception of alease
refers to the date the lease contract was signed
or to the date that the construction was com-
pleted, or, if earlier, to the date of the written
commitment stating the significant terms.

Term of the lease. The lease term consists of
the noncancelable term and the period compris-
ing the bargain renewal option.

Fair value of lease property. The fair value of
a lease consists of the price that the property
could be sold in an arm’ s-length transaction.

Economic life of the leased property. The
economic life of the leased property represents

3. AFLS has stated that it will limit its fleet-management
services involving vehicles not subject to a Regulation Y
permissible lease to no more than 15 percent of the fleet-
management revenues and to 5 percent of the total leasing
revenues of AFLS.

4. See footnote 5 of section 225.28(b)(3) of the Board's
Regulation Y (12 C.F.R. 225.28(b)(3), n. 5).

5. Other FASB releases dealing with leasing are FASB
Statements 22, 23, 27, 28, 29, 76, 77, 92, 94, 98, and 109;
FASB Interpretations 19, 21, 23, 24, 26, and 27; and FASB
Technical Bulletins 79-10, 79-12, 79-13, 79-14, 79-15, 79-16,
85-3, 86-2, and 88-1.
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the period over which the property is expected
to be economically beneficial to one or more
users for its intended purpose.

Estimated residual value of the leased prop-
erty (ERV). The residua value is the estimated
fair value of the leased property at the expira
tion of the lease term.

Interest rate implicit in the lease. The implicit
interest rate is the discount rate that causes
the sum of the minimum lease payments and the
unguaranteed residual value at the end of the
lease term to be equa to the fair value of the
property at the beginning of the lease term.

Lessee's incremental borrowing rate. The
incremental borrowing rate is the interest rate at
which the lessee could borrow the funds to
purchase the leased property.

3140.0.3.1 Accounting for Leases by a
Lessee

The two methods for accounting for leasing
transactions by alessee are the operating method
and the capitalized-lease method.

3140.0.3.1.1 Operating Method of
Accounting for Leases

The operating accounting method merely records
the cost of the rental payments as an expense
when it isrequired to be paid in accordance with
the terms of the lease agreement.

Example: Assume that equipment is leased for $100,000 per year for three years. Under this
method, the annual cost would be recorded as a rental expense on the income statement:

Dr. Rent
Cr. Cash

$100,000
$100,000

To record an annual payment of rent based on an operating-lease agreement.

3140.0.3.1.2 Capitalized-Lease Method of
Accounting for Leases

3140.0.3.1.2.1 When a Lessee Is to Use the
Capitalized-L ease Method

If any one of the following conditions exist, the

lessee must capitalize the lease:

1. The asset is owned by the lessee at the end
of the lease term.

*2. The lease term is equal to or more than
75 percent of the estimated economic life of
the asset.

3. The lessee can purchase the asset below its
fair market value before or at the end of the
lease term (bargain purchase option).

*4, The present value of the minimum lease
payments at the beginning of the least term
is equal to or more than 90 percent of the
fair market value of the property.

*|f the lease begins in the remaining 25 percent of

the asset’s estimated economic life, these items do not
apply; such leases are considered operating |eases.

Using this method, the lease is recorded as an
asset at the lesser of the present value of the
rental and other minimum lease payments or the
fair value of the leased property as though the
lease obligation was being purchased on credit.

December 2004
Page 3
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The payment made is treated as a payment made
on an installment debt. At the same time, the
asset is being amortized over the lease term. The
lease obligation is treated as a long-term debt.
The discount rate that is used to capitalize the
lease is the lessee’ s incremental borrowing rate
or theinterest rateimplicit in thelease agreement.

Example #1: This example illustrates the capitalized-lease method using the same example as
above with the added fact that the |ease agreement contains an interest rate of 10 percent. Assume
that the interest rate of the lease agreement is the same as the lessee’ s marginal borrowing rate.

Dr. Capitalized Lease $248,685
Cr. Lease Obligation $248,685
To record an equipment lease obligation under a capitalized-lease agreement.
(Present value of $100,000 per year for three years at a 10 percent interest rate)

1st Year

Interest Expense $ 24,869
Lease Obligation 75,131
Cash $100,000

To record the first year’s payment on an equipment lease obligation.
($248,685 x .10 = $24,869)

Dr. Equipment Lease Amortization $ 82,895
Cr. Capitalized Lease $ 82,895

To record the annual amortization of a capitalized equipment lease.

($248,685/3 years)
2nd Year
Dr. Interest Expense $ 17,355
Dr. Lease Obligation 82,645
Cr. Cash $100,000

To record the second annual |ease payment under a three-year capitalized-lease agreement.
(Interest = $248,685 + 24,869 — $100,000 = $173,554 X .10 = $17,355)

Dr. Lease Amortization $ 82,895
Cr. Capitalized Lease $ 82,895

To record the second year’s lease amortization under athree-year capitalized |ease.

3rd Year
Dr. Interest Expense $ 9,091
Dr. Lease Obligation 90,909
Cr. Cash $100,000
BHC Supervision Manual December 2004
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To record the third year’s lease payment under athree-year capitalized-lease obligation.
(Interest = $173,554 + $17,355 = $190,909 — $100,000 = $90,909 X .10 = $9,091)

The financial statements are to include foot-
notes that disclose the present value of noncan-
celable lease commitments where the lessor
either recovers more than 75 percent of the
economic life of the asset leased or recovers the
investment plus a reasonable return.

3140.0.3.2 Accounting for Leases by a
Lessor
3140.0.3.2.1 Operating Lease (Lessor)

A lessor would have the following accounting
entries for an operating lease:

Dr. Cash BXXX, XXX

Cr. Rent Income on Leased Assets? BXXX, XXX
Dr. Depreciation Expense BXXX,XXX

Cr. Accumulated Depreciation—L eased Assets $XXX, XXX

In order for the lessor to be able to capitalize
a direct-financing lease, any one of the same
four criteria for a lessee must apply along with
two additional criteria:

6. Any rent received in advance would beinitially credited ~ BHC Supervision Manual December 2004
to ‘‘unearned rent revenue.” Page 4.1
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1. Collectibility of the minimum lease pay- to be recognized over the life of the lease. In the

ments must be reasonably predictable. example below, the cost of the property is tem
2. Noimportantuncertainties exist as the amourgorarily charged to a fixed asset account, the
of unreimbursable costs incurred. transferred to lease payments receivable.

Throughout the lease term, the rentals receiv

In accounting for the lessor’s capitalized leas@ble account is periodically reduced by the full
transactions, there are some common accourdsount of each rental payment received.
that are used. These are described below.

Unearned income from lease financing
receivables.Unearned income represents the3140.0.3.2.2 Direct Financing
unearned interest liability account that is nette€Capitalized Lease
against the total of lease payments receivable
which includes the estimated residual value fon this situation, a finance company purchase
balance-sheet presentation. It represents tleguipment from a manufacturer (recorded a
“interest” income equal to the excess of rentalsequipment [asset] when purchased). The financ
receivable over the fair value of the property atcompany (lease financing nonbanking subsidi
the inception of the lease. ary) then leases that equipment and records it ¢

Lease financing receivabléghis assetaccount a normal financing lease. There ii® dealer
is established in the amount of total lease payprofit from the sale of the asset. Unearned inter
ments to be received from the lessee. The amouest income is recognized over the life of the
by which the rentals receivable exceeds the coftase using the effective interest method. Sinc
of the property is the functional equivalent ofthe lessor has “sold” the asset, no depreciatior
interest and represents a portion of the incomis recorded.

Example #1: Lease with No Guaranteed Residual Value by the Lessee

Assume that the finance company purchases equipment costing $100,000. It then least
equipment to a lessee under a five-year lease agreement that requires annual payments of ¢
per year. At the end of the lease term, the lessee will own the equipment. The implied interest r
7.931 percent (comparison of the present value of the equipment of $100,000 against the $2
annual payment for five years).

Dr. Equipment $100,000
Cr. Cash $100,000

To record the purchase of equipment to be leased

Dr. Lease Financing Receivables $125,000
Cr. Equipment $100,000
Cr. Unearned Income from Lease Financing Receivables 25,000

To record the initial lease

Year 1
Dr. Cash $ 25,000
Cr. Lease Financing Receivables $ 25,000

Dr. Unearned Income from Lease Financing Receivables $ 7,931
Cr. Income from Lease Financing Receivables 7,931

To record the receipt of the first equipment lease payment.

Lease Payments Receivable $125,000
Unearned Interest Revenue -25,000

$100,000x .07931 = $7,931

BHC Supervision Manual December 1997
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Year 2

Dr. Cash $ 25,000
Cr. Lease Financing Receivables $ 25,000

Dr. Unearned Income from Lease Financing Receivables $ 6,577
Cr. Income from Lease Financing Receivables $ 6,577

To record the receipt of the second equipment lease payment.

Lease Payments Receivable $100,000
Unearned Interest -17,069 ($25,006- 7,931)
(Present Value of Remaining Receivable $ 82,981)07931 = $6,577
Year 3
Dr. Cash $ 25,000
Cr. Lease Financing Receivables $ 25,000

Dr. Unearned Income from Lease Financing Receivables $ 5,116
Cr. Income from Lease Financing Receivables $ 5,116

To record the receipt of the third equipment lease payment.

Lease Payments Receivable $ 75,000
Unearned Interest -10,492 ($17,069 $6,577)
(Present Value of Remaining Receivable $ 64,588)07931 = $5,116
Year 4
Dr. Cash $ 25,000
Cr. Lease Financing Receivables $25,000

Dr. Unearned Income from Lease Financing Receivables $ 3,539
Cr. Income from Lease Financing Receivables $ 3,539

To record the receipt of the fourth equipment lease payment.

Lease Payments Receivable $ 50,000
Unearned Interest -5,376 ($10,492 $5,116)
(Present Value of Remaining Receivable $ 44,624)07931 = $3,539
Year 5
Dr. Cash $ 25,000
Cr. Leases Financing Receivables $ 25,000

Dr. Unearned Income from Lease Financing Receivables $ 1,837
Cr. Income from Lease Financing Receivables $ 1,837

To record the receipt of the fifth equipment lease payment.

Lease Payments Receivable $ 25,000

Unearned Interest -1,837 ($5,376- $3,539)

(Present Value of Remaining Receivable $ 23,183)07931 = $1,837
BHC Supervision Manual December 1997
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Example #2: Lease with a Residual Value (Guaranteed by the Lessee)

A lessor acquires property to be leased for $14,000 (its fair value at the inception of the le:
The estimated economic life of the property is five years. The lease has a noncancelable leas
of four years with a rental payment due of $3,649 at the end of each year. The lessee guarante
residual value at the end of the four-year lease term in the amount of $4,000. The lessor’s im
rate of interest in the lease is 10.8695 percent. The present value of the minimum lease payme
this interest rate and monthly payments exceeds 90 percent of the fair value of the property :
inception of the lease (.98 $14,000 = $12,600).

Year 1
January 1, 19x1

Dr. Equipment $ 14,000
Cash $ 14,000

To record purchase of equipment for the purpose of a financing lease.

Dr. Lease Financing Receivables $ 18,596
Cr. Equipment $ 14,000
Cr. Unearned Income from Lease Financing Receivables 4,596

To record investment in direct-financing lease
December 31, 19x1

Dr. Unearned Income from Lease Financing Receivables $ 1521
Cr. Income from Lease Financing Receivables $ 1,521

To recognize the portion of unearned income that is earned at the end of the first year of invest
(Fair value of property at inception of the lease of $14,0000.8695% = $1,521)

Dr. Cash $ 3,649
Cr. Lease Financing Receivables $ 3,649

To record receipt of the first year’s rental

Year 2
Dr. Unearned Income from Lease Financing Receivables $ 1,290
Cr. Interest Income from Lease Financing Receivables $ 1,290
To recognize the portion of unearned income that is earned at the end of the second ye
investment
($14,000 + 1,52%F 3,649 = $11,872< 10.8695% = $1,290)

Dr. Cash $ 3,649
Cr. Lease Financing Receivables $ 3,649

To record the receipt of the second year’s rental
Year 3

Dr. Unearned Income from Lease Financing Receivables $ 1,034
Cr. Income from Lease Financing Receivables $ 1,034

($11,872 + 1,296 3,649 = $9,513x 10.8695% = $1,034)

BHC Supervision Manual December 1997
Page 7



Section 4(c)(8) of the BHC Act (Leasing Personal or Real Property) 3140.0

To recognize the portion of unearned income that is earned at the end of the third year of investment

Dr. Cash $ 3,649
Cr. Lease Financing Receivables $ 3,649

To record the receipt of the third year's rental.

Year 4

Dr. Unearned Income from Lease Financing Receivables $ 751
Cr. Income Lease Financing Receivables $ 751

To recognize the portion of unearned income that is earned at the end of the fourth year of
investment.

($9,513 + 1,034 $3,649 = $6,898< 10.8695% = $751)

Dr. Cash $ 3,649
Cr. Lease Financing Receivable $ 3,649

To record the receipt of the fourth year’s rental.

Dr. Cash $4,000
Cr. Lease Financing Receivables $ 4,000

To record the receipt of the lessor’s guaranteed residual value (guaranteed by the lessee) at the end
of the lease term.

($6,898 + 751 $3,649 = $4,000)

3140.0.3.2.3 Balance-Sheet Presentationinterest rate method, and that the lease is now
considered a loss. Further assume that the third
The lease payments receivable would be reportgiiyment should have been received eight months
on the balance sheet as a single amount “ne&tgo. It is determined during the inspection that
investment” (Lease Financing Receivables lesthe lease should be classified as doubtful of
the balance of the Unearned Income from Leaseollection. The balance to be classified is the net
Financing Receivables). If the lessor has estaliavestment of $7,728. This consists of the bal-
lished an allowance for possible lease lossegnce of Lease Financings Receivable of $9,513
this amount is shown separately as a deductigincludes the $4,000 estimated guaranteed resi-
from the net investment. The net investmendual value) less the balance of Unearned Income
in the direct financing lease is $18,000 forfrom Lease Financings Receivable of $1,785
example #2 above. It consists of the gros§$1,034 + $751 = amount due on regular pay-
investment of $18,596 ($3,64% 4 annual ment intervals) or a net investment of $7,728.
rental payments) plus the $4,000 residual value
less the unearned income of $4,596.

3140.0.3.2.5 Delinquency
3140.0.3.2.4 Classification ] ) ) )

It is considered appropriate to state in the
If it is deemed appropriate to classify a leaseinspection report the percentage of delinquency
the amount to be classified (in example #N the lease _p(_)rtfollo. The percentage is calc_u-
above) would be the net investment. For illustralated by deviding the aggregate rentals receiv-
tion, assume that two of the four payments ha@ble on delinquent leases (less unearned income
been received on the lease, that income has be@h the delinquent leases) by the total of rentals

recognized monthly according to the effectivdeceivable on all leases (less their unearned
income). Estimated realizable values would not

BHC Supervision Manual December 1997 be included in the delinquent amounts unless
Page 8 they were guaranteed by the lessee.
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3140.0.4 LEVERAGED LEASES

inspection may not be necessary. The inspectic
frequency requirements, found

in sectior

The lessor can “leverage” a lease transaction b$000.0.4, should be reviewed in making such
borrowing a substantial portion of the acquisi-determination.

tion cost from a long-term lender, with the rent- 1.
als and the property pledged as collateral for the
loan. The lessor borrows in order to finance a
leasing transaction with a small, or perhaps, a
negative equity in the property to be leased.

The initial step in accounting for this type of
lease involves calculating the cash flows over
the term of the lease. The cash flows include
the income tax effects of tax deductions to the
lessor, the lessor’s initial investment in the prop-
erty, the rental receipts net of debt service, and
the proceeds expected to be received from the
sale of any residual. The next step in accounting
for a leverage lease involves determining the
applied interest rate that, when applied to the net
investment in the years that the net investment
will be positive, would precisely allocate the net
income to the positive years. See appendix E of
SFAS 13 for an example as to how to account
for a leveraged lease.

2.

3140.0.5 INSPECTION OBJECTIVES

1. To determine the effect of the investment in
the leasing subsidiary upon consolidated
operations, and indirectly upon the bank sub-
sidiaries’ safety and soundness.

2. To determine if the company is operating in
compliance with applicable laws and regula-
tions, and to ensure that corrective action is 3,
initiated if warranted.

3. To determine if policies, procedures, and
controls are adequate to protect the company
from mismanagement, unnecessary risk, and
loss.

. To assess the management’s ability to oper-
ate the company in a safe and sound manner.

5. To determine that accounting practices do
not overstate income.

3140.0.6 INSPECTION PROCEDURES

The decision whether the operations of a leasing
subsidiary will be inspected “on-site” is based 4.
on the availability and adequacy of leasing com-
pany data at the offices of the parent company.
Item 1 below provides a listing of information
necessary to the inspection process. If this and
any other information necessary to assess the
overall condition of the subsidiary is available

The following information should be avail-

able at the start of the inspection:

a. trial balance of all leases and outstandin
credits,

b. listing of accounts on which payments
are delinquent 30 days or more, or on
which payments are otherwise not being
made according to schedule,

c. comparative interim and fiscal financial
statements of the leasing company,

d. listing of unbooked assets and contin-
gent liabilities,

e. cash-flow projections for the current fis-
cal year and the next fiscal year,

f. listing of available lines of credit,

g. copies of the most recent internal anc
external audit reports, and

h. minutes of board and executive commit-
tee meetings since the date of the previ
ous inspection.

Establish a “credit line” above which all

leases will be reviewed. The line can be se

at an amount that will cause a certain per:
centage of the dollar volume of the lease
portfolioto be reviewed (e.g., between 70 per
cent and 80 percent), or at an amount tha
will cause the review of each lease exceed
ing a certain percentage of gross capital

Leases on which payments are delinquer

are to be reviewed regardless of amount.

Analyze the creditworthiness of the lessees

Consideration is given to the figures derivec

from the lessee’s financial statements, a

well as cash flow, trends and projections o

growth in sales and income, and the qualifi-

cations of management.

Delinquency on a lease obligation is
potentially more serious than delinquency
on a conventional loan. If the property
under lease is necessary for the lessee
continued production of income, as is fre-
quently the case, the lessee’s financial con
dition will be seriously deteriorated before
the lessee is willing to risk losing the prop-
erty by default.

For those leases which might result in los¢

to the lessor, or for which financial informa-

tion was not adequate to make such a dete
mination, transcribe the following informa-
tion to line sheets:

a. name and line of business of lessee

at the parent’s office or can be obtained througBHC Supervision Manual

a written request to the subsidiary, an on-site
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. name of guarantor(s)
. original date of the lease contract

. original amount of the rentals receivable 8.

. book value of the investment in the lease
as of the inspection date
. cost of the property
i. description and location of the property
j. amount and frequency of rental payments
k. original amount, term, rate, and schedule
of amortization of any nonrecourse debt

b
c
d
e. ERV of the property
g
h
i

associated with the lease 9.

|. lessor's percentage of equity participa-
tion in the lease obligation, if applicable
m. summary financial data indicating the
creditworthiness of the lessee, and guar-
antors, if applicable
. Before the conclusion of the inspection, dis-
cuss with management all classified leases.

Inadequate or negative cash flow and unfalO.

vorable trends reflected in financial state-
ments of the lessee are usually indicative of
a substandard lease. Leases classified doubt-
ful typically include those on which pay-
ments are delinquent for an extended period
and those on which the lessor’s recovery of
investment is dependent upon an event of
unknown probability, such as a pendlng
lawsuit or insurance claim.

A loss classification results from the les-
see’s inability or refusal to continue making
payments.

. Prepare a write-up to support the classifica-

tions. The write-up should include the les-12.

see’s type of business, present financial sta-
tus, circumstances which led to the
classification, the probability that the terms
of the lease can be met, and the amount of
protection afforded by sale or re-lease of the
underlying property.

. Review a sample of the lessor’'s computa-

tions of lease vyields to determine whethed3.

the lessor will recover not less than the full
investment in the property plus the esti-
mated total cost of financing the property
over the term of the lease. This includes
rental payments, estimated tax benefits, and

the estimated residual value of the property1 -

at the expiration of the initial lease.
With respect to the full-payout lease,
governmental entities may be prohlblted

from entering into leases for periods exceedl5.

ing one year. In that case, the bank holding
company or its subsidiary (as lessor) should
demonstrate that the lease is expected to ble6

BHC Supervision Manual
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continually renewed until the cost is fully
recovered.

Ascertain whether title to the property rests
with the lessor, and that the lessor has taken
steps to protect its ownership rights. Evi-
dence of filing under the Uniform Commer-
cial Code, where appropriate, should be
found in the documentation file. Aircraft
should be registered with the FAA, inter-
state vehicles with the ICC, and ships with
the Coast Guard.

Check for cancellation or other provisions
in the contract which could jeopardize the
full-payout status of the lease. There is no
need to take exception to a cancellation
provision which provides for payment by
the lessee of an amount which allows the
lessor to recover fully its investment in the
property.

Check that insurance coverage is effective
on leased property and is provided by the
lessee in compliance with all insurance pro-
visions of the contract in an amount suffi-
cient to protect against loss from property
damage. Public liability insurance should
also be provided to protect against loss from
lawsuits which could arise from situations
such as the crash of leased aircraft.

11. Review the lessee’s duties under the con-

tract with respect to repairs and taxes. Deter-
mine whether the lessor has instituted pro-
cedures to check that the lessee’s required
duties are being performed.

Review the status of all property acquired
for lease purposes but which is not now
under lease. Determine the reason for the
“off-lease” status of the property, ascertain
the realizable value of the property, and
investigate whether the off-lease property
will be sold or re-leased within the required
two-year period.

Investigate the lessor's procedures for
periodic review of the reasonableness of the
estimated residual value. The estimate should
be reviewed at least annually and reduced
in amount on the books if the value has
declined on a presumably permanent basis.
Review past operations of the lease company
to determine if projections of income and
ERV have been realistic in light of actual
experience.

Review the minutes of the meetings of the
board and executive committees to deter-
mine whether purchases of property and
delinquent leases are reported to the board.

. Determine if the company has entered into

leases with companies owned or controlled
by any director, officer, or 10 percent share-
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17.

18.

19.

20.

21.

22.

holder of the leasing company or holding23. Check for action taken on matters criticizec
company. Compare the rates and terms on

such leases to the rates and terms offered on

leasesto companies of similar credit standing.
Check for lease concentrations to any one

lessee or industry and prepare a commer4.

for the inspection report if any concentra-
tion is considered unwarranted.

Determine whether the company has
established limits for the maximum amount

of

“credit” to be extended to a single les-

see. If such limits have been established,
investigate whether the company adheres to
them. If they have not been established,
inquire as to the company’s policy on this

matter.

Provide the examiner-in-charge with

information to be included in the inspection25.

report, including:

a.

b.

scope of the inspection (on- or off-
premises)

comments concerning any policies or
conditions having an adverse effect on
the leasing company or parent company

. brief history of the company and a

description of its activities

. summary analysis of financial factors of

the company, including trends in the
volume and classification of receivables,
adequacy of capital and reserves, return
on assets, and contribution to consoli-
dated income and consolidated assets

. statutory authority under which the com-

pany operates

. details of all borrowings of the company

from within the holding company sys-
tem and from external sources

. details of any litigation in which the

company is a defendant

. scope and frequency of audit of the

company by both internal and external
auditors

Compare current earnings performance and
balance-sheet ratios of the company with
past performance and industry composites.
Determine whether cash flows of the com-
pany are adequate to service all debts.
Assess the adequacy of internal controls
over the company’s operations.

in the most recent audit reports and the
previous inspection report. Determine if
leases classified “loss” were removed from
the books.

Investigate whether any affiliated banks main
tain compensating balances for lines of credi
of the leasing company, and if so, whethel
the leasing company compensates the bar
for maintenance of the balances. If “loss”
leases have not been removed from th
books, discuss with management the rea
sons why the charge-offs were not made
Determine whether the financial statement
and reports submitted to the Board of Gov-
ernors were misstated as a result of the “nc
charge-off” decision.

For higher residual value leasing, determin
that—

a. the residual values have been estimate

b.

C.

accurately;

residual values are reviewed and adjuste
annually;

the initial terms of the lease are at leas
90 days;

. the lessor relies on a residual value o

the leased property that will recoup the
acquisition cost of the property and any
related financing or other associatec
costs;

. the aggregate book value of all tangible

personal property held for such a lease
having an estimated residual value in
excess of 25 percent of the acquisition
cost of the property, does not exceec
10 percent of the BHC’s consolidated
domestic and foreign assets;

the BHC maintains separately identifi-
able records of the leasing transaction:
and activities; and

. each company maintains capitalizatior

fully adequate to meet its obligations
and support its activities, and that its
capital levels are commensurate with
industry standards forcompanies engage
in comparable leasing activities.

BHC Supervision Manual
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3140.0.7 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws$ Regulationg Interpretations’ Orders
Automobile leasing 1976 FRB 930
Consumer leasing 15 U.S.C. 1667

Higher residual value
leasing

Personal or real property
leasing activities of bank
holding companies

Special-purpose leasing
corporation

1991 FRB 490,187
1990 FRB 462, 960

225.28(b)(3)

3-712

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

BHC Supervision Manual
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Section 4(c)(8) of the BHC Act

(Community Welfare Projects) Section 3150.

The Board considers the making of equity andctivity is primarily designed to promote the
debt investments in corporations or projecttommunity welfare. Factors that the Board mighi
designed “primarily to promote” community consider include whether the activity benefits
welfare as an activity closely related to bankinglow- and moderate-income individuals in area:
The Board includes such investments in the lissuch as housing and employment and the nee
of permissible nonbanking activities in Regulafor specialized community development activi-
tion Y; however, bank holding companies musties in different localities. The Board will con-
obtain prior approval to engage in these activisider a range of different activities, but will
ties. The Board, effective April 21, 1997, includedprobably not approve a proposal that does not i
the provision of advisory and related servicesome way either benefit low- or moderate-
for programs designed primarily to promoteincome individuals or benefit the specialized
community welfare into Regulation Y. Suchneeds of local communities.
advisory activities had previously been permit- Once a bank holding company has obtaine
ted only by Board order. For examples of adviBoard approval to engage in community devel
sory services approved for community developepment activities pursuant to Regulation Y, the
ment projects, see 1990 FRB 671, 1989 FRBolding company may, without further System
576, and 1988 FRB 140. approval, engage either directly or through &
subsidiary in certain community development
activities, so long as such activities do not
exceed 5 percent of the bank holding company’
total consolidated capital stock and surplus.

A bank holding company may invest and
provide financing—

3150.0.1 INVESTMENTS IN
CORPORATIONS OR PROJECTS TO
PROMOTE COMMUNITY
WELFARE—BOARD
INTERPRETATION

to a corporation or project or class of corpo-:
rations or projects that the Board previously
has determined is a public welfare project
pursuant to paragraph 23 of section 9 of the
Federal Reserve Act (12 U.S.C. 338a);

to a corporation or project that the Office of
the Comptroller of the Currency previously
has determined, by order or regulation, is ¢
public welfare investment pursuant to sec-
tion 5136 of the Revised Statutes (12 U.S.C
24 (Eleventh));

The Board also provides guidance with regar&'
to investments in community welfare projects
through its interpretation (see section 225.127
of Regulation Y (12 C.F.R. 225.127)). This
interpretation describes projects that the Boarg
has considered as promoting community wel=
fare as their primary intent. These include but
are not limited to—

1. projects to construct or rehabilitate housing

2.

for low- or moderate-income persons,

projects for construction or rehabilitation of3-

ancillary local commercial facilities neces-
sary to provide goods or services principally
to persons residing in low- or moderate-
income housing, and

. projects designed explicitly to create improved
job opportunities for low- or moderate- 4.

income groups.

Because the Board believes that bank holding

companies should take an active role in the
quest for solutions to the nation’s social prob-
lems, it has not defined other types of invest-

ments designed primarily to promote the com5.

munity welfare in order to give bank holding
companies greater flexibility in developing new
and creative approaches to resolving community

problems. Accordingly, the Board has main-
tained the flexibility to determine whether angHC Supervision Manual

to a community development financial insti-
tution (other than a bank or bank holding
company) pursuant to section 103(5) of the
Community Development Banking and Finan-
cial Institutions Act of 1994 (12 U.S.C.
4702(5));

for the development, rehabilitation, manage
ment, sale, and rental of residential property
if a majority of the units will be occupied by
low- and moderate-income persons or if the
property is a “qualified low-income build-
ing” as defined in section 42(c)(2) of the
Internal Revenue Code (26 U.S.C. 42(c)(2));
for the development, rehabilitation, manage
ment, sale, and rental of nonresidential rea
property or other assets located in a low- ol
moderate-income area provided the propert

December 1997
Page 1



Section 4(c)(8) of the BHC Act (Community Welfare Projects)

3150.0

is used primarily for low- and moderate-
income persons;

within a major city, located adjacent to a

public housing project. Commitments included

6. to one or more small businesses located in a providing training to welfare recipients resid-
low- or moderate-income area to stimulate ing in public housing projects and employing
economic development; low- and moderate-income individuals at the

7. for the development of, and to otherwise hotel complex, and donating a portion of the

assist with, job training or placement facili-
ties or to foster programs designed primarily

profits to a nonprofit corporation designated
to provide low-cost housing, employment,

and business opportunities for disadvantaged
residents. (See 1996 FRB 679.)

for low- and moderate-income persons;

8. to an entity located in a low- or moderate-
income area if that entity creates long-term
employmentopportunities, a majority of which
(based on full-time equivalent positions) will 3150.0.3 EXAMPLES OF
be held by low- and moderate-income per{NVESTMENTS VIEWED AS NOT
sons; and PROMOTING COMMUNITY

9. forproviding technical assistance, creditcounWWELFARE
seling, research, and program development
assistance to low- and moderate-income pefrhe Board has indicated that some investments
sons, small businesses, or nonprofit corporare not designed primarily to promote commu-
tionsto help achieve community developmentnity welfare unless there is substantial evidence

to the contrary, even though the investment may

benefit the community to some extent. Examples
include investments to build or rehabilitate high-

DESIGNED TO PROMOTE in_come_h(_)using_or commercial,_ofﬁce, or ir_]d_us-

COMMUNITY WELFARE trial facilities which are not designed explicitly

to create job opportunities for low-income per-

With its primary thrust to promote community SONS, e€ven though the investment may benefit

welfare rather than creating a focus on a collath® community to some extent. This latter point

eral effect, economic rehabilitation and develop¥@s made in an order (see 1996 FRB 679)
ment should focus on providing housing, serhereby the Board denied an application by a

vices, or jobs for low- or moderate-income_ba”k hoIding company to acquire an investrr_\ent
residents or groups. Examples of projects previl an industrial development corporation

ously approved by the Board include an investinvolved in the construction of a shopping and
ment in— office complex in an urban renewal area. The

Board identified the critical issue as whether the

1. an agricultural test farm (testing crops, equipProject was devised primarily to promote the
ment, alternative farming methods and chemicommunity welfare or primarily designed as a
cals, and providing student agriculturalprOf't'mak'”g venture in which the benefits to
research opportunities and financial plannind€ community were merely a collateral effect.
workshops for farmers (see 1990 FRB 671);. In another case, the Board denied a prpposal

2. an entity that provides education to youngnténded to acquire a company that indirectly
persons (see 1991 FRB 70) through a nordcted as a managing general partner of a private
profit, tax-exempt bank holding Companydevelopment venture. The venture was a large-
(educational programs consisted ofthe AmeriScale, urban redevelopment initiative, jointly
can economic system, how to start a busisponsore_d by government and private entities,
ness, college financial planning, and caredhat was intended to revitalize a geographic area
opportunities in banking); that was largely abandoned within a working

3. the acquisition and redevelopment of a solgliddle-class community. (See 1990 FRB 672.)

medical clinic in a small rural town without
public transportation that was located 30
miles from another facility and was needed3150.0.4 INSPECTION OBJECTIVES

to attract new physicians to replace those . _ )
retiring (see 1991 FRB 63); and 1. Todetermine thatnew investments and financ-
4. a limited partnership to develop a nearly Ing in community development and other

vacant office building into a hotel complex ~corporations and projects are designed pri-
marily to promote community welfare.

To determine that previous investments and
financings continue to meet the standards

3150.0.2 EXAMPLES OF
BOARD-APPROVED ACTIVITIES

BHC Supervision Manual December 1997 2.
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Section 4(c)(8) of the BHC Act (Community Welfare Projects) 3150.

imposed by section 225.28(b)(12) of Regulaencompasses a wide variety of programs, proct
tion Y. dures will have to be developed on an ad ho
3. To determine that the activity remains withinbasis. When federal or state approval of the
the scope of regulatory approval when suclprogram is required, the examiner may wish ftc
approval involves specific rather than genseview applications and other materials submit
eral investments. ted to such authorities. The terms or condition:
4. To determine that advisory and related selimposed by such bodies as well as the subsic
vices for programs designed primarily to prodary’s continued eligibility may also be of
mote community welfare are being con-importance. Contact with responsible federal o
ducted within the scope of their regulatorystate officials may be deemed appropriate il
approval. certain cases. Such contacts, however, should |
initiated only in accordance with respective
Reserve Bank procedures. When a communit
3150.0.5 INSPECTION PROCEDURES welfare project or financing does not include the
involvement of another governmental body, the
As is standard practice in the examination okxaminer will need to verify directly whether
other subsidiaries engaged in nonbanking activigoals essential to the nature of the activity, sucl
ties, athorough review of pertinentbooks, recordsss providing housing for the elderly or jobs for
contracts, and financial statements should bew- or moderate-income people, are being me
undertaken by the examiner. To fulfill theln this regard, the burden should be on the
inspection objectives concerning this activityholding company to provide such data. In some
the examiner may have to go beyond routinénstances, an on-site visit to the project may b
investigative practices. Since this activityappropriate.

BHC Supervision Manual December 1997
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Section 4(c)(8) of the BHC Act (Community Welfare Projects) 3150.0

3150.0.6 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations® Orders
Permissible investments 1701 225.28(b)(12) 4-178 1972 FRB 495
described 225.127 1978 FRB 45

1984 FRB 452
Provision of community 1988 FRB 140
development advice on a 1989 FRB 576
fee-for-service basis
Purchase of land 1990 FRB 672

for agricultural
testing activities

Nonprofit, tax- 1991 FRB 70
exempt BHC—educational

programs in economics,

starting businesses,

financial planning,

career opportunities in

banking

Projects to create 1992 FRB 619
improved job opportunities

for low- or moderate-

income groups

Approval of community 1996 FRB 679
development converting an

office building into a

hotel complex, located

next to a public

housing project

designated as

“difficult to develop”

Denial of a bank 1976 FRB 639
holding company

formation by a

community development

corporation

Denial of a venture 1994 FRB 733
that would revitalize

an abandoned area

in a middle-class

community

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