FEDERAL RESERVE SYSTEM

12 CFR Parts 211 and 265

[Regulation K; Docket No. R-0994]

Inter national Banking Oper ations; Rules Regarding Delegation of Authority
AGENCY:: Board of Governors of the Federal Reserve System.

ACTION: Fnd rule

SUMMARY:: Congstent with section 303 of the Riegle Community Devel opment
and Regulatory Improvement Act of 1994 (the Regulatory Improvement Act), the
Federal Reserve Act, and the International Banking Act of 1978 (the IBA), the
Board has reviewed Regulation K, which governs international banking operations,
and is amending Subparts A, B, and C. A proposed rule to amend Subpart D of
Regulation K is being published in this same issue of the Federa Register.

Subpart A of Regulation K governs the foreign investments and
activities of al member banks (national banks as well as state member banks), Edge
and agreement corporations, and bank holding companies. The amendments
streamline foreign branching procedures for U.S. banking organizations, authorize
expanded activities in foreign branches of U.S. banks, and implement recent
statutory changes authorizing a bank to invest up to 20 percent of capital and
surplus in Edge corporations. Changes aso have been made to the provisions
governing permissible foreign activities of U.S. banking organizations, including
securities activities, and investments by U.S. banking organizations under the
general consent procedures.

Subpart B of Regulation K (Foreign Banking Organizations) governs
the U.S. activities of foreign banking organizations. The amendments include
revisons amed at streamlining the applications procedures applicable to foreign
banks seeking to expand operations in the United States, changes to provisions
regarding the qualification of foreign banking organizations for exemption from the
nonbanking prohibitions of section 4 of the Bank Holding Company Act (the BHC
Act), and implementation of provisions of the Riegle-Neal Interstate Banking and
Branching Efficiency Act of 1994 (the Interstate Act) that affect foreign banks.



In addition, there are a number of technical and clarifying amendments
to Subparts A and B, aswell as Subpart C, which deals with export trading
companies. There are also certain amendments to the Board' s Rules Regarding
Delegation of Authority.

EFFECTIVE DATE: Thefind ruleis effective 30 days after publication in the
Federa Register.

FOR FURTHER INFORMATION CONTACT: Kathleen M. O’ Day,
Associate General Counsal (202/452-3786), regarding al subparts: Jon Stol off,
Senior Counsdl (202/452-3269), or Alison MacDonad, Counsel (202/452-3236),
regarding Subpart A; Ann Misback, Assistant General Counsel (202/452-3788),
Janet Crossen, Senior Counsel (202/452-3281), or Mdinda Milenkovich, Counsel
(202/452-3274), regarding Subparts B and C; Legal Division; or Michael G.
Martinson, Associate Director (202/452-2798), or Betsy Cross, Deputy Associate
Director (202/452-2574), regarding al subparts, Division of Banking Supervision
and Regulation. For users of Telecommunications Device for the Deaf (TDD)
only, please contact 202/263-4869.

SUPPLEMENTARY INFORMATION:
Subpart A: International Operations of U.S. Banking Organizations
Statutory Framework

The Board is issuing amendments to Regulation K that will eiminate
unnecessary regulatory burden, increase transparency, and streamline the approval
process for U.S. banking organizations seeking to expand their operations abroad.
The Federa Reserve Act, as amended by the IBA, requires the Board to review its
regulations issued under section 25A of the Federal Reserve Act (the Edge Act) at
least once every five years and make any changes necessary to ensure that the
purposes of the Edge Act are being served in light of prevailing economic
conditions and banking practices. The Board has reviewed the provisions of

Y The Board last issued final revisonsto Subpart A of Regulation K
in December 1995, at which time the investment authority for strongly



Subpart A, which govern the operations of Edge corporations, with this statutory
mandate in mind.

Edge corporations are internationa banking and financia vehicles
through which U.S. banking organizations offer internationa banking or other
foreign financial services and through which they compete with smilar foreign-
owned ingtitutions in the United States and abroad. The purposes of the Edge Act,
which amended the Federal Reserve Act in 1919, include enabling U.S. banking
organizations to compete effectively with foreign-owned ingtitutions; providing the
means to finance internationa trade, especialy U.S. exports, fostering the
participation of regional and smaller U.S. banks in providing internationa banking
and financing services to U.S. business and agriculture; and stimulating competition
in the provision of international banking and financing services throughout the
United States.

Congress, in enacting this legidation, recognized that U.S. banks
needed vehicles that could exercise wider financial powers abroad than were
permitted domestically in order to be competitive internationally and to serve the
international needs of U.S. firms. At the same time, the Edge Act places limits on
U.S. banks exposure to these broader foreign activities, by limiting the amount that
U.S. banks may invest in Edge corporations, establishing a number of statutory
safety and soundness constraints, and granting the Board wide discretion in
determining what activities should be permissible for such entities. In exercising its
authority in this area, the Board is required by the IBA to implement the objectives
of the Edge Act consistent with supervisory standards relating to the safety and
soundness of U.S. banking organizations.

In December 1997, following a comprehensive review of the
regulation, the Board requested public comment on proposed revisions to
Regulation K (62 FR 68423) (the ‘97 Proposal). The Board received 28 comments
from outside the Federal Reserve System on the proposed Subpart A revisions.
Comments were received from twelve U.S. banks or bank holding companies, one
Edge corporation; one bank-owned insurance agency; and thirteen trade

capitalized and well-managed U.S. banking organizations was expanded
sgnificantly.



associations. The Board also received comments from one state bank supervisory
agency.

Subsequent to the Board issuing the ‘97 Proposal, financial
modernization legidation was enacted. The Gramm-Leach-Bliley Act (Pub. L. 106-
102, 113 Stat. 1338 (1999) (GLB or the GLB Act) was enacted on November 12,
1999. Many of the activities the Board had proposed to liberalize in the ‘97
Proposal are covered under the expanded authority available to financial holding
companies (FHCs) under GLB. More specifically, under GLB, a bank holding
company (BHC) that elects to become an FHC may engage in a broad range of
financial activities, including securities underwriting and dealing, insurance sales and
underwriting, and merchant banking.

Final action on the ‘97 Proposal was deferred pending implementation
of the expanded authority available under GLB. The Board has issued a number of
rules implementing GLB authority, including, for example, those governing FHC
elections and activities (66 FR 400, Jan. 3, 2001), real estate brokerage activities by
FHCs (66 FR 307, Jan. 3, 2001), merchant banking activities (66 FR 8466, Jan. 31,
2001), the capital treatment of nonfinancia equity investments (66 FR 10212, Feb.
14, 2001), transactions between banks and their affiliates (66 FR 24186, May 11,
2001), and financial subsidiaries of state member banks (66 FR 42929, Aug. 16,
2001).

The Board has now reviewed its ‘97 Proposdl in light of the
significantly changed landscape in relation to provision of financial services post-
GLB, aswdll asal commentsfiled on the ‘97 Proposal. The Board has concluded
that afew of the changes proposed in 1997 that would have allowed expansion of
activities now authorized under GLB no longer are appropriate, primarily those
relating to equity dealing, portfolio investment, and insurance activities. However,
consistent with the ‘97 Proposal, the Board has concluded that a number of
provisions relating to foreign activities of U.S. banking organizations should be
amended, including changes that would: (1) expand permissible government bond
trading by foreign branches of member banks; (2) streamline procedures for
establishment of foreign branches by U.S. banking organizations; (3) expand
permissible equity underwriting activities abroad for well-capitalized and well-
managed U.S. banking organizations; (4) expand general consent authority for well-
capitalized and well-managed U.S. banking organizations; (5) amend the debt/equity
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swaps authority to reflect changes in circumstances of eligible countries; and (6)
implement the statutory provision alowing member banks to invest, with the
Board’ s approval, up to 20 percent of capital and surplus in the stock of Edge and
agreement corporations. Additiona technical and clarifying amendments were also
made. These changes to Regulation K, and the comments received on the * 97
Proposal, are discussed below.

The Board aso indicated in the 97 Proposal that it had not identified
any changes to the permissible U.S. activities of Edge corporations that appeared
necessary or appropriate to fulfill the purposes of the Edge Act, but sought
comment on whether there was a need for any such changes. One commenter
urged the Board to permit Edge corporations to provide incidental services
generating insignificant revenues in the United States to U.S. persons affiliated with
aforeign person or aforeign organization that is principally engaged in foreign
business. The Board does not believe this change is necessary or appropriate or
otherwise consistent with the purposes of the Edge Act.

Expansion of Government Bond Trading by Foreign Branches

Section 25 of the Federal Reserve Act permits the Board to authorize
foreign branches of member banks to conduct abroad activities that are not
permitted domestically. However, the statute states that the Board shall not “ except
to such limited extent as the Board may deem necessary with respect to securities
Issued by any ‘foreign state' ... authorize aforeign branch to engage or participate,
directly or indirectly, in the business of underwriting, selling, or distributing
securities.”

Given the statutory language, the Board, to date, has only permitted
foreign branches to underwrite and sell obligations of (i) the national government of
the country in which the branch is located, (ii) an agency or instrumentality of the
national government where supported by the taxing authority, guarantee, or full faith
and credit of the national government, and (iii) a political subdivision of the
country. Thiswas determined to be appropriate on the basis that it is often
necessary in the ordinary course of banking business for a branch to participate in
the selling of the bonds of the host country.

In recent years, U.S. banking organizations have become more active



in trading and underwriting foreign government securities. Increasingly, such
business, where possible, is being conducted in the foreign branches of U.S.
banks. Centralizing trading for al or for certain groups of countriesin asingle
branch can be desirable to facilitate management and funding of this business. For
example, a banking organization might wish to centralize government securities
trading for al countries in the European Union in one European branch.

For these reasons, the Board proposed that banks be permitted to
underwrite and deal through their foreign branches in obligations of governments
other than the host government, provided that the obligations are of investment
grade and the business is otherwise subject to sound banking practices and
prudentia regulations. The Board considered the requirement that the obligations
must be investment grade would limit cross-border transfer risk to the bank
because trading of government securities giving rise to such risk would be required
to be conducted either directly through alocal branch that is funded locally or
through a subsidiary, instead of through the bank. The Board also proposed to
retain the existing authority of foreign branches of member banks to underwrite and
ded in host government bonds regardless of whether they are investment grade.
The Board sought comment on these proposals, as well as on what ratings should
be considered to be investment grade for these purposes.

Commenters expressed general support for the Board' s proposal.
Some commenters suggested that the Board treat any government obligation,
investment grade or otherwise, of any country or, alternatively, any country in
which abank has a foreign branch, as eligible to be underwritten and traded in
branches located outside of that country. Other commenters argued that safety and
soundness is enhanced by having centralized underwriting and dealing of dl
government securities, since the local branch which has authority to engage in non-
investment grade underwriting and dealing may not have the appropriate experience
to manage such operations.

The Board continues to believe the investment grade requirement for
obligations of governments other than the host government is appropriate for the
reason set out in the proposal, namely, limitation of cross-border transfer risk to the
bank. Non-investment grade government securities issued by foreign governments
other than the host government are more likely to give rise to such risks. For this
reason, the Board continues to be of the view that trading of non-investment grade
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securities should be conducted either directly through aloca branch that is funded
locally or through a subsidiary, instead of through the bank. Accordingly, in the
find rule, the Board has retained the investment grade requirement for obligations of
governments other than the host government.

A few commenters recommended that the Board permit foreign
branches of U.S. banks to underwrite and deal in investment grade obligations of all
political subdivisons, and of agencies and instrumentalities whether or not backed
by the national government. After further consideration, the Board has determined
that it is appropriate to adopt this suggestion at least in part, so long as al such
obligations are investment grade. As at present, obligations of agencies and
instrumentalities will be required to be supported by the taxing authority, guarantee,
or full faith and credit of the national government.

Commenters also requested that foreign branches be permitted to
underwrite and deal in al securities guaranteed by a foreign government. The
Board notes that the authority granted in section 25 of the Federal Reserve Act in
relation to this activity is with respect to securities “issued by a ‘foreign state’,” and
declines to adopt this change.

With respect to the Board' s request for comment on which ratings
should be considered to be investment grade for these purposes, commenters
urged the Board to adopt the definition of “investment grade” set out in the Office
of the Comptroller of the Currency’s (OCC) investment securities regulation. 12
CFR 1.2(d). The OCC defines the term to mean a security that is rated in one of
the four highest rating categories by two or more “nationally recognized statistical
rating organizations’ (NRSROs) as designated by the Securities and Exchange
Commission (SEC), or one such agency if the security has been rated by only one
NRSRO. The Board considers this definition to be appropriate for purposes of
this activity of foreign branches of U.S. banks; accordingly, that definition is
incorporated into the final rule.

A few commenters also urged the Board to adopt a procedure that
would permit the addition of agenciesto the list of permissible rating agencies
beyond those that have been approved by the SEC because of concern that a rating
by aNRSRO may not be available for some foreign government securities. The
Board is not inclined to adopt such a procedure at thistime in view of the number



of NRSROs that rate foreign government securities. Board staff should be
consulted if any issues arise in relation to application of the “investment grade”
requirement. If it appears that additional guidance is warranted, the Board will
consider the matter further.

Comments a so suggested that securities that are not speculative in
nature and are deemed by the investor to be the credit equivalent of a security that
IS rated investment grade should be considered “investment grade” under this
provision of Regulation K. The Board believes that such an approach would
essentially mean that there would be no requirement that the obligations be
Investment grade and rgjects it for thisreason. Finally, commenters sought
clarification as to whether the limits applicable to government obligations, whether
as a percentage of capital or of local deposits, may be calculated on a net basis
rather than a gross basis. The limits gpplicable to government obligations under
this section may be calculated on a net basis, provided that the banking
organi zation otherwise has received no objection to its interna models being
employed for purposes of compliance with these limits.

Foreign Branching

The Board' s responsibilities as home country supervisor under the
Minimum Standards for the Supervision of International Banking Groups and their
Cross-border Establishments issued by the Basde Committee on Banking
Supervision (the Minimum Standards) call for its specific authorization of a U.S.
banking organization’s outward expansion. Outward expansion for these purposes
means the initial establishment of a banking presence in a country by the bank or
any affiliate.

Regulation K currently requires the specific consent of the Board for
the establishment of branches by a member bank, an Edge or agreement
corporation, or aforeign bank subsidiary in its first two foreign countries. The
Board proposed to amend Regulation K to require only 30 days' prior notice to the
Board before establishment of branches in the first two countries, on the basis that
such a requirement also would fulfill the Board' s responsibilities under the
Minimum Standards. The Board also proposed that 30 days prior notice would
be required, consistent with the Minimum Standards, if the initial banking presence
abroad would be in the form of a subsidiary bank; such notice would be required



even if the amount to be invested were below the general consent limits.

Under Regulation K at present, no prior Board approval is required for
a banking entity to establish additional branchesin any foreign country where it
aready operates one or more branches. However, a banking entity must give the
Board prior notice before establishing a branch in aforeign country where it has no
branches even though a banking affiliate operates a branch in that country.

The Board proposed to liberalize Regulation K such that if any of the
member banks, their Edge or agreement corporation subsidiaries, or a foreign bank
subsidiary (whether a subsidiary of the bank or of the bank holding company)
dready has a branch in a particular foreign country, a banking affiliate would be
authorized to branch there without prior notice to the board. After-the-fact notice,
however, would still be required.

The Board aso proposed that the 45 days' prior notice currently
required in order to branch into additional countries where there is no affiliated
banking presence (after the organization has branches engaged in banking in two
foreign countries) should be reduced to 12 business days. In taking this approach,
the foreign branching establishments of the entire banking organization would be
taken into account in determining whether the banking entity would be subject to the
30 day or 12 day prior notice procedure. Where a U.S. banking organization as a
whole aready operates foreign branches of banking entities in two countries, any
banking affiliate would be able to open a branch in a country where such
organization has no banking presence, pursuant to the 12 days' prior notice
procedure.

Finally, currently under Regulation K, nonbanking subsidiaries may
branch into any country in which any affiliate has a branch without prior notice, but
a45-day prior notice must be submitted to establish a branch in a country where no
affiliate has a presence. The Board proposed permitting nonbanking subsidiaries
held pursuant to Regulation K to establish foreign branches without prior review,
subject only to an after-the-fact notice requirement.

The Board sought comment on these proposed changes, including in
particular whether the proposed modified notice periods would sufficiently
accommodate foreign expansion plans. Commenters supported the Board's



proposed changes. Accordingly, the Board is adopting the foreign branching
provisions as proposed. The Board wishes to clarify that filing Form FR 2058
fulfills the after-the-fact notice requirements of the foreign branching provisions.
Additionally, the Board notes that the streamlined procedures for establishment of
foreign branches are not limited to well-capitalized, well-managed institutions.
However, the Board retains the authority to suspend general consent authority in
whole or in part should circumstances warrant.

Permissible Activities of Foreign Subsidiaries of U.S. Banking Organizations

One aspect of bank regulation to which the Federal Reserve
subscribesis the fostering of alevel competitive playing field for financial
intermediaries. Thus, in the United States, the Board has advocated that expansion
by banking organizations into nonbanking activities should generally occur through
the bank holding company and not the bank. Banks in the United States benefit
from the implicit support of the national government and its sovereign credit rating
through federal deposit insurance, Federal Reserve discount window access, and
final riskless settlement of payment system transactions. Extension of this system
would make the existing playing field in the United States unlevel for nonbank
competitors and create unnecessary distortions in competition.

The same principle applies to U.S. banking organizations abroad.
Other nations have chosen to alow their banks to engage in a broad array of
financia activities, especialy investment banking activities, thereby extending to
these activities the implicit support of their governments. In those markets, U.S.
banking organizations would be at a disadvantage if unable to offer their customers
an equivalent range of key services with the convenience and efficiency of their
local bank competitors. In many of these markets, banks are the only significant
providers of capital markets services. Independent securities firms are not
generally substantial competitors in these markets, both for historical reasons and
because they may be unable to compete effectively with banks that have the explicit
and implicit support of their governments.

Congress has recognized the existence of conflicting policy objectives
and competitive pressures faced by U.S. banking organizations operating abroad
and through legidation has struck abalance. In relation to the United States,
Congress in enacting GLB demonstrated a strong preference that expanded
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nonbanking financial activities be conducted in a structure that does not involve the
federal bank subsidy. Expanded activities authorized by GLB are required to be
conducted either in nonbank subsidiaries of a financial holding company or in a
financial subsidiary of a bank, which would be subject to the restrictions on funding
by a parent bank set out in sections 23A and 23B of the Federal Reserve Act. In
relation to competitive pressures arising from abroad, Congress preserved the
Board' s authority under the Edge Act to permit Edge corporations, which may be
owned by U.S. banks, to engage in awider range of activities outside the United
States than permitted to U.S. banks domestically, where such powers are
considered necessary to enable them to compete effectively with smilar foreign-
owned ingtitutions in the United States and abroad and liberalization otherwise is
consistent with safety and soundness considerations. Congress, in enacting the
Edge Act, recognized that U.S. banks in some circumstances may need vehicles
that could exercise broader financial powers abroad in order to remain competitive
internationally and to serve the needs of U.S. firms. Congress granted the Board
similar broad discretion to alow bank holding companies to engage in activities
outside the United States.

In exercising its statutory authority under the Edge Act, the Board has
sought to balance the need for U.S. banking organizations to be competitive abroad
with the public interest in assuring the safety and soundness of the banks,
protecting the deposit insurance fund, and limiting the extension of the federal
safety net. In adopting final revisions to Regulation K, the Board has sought to
grant expanded authority only in relation to those activities where: (i) the existing
restrictions of Regulation K appear to result in a competitive harm to the ability of
an Edge corporation to provide financial services necessary to attract and retain
customers; and (i) requiring the activities to be conducted outside the bank chain
of ownership appears to compromise significantly the competitive position of U.S.
banking organizations. The Board has concluded that equity underwriting is one
such activity, and the expansion of authority proposed in 1997 with regard to this
activity has been adopted, as discussed further below. The Board has concluded,
however, that liberalization set out in the ‘97 Proposa in relation to other activities,
such as equity dealing, venture capital investments and insurance activities, should
not be adopted at thistime in light of the passage of GLB. These |atter activities
appear to be able to be conducted competitively outside the bank chain of
ownership under authority granted in GLB.
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Two-tier capital test for Edge corporations

Asthe Board noted in the ‘97 Proposal, tying applicable limits to the
capita of the parent bank is particularly important for subsidiaries of Edge
corporations. Congress has limited a member bank’ s investment in Edge and
agreement corporations to 20 percent of the bank’s capital.? However, for various
reasons, Edge corporations historically have tended to retain their earnings rather
than dividending them to the parent bank. In some cases due to such retained
earnings, the capital of a bank’s Edge and agreement corporations may bein
excess of 20 percent of the parent bank’ s consolidated capital, even though its
investment in the Edge subject to the above-referenced statutory limit is below 20
percent.

In these circumstances, the Board considered that the capital of an
Edge corporation that isin excess of 20 percent of the parent bank’ s consolidated
capital, when retained earnings are counted, generally should be excluded for
purposes of determining applicable limits for activities of the Edge and its
subsidiaries. Accordingly, the Board proposed that Edge and agreement
corporations, as well as foreign bank subsidiaries of member banks (which are
treated as Edge corporations for purposes of their limits), would be subject to two
limits, one tied to a percentage of the Edge corporation’stier 1 capital and the other
tied to a percentage of the parent bank’stier 1 capital. Limitstied to the parent
bank’ s capital would be 20 percent of the limits otherwise applicable to Edge
corporations, and the lower limit would be binding. For example, if alimit
proposed for a given activity of an Edge corporation is 10 percent of the Edge
corporation’s capital but the Edge corporation’s capital isin excess of 20 percent
of the bank’ s total capital, the binding limit for the Edge corporation would be two

2The Edge Act prohibited member banks from investing more than 10
percent of their capital and surplus in the capital stock of Edge and
agreement corporations. 1n September 1996, Congress amended this limit to
permit investments in excess of 10 percent of capital and surplus with the
specific approval of the Board, provided the amount invested shall not
exceed 20 percent of capital and surplus of the bank. See The Economic
Growth and Regulatory Paperwork Reduction Act (EGRPRA), Pub. L. 104-
208, sec. 2307 (12 U.S.C. 618).
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percent of the parent bank’stier 1 capital. For those U.S. banks that do not have
sgnificant levels of retained earnings at the Edge, the binding limit more than likely
would be the separate limit tied to the Edge corporation’s capital.

The Board considered that this approach would be consistent with the
intent underlying the provisions of the Edge Act limiting the total amount of capital
abank may invest in Edge corporations. This approach effectively would place a
cap on the percentage of total bank capita that could be placed at risk through
activities or investments not otherwise permitted to the bank directly, regardless of
the capital level of the Edge corporation. This approach aso would reduce any
regulatory incentive to retain earnings at the Edge because any regulatory benefit
from such retained earnings, in terms of expanded limits on activities abroad, would
be denied.

The Board proposed that all limits applicable to Edge corporations
under the ‘97 Proposal would proceed on this basis. Comment was requested on
these proposals and whether any other approach might achieve smilar objectives.

One commenter opposed the Board' s proposal to impose a two-tier
capital test on Edge corporations, arguing that the proposal penaized organizations
that achieve strong earnings in a subsidiary of a bank rather than a subsidiary of the
holding company. It further maintained that the limitation on the amount a bank can
invest in an Edge corporation creates a practical limit on the risk to the bank’s own
capital. Therefore, it argued the Board should look only at the capital of the Edge
corporation in setting limits as a percentage of capital. The Board continues to
believe this two-tier approach is consistent with the intent underlying provisions of
the Edge Act that limit the total amount of capital a bank may invest in Edge
corporations. The Board notes that, due to the accumulation of large amounts of
retained earnings in Edge corporations, the limitation on the amount a bank can
invest in an Edge corporation may not limit the overal risk to the bank’s
consolidated capital.

Two other commenters argued the Board should look only at the
capita of the parent bank in setting limits under the Edge corporation. The Board
believes, however, that activity limits for Edge corporations should be tied to the
capital of both the Edge corporation and the parent member bank, in order to
ensure that Edge corporations are not a source of potential weakness to the U.S.
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parent bank.
Securities Activities

Current Restrictions on Securities Activities

Foreign subsidiaries of U.S. banking organizations have been
permitted broad authority to underwrite and deal in debt securities for over 25
years, subject to the provision that the securities must be included with loans for
purposes of compliance with the parent bank’ s lending limit. No separate dollar
limits have been placed on underwriting and dealing in debt securities.

Since 1979, Regulation K also has specificaly authorized foreign
subsidiaries of both U.S. banks and bank holding companies to underwrite and
deal in equity securities outside the United States, subject to certain limitations and
restrictions. These activities were determined to be permissible, within the
applicable limits, on two bases. First, it became clear that it was necessary for U.S.
banking organizations to be able to engage in these activities abroad, if they wereto
compete successfully with foreign banks in the provision of servicesto foreign
customers. Indeed, for some time, virtually all the magjor foreign competitors of
U.S. banking organizations have been foreign banks that conduct equity securities
activities either directly in the bank or in asubsidiary of the bank. Thus, consistent
with the purposes underlying the Edge Act and the BHC Act, thereis clear
statutory authority for U.S. banking organizations to engage in these activities
through subsidiaries abroad. Second, in any event, the provisions of the Glass-
Steagall Act did not apply extra-territorialy to the operations of foreign subsidiaries
of U.S. banking organizations.

While equity underwriting and dealing have been permissible activities
for U.S. banking organizations' foreign subsidiaries for some time, as noted above,
the level of such activity is subject to limits under Regulation K.  Restrictions
currently applied to equity securities underwriting and dealing activities under
Regulation K include the following.
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Underwriting limits--Through a foreign subsidiary, an investor? may
underwrite equity securities in amounts up to the lesser of $60 million or 25 percent
of itstier 1 capital. These limits do not include amounts covered by binding
commitments from sub-underwriters or other purchasers. If the underwriting is
donein asubsidiary of the member bank, the amount of the uncovered
underwriting must be included in computing the bank’ s single borrower lending
limit with respect to the issuer.

Dedling limits--Through aforeign subsidiary, an investor may hold a
dealing position in the equity securities of any one issuer in amounts up to the lesser
of $30 million or 10 percent of itstier 1 capitd. An investor must include any
shares of acompany held in an affiliate’s dealing account in determining
compliance with any percentage limits placed on ownership of that company.

Aggregate limit--There is an aggregate limit on the total amount of
equity securities that may be held in investment and dealing accounts, aggregating
al shares held by subsidiaries: for abank holding company, the limit is 25 percent
of tier 1 capital; for an Edge corporatior?, the limit is 100 percent of the Edge’ stier
1 capitd.?

Prior review--Banking organizations must submit to areview of their
foreign securities operations prior to engaging in foreign equity securities activities
to the extent of these limits. They may aso seek Board approval for higher
underwriting limits, subject to certain conditions.

Revisions of Equity Securities Authority

Equity Underwriting

¥An investor for these purposes means an Edge corporation,
agreement corporation, bank holding company, member bank and any
foreign bank owned directly by a member bank.

Y¥Any foreign bank directly owned by a U.S. bank istreated as an
Edge corporation for purposes of its limits.

YInvestments in companies must be added to any shares of such
companies held in the dealing account for purposes of this limit.
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‘97 Proposal.

Although, as discussed above, the existing limits on underwriting
equity securitiesin Regulation K are expressed both in terms of percentages of tier
1 capital of the investor and absolute dollar limits, as a practical matter it has been
the dollar limits that have constrained the extent to which U.S. banking
organizations may engage in these activities through their foreign subsidiaries. In
the ‘97 Proposal, the Board noted the $60 million limit on underwriting equity
securities significantly impedes the ability of U.S. banking organizations to compete
for this business in foreign markets, where securities underwriting is a service
routinely offered by local banks. At the same time, the risks associated with the
activity suggest that such a stringent limit is not required for safety and soundness
purposes for well-capitalized and well-managed banking organizations. While initial
underwriting commitments may involve large sums, in most cases by the time the
underwriting goes to market, large portions of the exposure have been passed on to
sub-underwriters or presold. Thus, in most cases, the initial underwriting
commitment substantially overstates the risk being assumed.

In order to reduce further these constraints, the Board proposed in
1997 to replace the dollar limits for underwriting activity with limits based solely on
percentages of the investor’stier 1 capital for well-capitaized and well-managed
organizations. The Board considered that, if a banking organization is well-
capitalized and well-managed, tying the underwriting limits soldly to capital levels
would have the benefit of more closaly linking the limits to the ability of the
company to support the activity. It would aso provide U.S. banking organizations
with greater flexibility in responding to changing market conditions, because the
amount of capital devoted to an activity is, after meeting regulatory constraints,
determined by the firm.

Accordingly, the Board proposed to amend Regulation K in relation to
those banking organizations that are well-capitalized and well-managed by removing
the existing dollar limits applicable to equity underwriting activities, and instead
providing that such activities would be limited to percentages of the investor’stier 1
capital. For well-capitalized and well-managed organizations, the Board proposed
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applicable limits to be determined as follows¢ In relation to securities activities of
subsidiaries of bank holding companies, their limits would be determined by
reference to percentages of thetier 1 capital of the holding company. The Board
proposed that limits applicable to such activities undertaken by subsidiaries of
Edge and agreement corporations, as well as foreign banks that may be direct
subsidiaries of member banks, would be determined by reference to the tier 1
capital of the parent bank aswell asto thetier 1 capital of the bank subsidiary.
More specifically, limits for underwriting exposure to a single company would be
established at 15 percent of the bank holding company’stier 1 capital for its
subsidiaries and, for subsidiaries of Edge corporations, the lesser of three percent
of tier 1 capital of the bank or 15 percent of thetier 1 capital of the Edge.

Under the ‘97 Proposal, these limits on underwriting exposure to a
single company would be applied on an aggregate basis. A bank holding
company’s limit would include all underwriting exposure to one issuer by al of the
holding company’s direct and indirect subsidiaries, including exposures held
through its bank subsidiaries. The bank’s and Edge’ s limits would include all
exposures held by their respective subsidiaries. The Board proposed, however,
that this expanded underwriting authority would be available to U.S. banking
organizations only if each of the bank holding company, bank, and Edge or
agreement corporation qualify as well-capitalized and well-managed.”

For organizations that fail to meet the well-capitalized and well-
managed criteria, the Board proposed that the existing dollar limits (i.e., $60 million)
on commitments by an investor and its affiliates for the shares of an organization
would be retained.

The Board proposed that, in order to engage in such activities, al
banking organizations would be required to implement interna systems and

5The Board proposed that existing dollar limits would be retained for
companies that are not well-capitalized and well-managed.

ZThe Board proposed that what, if any, action should be taken in
relation to banking organizations' limitsif they ceased to be well-capitalized
and well-managed would be addressed on a case-by-case basis through
supervisory action.
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controls adequate to ensure proper risk management. Controls would have to bein
place to assure that underwriting positions do not result in violations of limits on
securities held in the trading account or exceed the parent bank’ s lending limits
when the underwriting positions are combined with other credit exposures.
Sanctions (such as temporary suspension of underwriting authority) may be
imposed for violations of such limits.

Final Rule on Equity Underwriting Limits.

The Board continues to believe that there is a strong competitive need
for liberdization of the $60 million Regulation K limit on equity underwriting.
Subsidiaries of Edge corporations have been able to gain some underwriting
business through obtaining commitments in advance from subunderwriters in order
to reduce their own exposure to $60 million, but the limit clearly is a material
constraint. Underwriting abroad continues to be a business that is conducted by
local banking firms and does not lend itself readily to cross-border activity, thus
requiring foreign subsidiaries of U.S. banks to compete with much larger local
competitors.

Further, as noted above, the risks associated with equity underwriting
activities suggest that stringent limits are not required for safety and soundness
purposes for well-capitalized and well-managed banking organizations. Although
the percentage limits proposed in the ‘97 Proposal would significantly increase the
amount of underwriting authorized under Regulation K, underwriting is a shorter
term activity than, e.q., dealing. Moreover, under Regulation K, positions
undertaken in connection with an underwriting and unplaced after 90 days must be
moved to the dealing account and counted against the dealing limit. Consequently,
the exposure of the banking organization to the activity is minimized.

Commenters strongly supported the Board' s proposed liberalization
of the equity underwriting limits, and made a few additional suggestions. One
commenter recommended that the proposed underwriting limits be doubled.
Another expressed concern that the proposed limits might result in some Edge
corporations having less underwriting authority than the existing $60 million limit.
Some commenters also objected to the disparity between the limits proposed for
BHC and bank subsidiaries.
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The Board does not believe further expansion of the underwriting
limits beyond those proposed is warranted, particularly given that portions of an
underwriting that are covered by binding commitments obtained from
subunderwriters or other purchasers are not counted in determining compliance
with the limits. U.S. banking organizations wishing to engage in underwriting equity
securities in amounts larger than those permitted under Regulation K may do so by
qualifying for GLB authority. The Board also continuesto believe it is appropriate
to tie the expanded limits to the investor’s capital. If the underwriting limit resulting
from an Edge' s capital is considered to be too low, it is of course open to the
organization to increase its capital and thereby increase its limit.¢

Commenters al so suggested that the existing additional Regulation K
underwriting authority, whereby an organization may request the Board' s approval
to exceed the $60 million underwriting limit so long as the excess amount is
deducted from capital and the organization would remain strongly capitalized after
such deduction, also should be extended to the expanded limits. The Board does
not believe it is appropriate to retain this authority in view of the significant increase
In the underwriting limits that would be otherwise authorized under the expanded
limits. Moreover, because the limits are determined by reference to capital, banking
organizations seeking greater underwriting authority may expand their limits by
increasing their capital.

For these reasons, the Board is adopting the expanded underwriting
limits for well-capitalized and well-managed banking organizations set out in the ‘97
Proposal essentially without change. As proposed, the limits would apply to all
underwriting exposures held under authority of Regulation K by the relevant entity

8Commenters recommended that banking organizations also should
be able to net underwriting exposures for purposes of determining
compliance with the limits. Asa practical matter, Regulation K presently
essentially authorizes netting for these purposes given that, where the
underwriter is covered by binding commitments from subunderwriters or
other purchasers, such commitments are excluded in determining compliance
with the limits. Compliance with the limits will continue to proceed on this
basis. The Board does not believe a persuasive case has been made for any
additional netting authority in relation to equity underwriting at thistime.
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and al of its subsidiaries (e.q., a BHC' s limit would include al underwriting
exposures to one issuer by all of the holding company’s direct and indirect
subsidiaries, including exposures held through its bank subsidiaries, and a bank
subsidiary’s limits would include al exposures held by its subsidiaries).¥

Equity Dealing

‘97 Proposal.

The Board also proposed for comment liberalization of dealing
activities for well-capitdized and well-managed banking organizations. Aswith
underwriting limits, the proposed expansion of dealing limits would have been
based on percentages of capital of the organization and, thus, on the ability of the
organization to accommodate risk. The Board aso noted its belief that dealing
activities presented somewhat greater risk of loss than underwriting, which resulted
In somewhat more restrictive limits being proposed for dealing activities relative to
underwriting activities.

For well-capitalized and well-managed organizations, the Board
proposed to remove the current dollar limits and revise the existing percentage of
capital limitsasfollows. First, in order to provide diversification in the trading
account, the Board proposed a limit on holdings of any one stock in the trading
account of 10 percent of thetier 1 capital of the bank holding company for its
subsidiaries and, for subsidiaries of an Edge corporation, the lesser of two percent
of the bank’stier 1 capital or 10 percent of the Edge corporation’stier 1 capitdl.

Second, the Board proposed an aggregate limit applicable to all
holdings of equities in the trading accounts of al direct and indirect subsidiaries

¥ Additional comments relevant to the Board' s final action on equity
underwriting authority also were submitted with regard to the Board's
proposed criteria for determining whether banking organizations would be
considered to be well-capitalized and well-managed for purposes of the
expanded authority, as well as with regard to the two-tiered capital test for
Edge corporations for purposes of determining eligibility. Each of these
issues is discussed separately.
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authorized pursuant to Subpart A.X2 Without such an aggregate ceiling, the Board
was concerned that a banking organization could have excessive exposure to
movements in equity markets. The Board proposed aggregate limits of 50 percent
of the bank holding company’stier 1 capital for its subsidiaries and, in the case of
an Edge’ s subsidiaries, the lesser of 10 percent of the tier 1 capital of the bank or
50 percent of the Edge’' stier 1 capital.

The Board proposed that the limits on equity dealing would apply to
net positions across legal vehicles held, directly or indirectly, by the regulated entity
to which the limit applied (that is, the bank holding company, the bank or the Edge
corporation). Long equity positionsin asingle stock could be netted against short
positions in the same stock and against derivatives referenced to the same stock.1V
For purposes of the aggregate limits, al physical and derivative long positions
could be netted against physical and derivative short positions. It was further
proposed that, for purposes of measuring compliance with these limits, banks
would be permitted to use internal models to calculate the value of derivative
positions used to offset exposures and net dealing positions in individual stocks, as
well asthe value of total net equity holdings in the trading account.2? The Board
considered that the adequacy of such modelsis subject to review during the exam
process, and proposed that no specia review would be required for their use in
connection with the proposed limits on dealing activities.

For organizations that failed to satisfy the well-capitalized and well-
managed criteria, the Board proposed to retain the existing dollar limit on individual

UAs at present, shares held as an investment pursuant to Subpart A
aso would be included in determining compliance with the applicable
aggregate limits.

LThe Board also proposed that a basket of stocks, specificaly
segregated by the banking organization as an offset to a position in a stock
index derivative product, as computed by the bank’s internal model, may be
netted as awhole against the stock index.

LICurrently, the use of internal models in computing net positionsin
stocks is subject to prior Board review and the limitation that no net long
position in a security shall be deemed to have been reduced through netting
by more than 75 percent.
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shares held in the trading account (i.e., $30 million), which would be calculated in
the same manner as at present. Asnoted, it is generaly the dollar limits that
currently constrain organizations in their ability to conduct these activities. Thisis
because, at present, only the largest banking organizations are engaged in these
activities. The Board noted, however, that in the future ardatively small
organization may seek to enter these lines of business and, for it, exposures of $30
or $60 million may be large relative to its capital. The Board therefore aso sought
comment on whether, in addition to dollar limits, limits based on percentage of
capital aso should be adopted for organizations that are not well-capitalized and
well-managed in order to address the relative exposure of such organizations to
these activities.

In addition, for organizations that are not well-capitalized and well-
managed, the Board also proposed an aggregate limit on shares held in the trading
account, including all dealing positions and investments held pursuant to Regulation
K authority, of 25 percent of the holding company’s capital for its subsidiaries and,
for subsidiaries of Edges and any foreign bank held directly by a member bank, the
lesser of 5 percent of the bank’stier 1 capital or 25 percent of the Edge'stier 1
capital. These limits were proposed on the basis that they would be half of those
applicable to organizations that were well-capitalized and well-managed.

The Board aso sought comment on whether, instead of imposing the
limits discussed above in relation to equity underwriting and dealing activities by
subsidiaries of well-capitalized and well-managed bank holding companies, it would
be appropriate to lift al limits on these activities for such entities except for the
limits on individual stocks held in the trading account discussed above (i.e., 10
percent of the holding company’stier 1 capital). The Board considered that, at a
minimum, this limit should be imposed on holding companies in order to assure
diversfication in individua stock holdings. Under this aternative, banking
organizations aso would be required to implement internal systems and controls
adequate to ensure proper risk management and that underwriting positions do not
result in violations of limits on investments in any one company.

Devel opments Since the ‘97 Proposal.

Since the time the Board issued the ‘97 Proposal for public comment,
the statutory and regulatory environment governing the equity dealing activities of
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U.S. banking organizations, as well as the market demand for such services, have
changed significantly. One significant change noted above was the enactment and
Implementation of GLB. Under GLB, FHCs may engage in unlimited equity dealing
activities. While the GLB Act did not make any revisions to the Edge Act, the
Board believes that it demongtrates a Congressiona intent that significant equity
dealing activities should be conducted through FHC powers, absent a competitive
need for U.S. banking organizations to engage in such activities through bank
subsidiaries.

A second important change since the ‘97 Proposal has been the
dramatic growth in the equity markets over the past few years. The growth in
demand in the U.S. market for equity securities since the early 1990s, growing
acceptance of equity investments by European investors since the establishment of
the Euro, and the global equity market volatility of the past several years have
combined with advancesin financia engineering to create significant customer
demand for equity derivative instruments. In particular, the wide variety of
sophisticated investment strategies employed by institutional investors and hedge
funds, as well as the increasing focus of financial ingtitutions on providing high net
worth private banking clients with sophisticated portfolio diversification, hedging,
and stock option monetization services, have trandated into increasing volumes of
equity derivatives at global banking organizations. For example, from December
31, 1996 to December 31, 2000, the notional vaue of equity derivatives held by
U.S. banking organizations has more than tripled to roughly $940 billion. In
meeting this demand, ingtitutions generally avoid taking significant net open equity
positions and hedge their customer equity derivative transactions either with other
equity derivatives or with physical securities.

Finally, although, as noted above, GLB did not expand the authority
of banks to acquire equity securities, the Office of the Comptroller of the Currency
(OCC) determined last year that severa national banks could take positionsin
equity securities solely to hedge bank permissible, customer-driven equity
derivative transactions, as an activity incidental to the business of banking. The
OCC imposed no quantitative limit on such equity positions, but rendered the
banks' authority to take such positions subject to the following constraints:

(@  The banks committed that they will use equities solely for hedging and
not for speculative purposes;
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(b)  The bankswill not take anticipatory or maintain residua positionsin
equities except as necessary to the orderly establishment or unwinding
of a hedging position;

(c)  Thebanks may not acquire equities for hedging purposes that
constitute more than 5 percent of a class of stock of any issuer; and

(d)  Banks must obtain OCC supervisory approva prior to engaging in
this activity in order to demonstrate that they have an appropriate risk
management process in place.

These developments, dong with all comments received on the ‘97
Proposal, have been taken into account by the Board in taking action on the fina
rule.

Final Rule on Equity Dedling Limits.

Equity Securities Acquired to Hedge Equity Derivatives.

Existing Regulation K and the ‘97 Proposal both proceed generally on
the basis that acquisition of shares of a company by a subsidiary of aU.S. bank
must be authorized by and conform to limits established for dealing in shares of a
single issuer and limits applicable to portfolio investments. In other words, both
presume that all such acquisitions of equity securities must conform to Regulation
K limits because, absent the authority of the Federal Reserve Act and Regulation K,
such acquisitions of shares of nonfinancial companies would be impermissible for
the bank and its subsidiaries. The OCC'’s recent determinations, however, render
the Regulation K limits largdly irrelevant for nationa banks with respect to their
equity derivatives business.

Regulation K, however, aso presently authorizes for both subsidiaries
of bank holding companies and subsidiaries of member banks abroad “commercia
and other banking activities’, which encompass al activities in which banks are
permitted to engage in the United States. 12 CFR 211.5(d)(1). Accordingly, the
Board takes this opportunity to clarify that the effect of the determination that
banks may take positions in equity securities solely to hedge bank permissible,
customer-driven equity derivative transactions as an activity incidental to the
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business of banking is to render this activity “commercia or other banking activity”
for purposes of Regulation K. The consequence of this change is that, as an
otherwise permissible banking activity, positions taken in equity securities for this
purpose may be excluded in determining compliance with the separate Regulation K
deding limits, so long as taking such positions continues to be bank permissible
and al congtraints placed upon the conduct of this activity in determining its
permissibility are observed, namely:

(@ theequities are used solely for hedging and not for speculative
pUrposes;

(b) no anticipatory or residua positions in equities will be acquired or
maintained, except as necessary to the orderly establishment or
unwinding of a hedging position;

(c) no equities may be acquired for hedging purposes that constitute more
than 5 percent of a class of stock of any issuer; and

(d) the banking organization has obtained approval from its primary
federa regulator prior to engaging in such hedging practices in order
to demonstrate that they have appropriate risk management processes
in place,

The Board is concerned, however, that the first two constraints
imposed by the OCC on the conduct of this activity (specifically, requiring the
equities to be used solely for hedging and not for speculative purposes, and limiting
residual positions to those necessary to the orderly establishment or unwinding of a
hedging position) are ambiguous and potentialy difficult to apply, particularly in
light of the generally integrated nature of equity derivatives business. Indeed, the
Board notes that it is usualy the case that, even where a bank seeks to fully hedge
equity derivatives with physical securities, residual positions will arise. It alsois not
unusual for tradersin this line of business to seek to maximize returns by taking a
view on price movements of the underlying security at the same time as putting in
place the hedges necessary to cover the unwanted portion of derivative exposures.
For this reason, the Board has concluded that, where after full netting and offset of
equity securities againgt derivatives any resdua positionsin asingle issuer remain,
the value of al such residual positions as caculated by the organization’s internal
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models must be included in determining the organization’s compliance with the
dealing limit, as discussed further below.

The Board notes that the effect of this clarification isto place the
constraints of the Regulation K deding limits on those activities involving the
acquisition of equity securities that are not bank permissible. Any subsequent
regulatory or legidative determination that acquiring equity securities to hedge bank
permissible equity derivativesis not a bank permissible activity would have the
effect of rendering al such positions subject again to the dealing limits.

Equity Dealing Limits.

Comments on the ‘97 Proposal generally supported the Board's
proposed expansion of the equity dealing limits for well-capitalized, well-managed
organizationst¥ As noted above, however, in light of the enactment of the GLB
Act expanding authority to engage in this activity, the Board no longer believesit is
appropriate to increase the equity dealing limits under Regulation K. Instead, the
Board considers that GLB authority should be the vehicle for any significant
increase in equity dealing authority for subsidiaries of bank holding companies and
of banks, unless concerns regarding the ability of U.S. banking organizations to
compete in the provision of financial services abroad otherwise support additional
liberalization under Regulation K. The Board is of the view that no such concerns

13 Some commenters argued that banking organizations should be
able to exceed individual and aggregate dealing limits, provided the amount in
excess of the limits was deducted from capital and, after deduction, the
organization remained well-capitalized. Other commenters were concerned
that the proposed limitstied to capital might actually result in a decrease in
dealing authority, and recommended higher limits. Another commenter noted
that the terms “shares’ and “equity” are both used in the ‘97 Proposal and
recommended using “shares’ to ensure that convertible debt and
participating loans are not included in the limits. In view of its conclusions
regarding the absence of justification for any significant expansion of dealing
authority under Regulation K, the Board reects these suggestions. The
Board does wish to clarify that convertible debt prior to conversion and
participating loans are not encompassed within the dealing limit.
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appear to be raised in relation to deding activities such as market-making and
proprietary trading.

To the contrary, with respect to market-making, a limit of $30-40
million per single issuer appears generally consistent with being able to make a
market in a stock, which is necessary to being competitive in foreign securities
markets. With respect to proprietary or speculative positions, the Board considers
that thisis not an area that should be the subject of liberalization under Regulation
K. Any banking organization that wishes to take larger speculative positions than
Regulation K alows can do so without limit in an FHC subsidiary or afinancia
subsidiary of the bank.

Accordingly, the Board does not consider that there is sufficient
justification at this time for any significant increase in the single issuer dedling limit.
However, the Board believes it would be appropriate to make a small incremental
increase in the equity dedling limit, raising it from $30 million to $40 million, in
recognition of the increased experience of organizations engaged in this activity and
the fact that the $30 million limit was adopted 10 years ago. This approach is
consistent with the Board’ s action in the past.

As noted above, all resdual positionsin equity securities of asingle
issuer resulting from bank-permissible equity derivatives business must be included
in calculating compliance with the $40 million limit. Additionally, while underwriting
commitments and shares held for up to 90 days in connection with an underwriting
would be excluded from these limits, positions unplaced after 90 days must be
moved to the dealing account and counted against the dealing limit.

Otherwise, the Board has determined that the existing dealing authority
should remain essentialy unchanged.¥ This would include the existing 25 percent
congtraint on the availability of derivative hedges as a means of reducing net long
positions in physical securities for purposes of compliance with the single issuer
limit. More specifically, under existing Regulation K, even if an organization has
full netting authority and its net long positions in physical securities of asingle

14/ As discussed further below, however, the Board has adopted the
expanded netting authority proposed in 1997 with afew minor changes.
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company are fully hedged by derivative instruments referenced to the same
security, $.25 of each $1 in net long physical securities nevertheless continues to
count toward the $30 million single issuer limit. Asat present, this additiona limit
or constraint will only apply to net long positions in physical securities after longs
and shorts are netted, and additional derivative hedges may reduce net long
positions in physical securities by up to 75 percent. The increasein dealing limit to
$40 million will result in an overal cap on net long positions in physical securities of
$160 million even where the positions are fully hedged. The Board has determined
that, going forward, this additiona constraint on dealing activity will only apply to
net long positionsin physical securities held under Regulation K dealing authority,
not to physical securities acquired in connection with bank permissible hedging
transactions.

Netting and Otherwise Determining Compliance with Dealing Limits.

The Board has determined that it should adopt one additional aspect
of the ‘97 Proposal asit would apply to equity securities activities, namely,
alowing netting based on internal models for purposes of determining compliance
with the single issuer dedling limit. Comments submitted were overwhemingly in
support of the use of internal models for this purpose.

Thus, consstent with the *97 Proposal, the equity dealing limit will
apply to net positions across legal vehicles held, directly or indirectly, by the
regulated entity to which the limit is applicable (that is, the bank holding company
or the bank subsidiary). Long equity positionsin a single stock may be netted
against short positions in the same stock and against derivatives referenced to the
same stock. Also consistent with the ‘97 Proposal, a basket of stocks, specifically
segregated by the banking organization as an offset to a position in a stock index
derivative product, as computed by the bank’ s internal model, may be netted as a
whole against the stock index. For purposes of the aggregate equity limits, al
physical and derivative long positions may be netted against physical and derivative
short positions. Organizations may use their internal models to calculate the vaue
of derivative positions used to offset exposures and net dealing positionsin
individual stocks, aswell as the value of total net equity holdings in the trading
account.

For those banking organizations that wish to rely on netting based on

28



their internal models for purposes of determining compliance with the dealing limits,
the valuations generated by those models based upon current market values of the
organization’s residua positionsin asingle issuer will count toward the single issuer
dealing limit. The Board considersit only appropriate that, if a banking
organization uses its internal models for purposes of netting and vauing residual
exposuresin its equity derivatives line of business, it must use current market
values (and not historical cost) for calculating compliance with the dealing limits
under Regulation K for al of its equities lines of business. The organization may
not “mix and match” the use of historical cost and mark-to-market valuations where
internal models are used for these purposes.

However, the Board notes that netting based on internal models is not
the mandatory method of compliance with the dealing limit. In this regard,
Regulation K deding limits presently encompass only net long positions in physical
securities, after netting long and short positions in the same security. Asis
presently the case, organizations not wishing to determine compliance with the
dealing limits by netting and offsetting positions in physica securities againgt
positions in derivatives referenced to the same security may continue to determine
compliance with the $40 million dedling limit solely by reference to the historica
cost of its net long physical positions.

Commenters requested clarification of one aspect of the ‘97 Proposal
regarding netting, namely, whether positions in a single stock would qualify for
netting so long as the hedge for the position is held directly or indirectly by the
entity to which the limit applies (i.e., somewhere within the investor chain, but not
necessarily in the same legal entity holding the related investment.) The Board
confirms that netting of positions on this basis will be permissible. This approach
reflects the market or economic risk of positions held by the entity on a
consolidated basis.

Finaly, the ‘97 Proposal would have alowed netting based on a
banking organization’'s internal models without prior Board approval. The Board
continues to believe that prior approval should not be required to engage in netting
through the use of internal models for this purpose. After further consideration,
however, the Board believes prior notice of an organization’s intention to use its
internal models for this purpose is appropriate so that the Board may object if it
considers the models inadequate for any reason. Banking organizations that have
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previoudy received approval under Regulation K to engage in netting through the
use of their internal models may continue to do so without additiona notice to the
Board.¥

Authority to Engage in Equity Underwriting and Dealing Activities

In the ‘97 Proposdl, the Board noted that its approval currently is
required to engage in underwriting and deding in equity securities pursuant to
Regulation K and sought comment on whether banking organizations that are well-
capitalized and well-managed should be alowed to engage in equity securities
activities at the proposed expanded levels without seeking prior Board approval. In
response to this request, commenters urged alowing U.S. banking organizations
meeting the well-capitalized, well-managed criteria to engage in the expanded
activities without Board approva, particularly if the organization already has
experience in such activities under Regulation Y or K.

As discussed above, the Board has adopted the ‘97 Proposal with
regard to expanded equity underwriting authority for organizations that are well-
capitalized and well-managed, but has only increased the equity dealing authority
from $30 to $40 million. The latter increase in authority will be available to dl
organizations regardless of whether they meet the well-capitalized, well-managed
criteria. The Board has concluded that, in view of the significant liberalization in
underwriting authority under Regulation K, al organizations that wish to engagein
the expanded underwriting activities must first provide 30 days prior notice to the
Board. With regard to the increased dealing authority, all organizations that wish to
engage in dedling activities under the $40 million limit aso must provide 30 days
prior notice to the Board, unless the organization already has received the Board's
consent to engage in dealing activities under the $30 million limit. Organizations
presently engaging in dedling activities under the $30 million limit may avail

YIn response to comments, the Board notes that organizations would
not be required to create a new model separate from existing internal models
used for purposes of market risk assessment in order to engage in netting
under Regulation K. Indeed, the Board would expect that organizations
would use for this purpose the same internal models otherwise currently
employed for purposes of risk management.



themselves of the additiona $10 million in dealing authority without prior notice to
the Board.

Venture Capital Activitiesthrough Portfolio | nvestments

Current Restrictions

Regulation K currently allows U.S. banking organizations to make
portfolio investments, that is, limited, noncontrolling investments in foreign
commercial and industrial companies. This authority was adopted to enhance the
competitiveness of U.S. banking organizations by increasing the range of financial
services they may provide abroad. Many foreign financial institutions, including
foreign banks, engage in venture capita activities, at times in connection with the
provision of other financial servicesto the company.

‘97 Proposal

The Board proposed in the ‘97 Proposal that existing dollar limits on
portfolio investments made by well-capitalized, well-managed bank holding
companies under the Board' s genera consent authority would be replaced by limits
tied solely to a percentage of the holding company’stier 1 capital. More
specifically, such bank holding companies (and their nonbanking subsidiaries)
would be permitted to invest up to 2 percent of the holding company’stier 1 capital
in any individua investment and would be subject to an aggregate limit of 25
percent of the holding company’stier 1 capita for al such investments. In
determining compliance with the individual limit, shares in such companies held in
the trading account by the investor and its affiliates under Regulation K would be
included.

For al other investors (i.e., Edge corporations, foreign bank
subsidiaries of member banks, and bank holding companies that are adequately
capitalized but fail to meet the well-capitalized and well-managed standards), the
Board proposed retaining limits of $25 million on investmentsin any one
organization under genera consent authority, athough larger investments would
continue to be eligible for prior notice or specific approval treatment on a
case-by-case basis. An aggregate limit on such investments would be imposed.
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For bank holding company investors, that limit would be 25 percent of tier 1
capital, and for Edge or foreign bank investors, it would be the lesser of 5 percent
of the parent bank’stier 1 capital or 25 percent of the Edge’ stier 1 capital.

With respect to the limit on voting shares in the target company, the
Board proposed that investors would be permitted to make noncontrolling
Investments in up to 24.9 percent of a company’s voting shares. These
investments would only be permissible if, as at present, the investor does not
control the company in which the investment is made. Accordingly, the Board
noted an investor may not: (i) control a majority of the board of directors or have
disproportionate representation on the board; (ii) have a management contract with
the company or exercise veto power over its actions; or (iii) use any other means to
control the operations of the company.

The Board requested comment on all of the foregoing revisionsto the
portfolio investment authority. It specificaly requested comment on the relative
risk of portfolio investments and whether there is a competitive need for foreign
subsidiaries of banks also to have expanded authority in relation to such
Investments.

Fina Rule on Portfolio Investment Authority

Comments submitted on this aspect of the Board's ‘97 Proposal
strongly supported the liberalization proposed in relation to limits applicable to
portfolio investments made by bank holding companies, aswell asin relation to the
proposed increase in permissible individua investments up to 24.9 percent of
voting shares. Certain of the comments argued that the proposed liberalization for
bank holding companies also should be extended to bank subsidiaries, and various
clarifications were requested on the interaction between the proposed changes and
the existing rule. Clarification of these mattersis provided below.

As discussed above, however, the mgjor development in this area
since the Board issued the * 97 Proposal was enactment of the GLB Act, which
authorizes FHCs to make merchant banking investments without regard to dollar
limits or geographic restrictions. The Board notes that expanded merchant banking
authority under GLB isonly available to holding company subsidiaries; such
authority may not be exercised in the bank chain.
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The Board has therefore reconsidered the ‘97 Proposal in the light of
passage of GLB and has determined not to adopt the proposal to increase the
genera consent limit and the permissible percentage of shares for portfolio
investments. The Board considers that the GLB Act established the framework for
engaging in merchant banking activities generaly, and Regulation K should not
establish an dternative framework for expansion of this activity absent a compelling
competitive need. The Board does not believe that any such compelling
competitive need has been demonstrated. Bank holding companies wishing to
engage in merchant banking activities other than under the existing constraints of
Regulation K should seek FHC status.

Investment Limits

A number of additional comments were submitted that are also
relevant to the operation of existing provisions of Regulation K in relation to
portfolio investments. In particular, certain commenters suggested that investors
should be permitted to make portfolio investment under Regulation K in excess of
the $25 million genera consent limit, so long as the amount in excess were
deducted from capital. Other commenters suggested that organizations should be
permitted to use netting for purposes of calculating compliance with portfolio
investment limits. The Board considers that neither of these changes would be
appropriate in view of the nature of portfolio investments and the availability of
other authority for making such investments.

A few commenters aso requested clarification regarding whether the
calculation of limits on portfolio investments will continue to be on an historical
cost basis. One expressed the concern that an increase in the aggregate portfolio
limit would be necessary if these investments would be valued at current market
value, not historical cost. The Board considers that limits on portfolio investments
should be calculated consistent with their treatment for capital purposes. More
specificaly, the amount of the investment subject to the Regulation K limit will
equal the carrying vaue of the investment, or the value of the investment on the
balance shest, reduced by any unrealized gains on the investment that are reflected
in the carrying value but are excluded from the organizations stier 1 capital.

Commenters also opposed combining portfolio investments with
dealing positions, either for purposes of a single company limit or aggregate limit,
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noting that these activities have important differences and are managed through
separate lines of business. They argued that portfolio investments generaly are
made with longer time horizons and tend to involve privately held companies,
whereas dealing positions generally are taken for short periods of time and involve
public companies. The Board considers these points to be well-founded. In view
of these comments and the Board' s determination not to adopt any significant
liberdization either in relation to portfolio investments or dealing authority, the
Board believesit is appropriate to amend the single company limits for purposes of
portfolio investments and for equity dealing such that the limits will apply to each
activity separately. However, the Board notes that dl equity sharesheld in asingle
company, including those held in connection with dealing activity (but excluding
underwriting commitments and shares held for up to 90 days pursuant to an
underwriting), must be combined for purposes of determining compliance with the
control limitations of: (i) section 4(c)(6) of the BHC Act (with respect to U.S.
companies); and (ii) the voting and total equity limits for portfolio investments
under Regulation K (with respect to foreign companies).

Additionaly, the Board is retaining an overal aggregate equity limit that
will apply to al shares held under Regulation K portfolio investment and dealing
authority, for the reasons discussed in the section below entitled “ Aggregate Equity
Limits for Dedling and Portfolio Investments.”

Finally, commenters recommended that the Board specifically
grandfather any investments that might be rendered impermissible by revison to
Regulation K, or include a phase-in period for divestiture of such investments. The
Board notes that, in view of the fact that it is not diminishing in any way existing
authority in relation to these investments, no issues relating to the need for
grandfathering arise.

Percentage of Permissible Voting Shares

Commenters expressed support for the ‘97 Proposal which would
have increased the percentage of voting shares permissible for portfolio
investments from 19.9 percent to 24.9 percent. A few commenters recommended
higher levels of permissible voting shares, as well asincreasing the 40 percent
nonvoting equity limit, arguing that such increases would better enable U.S. banking
organizations to compete with foreign financia institutions.
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As noted above, FHCs may now make investments in nonfinancial
companies under merchant banking authority without limitation as to the percentage
of voting or nonvoting shares held and without restriction geographicaly.
Consequently, the Board believesit is no longer appropriate to ater in any way the
existing Regulation K limits on voting and nonvoting shares of portfolio investment
companies. U.S. banking organizations wishing to invest in nonfinancial companies
outside the United States beyond the existing limits of Regulation K should do so
through obtaining FHC status. 1n these circumstances, the existing Regulation K
voting and nonvoting equity limits on qualifying portfolio investments do not
appear to affect the ability of U.S. banking organizations to compete abroad.

As noted above, portfolio investments are only permissible within
these limitsif the investor otherwise also does not control the company in which the
investment is made. In thisregard, several commenters urged the Board to clarify
that restrictive and negative covenants, such as are commonly found in senior debt,
aso are permissible in connection with portfolio investments on the basis that they
would not give the investor control over the company. The Board believes that
such covenants may be permissible so long as their purpose is to protect the
minority rights of the investor. However, such covenants may not be used as a
means to obtain control over a portfolio investment by preventing the company
from making normal business decisions. For example, the Board considers that it
would be inconsistent with the mandatory noncontrolling nature of portfolio
Investments for investors to have the right to veto a company’ s choices for senior
management positions. Should questions of this nature arise in connection with a
proposed portfolio investment, banking organizations should seek the views of
Board staff as to whether the proposed investment would qualify as a portfolio
Investment.

In this regard, commenters suggested that the Board should adopt for
Regulation K a process smilar to that adopted in Regulation Y in relation to
advisory opinions regarding the scope of financial activities. The Board has
adopted this suggestion and will seek to respond to requests for advisory opinions
under Regulation K within 45 days of receipt of a complete written request, unless
the request raises significant policy issues.

Finally, another commenter sought clarification as to whether the
proportionality test for directors should be measured against the investor’ s voting
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interest or economic interest, favoring the latter measure. The Board believes that
an investor in a portfolio investment should have representation on the board
proportionate to its voting interest, and not economic interest, in the company.
More specifically, in view of the restriction on voting shares held to 19.9 percent,
the Board would expect that an investor would have no more than one director for
every five seats on the board. In addition, an investor may not have a
disproportionate participation on a board’ s executive committee.

“Incidental” Activitiesin the United States

‘97 Proposal

In the “97 Proposal, the Board proposed one additional change related
to portfolio investments, primarily to provide some relief to U.S. banking
organizations with regard to the U.S. activities of their foreign portfolio
investments. Asaresult of limitations in the Federa Reserve Act and the BHC
Act, U.S. banking organizations are prohibited from investing in more than 5
percent of the voting shares of foreign companies that engage in impermissible
activities in the United States other than those activities that are an incident to their
international or foreign business.l® The Board previoudy has taken the view that
such permissible incidental activities in the United States are limited to those
activities that the Board has determined are permissible for Edge corporations to
conduct in the United States1”

However, as discussed above, companies in which portfolio
Investments are made generally are engaged in industrial or commercid activities,
which are not permissible activities for Edge corporations. Consequently, under
Regulation K at present, if a portfolio investment company decides to engagein

18/ |n particular, the Federal Reserve Act prohibits investmentsin
companies engaging in “the genera business of buying or selling goods,
wares, merchandise or commodities in the United States.” 12 U.S.C. 615.
Section 4(c)(13) investments under the BHC Act are limited only by a
requirement that the company do “no business in the United States except as
incident to its international or foreign business.”

1/ See 12 CFR 211.4(e).
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activitiesin the United States, the U.S. banking organization is forced to sdll its
interest in the portfolio investment, even if market considerations are incons stent
with sdlling the shares at that time. This divestiture would be required despite the
fact that the U.S. banking organization, by reason of the mandatory noncontrolling
nature of portfolio investments, is unlikely to be in a position to influence the
decision to enter the U.S. market. In the ‘97 Proposal, the Board expressed the
concern that, with the increasing globalization of economies around the world, this
Situation may become more common in the future.

In order to address these changes in circumstances and in view of the
minority nature of portfolio investments, the Board proposed that, consistent with
the Federal Reserve Act and the BHC Act, investors may retain portfolio
Investment companies that derive no more than 10 percent of their total revenue
from activities in the United States that are not permissible for Edge corporations to
conduct in the United States.

In proposing this change, the Board noted the nature of portfolio
investments. In particular, most portfolio investments are venture capital
Investments that are not intended to be permanent holdings of the banking
organization and instead are intended to be sold after a period of time. In addition,
the preponderance of the value of portfolio investmentsis derived from their
foreign business.

The Board invited comment on this proposed change. It also sought
comment on what might be regarded as an appropriate period for divestiture of
non-conforming investments, as well as on whether atime limit should be placed on
the period for holding these types of investmentsin view of their supposedly
medium-term nature.

Fina Action

Commenters strongly endorsed the Board' s proposed change in
interpretation of U.S. activities considered “incidental” to internationa or foreign
activities for this purpose, although some comments recommended that Regulation
K should allow portfolio companies to derive alarger percentage of their total
revenues (e.q., 20 or 25 percent) from activitiesin the United States. Some
commenters recommended that the Board employ a percentage of total tangible
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assets test either in lieu of or as an alternative to the revenues test, suggesting that
tangible assets are a more stable indicator of the extent of a company’s businessin
the United States and are easier to measure.

The Board adopts the change as set forth in the ‘97 Proposal. Thus,
for purposes of determining whether a portfolio investment may continue to be held
or must be divested, portfolio investment companies that derive no more than 10
percent of their total revenue in the United States may be considered to be engaged
only in business that is an incident to their internationa or foreign business and
therefore may continue to be held under portfolio investment authority. The Board
continues to believe that the 10 percent revenue limit is appropriate to address
globalization concerns and is consistent with the provisions of the Federal Reserve
Act and the BHC Act. The Board further considers that the revenue test is a better
indicator of the level of U.S. activity, rather than the amount of tangible assetsin the
United States which may be more susceptible to manipulation.

A few commenters requested clarification of the operation of this limit.
In response to these requests, the Board notes that revenue derived from activities
in the United States in its view would include al revenue derived from activities
performed in U.S. offices, but not business that may originate from the United
States but is performed offshore. It is, of course, also the case that this revenue
test would only be applied to U.S. activities of portfolio investments that are not
otherwise permissible for Edge corporations to conduct in the United States.

In response to the Board' s request for comment on an appropriate
divestiture period for investments that exceed the 10 percent revenue limit, a
number of suggestions were made, including allowing U.S. revenues of up to 40
percent for up to five years. Other commenters variously suggested that the Board
should adopt existing debts previoudly contracted (“DPC”) time periods for
divestiture; allow some other specified period to divest (e.g., a Six month period,
with an opportunity for extensions of up to atotal of two years); or establish
divestiture deadlines on a case-by-case basis. The Board is retaining the current
Regulation K requirement of a*“prompt” divestiture of all nonqualifying portfolio
investments, which alows for a case-by-case determination as to the appropriate
period of time within which an impermissible investment must be divested.

Aggregate Equity Limitsfor Dealing and Portfolio I nvestments



In the ‘97 Proposdl, in view of the significant liberalization in authority
proposed for bank holding companies in relation to portfolio investments, an
aggregate limit on al portfolio investments was proposed. The Board also
proposed an additional aggregate equity limit that would apply to al shares held as
portfolio investments and in connection with dealing activities. The proposed
aggregate limit for al such investments for banking organizations meeting the well-
capitalized and well-managed tests was:

BHC Subsidiaries: 50 percent of tier 1 capitd.

Bank Subsidiaries: The lesser of 10 percent of tier 1 capital of the bank, or
50 percent of the bank subsidiary’stier 1 capital.

Underwriting commitments and shares acquired pursuant to an underwriting
commitment and held for less than 90 days were excluded from the proposed

aggregate equity limit.1&

Commenters opposed the aggregation of shares held as portfolio
investments with those held in connection with dealing activity in determining
compliance with this limit, again arguing that these are two separate lines of
business that should not be aggregated. Commenters also opposed the proposed
reduction in the combined aggregate limit for Edge corporation investors, from the
current 100 percent of tier 1 capital to 50 percent of tier 1 capital, notwithstanding
the ability to net dealing positions and the exclusion of underwriting commitments
and shares held for up to 90 days pursuant to an underwriting.

In view of the fact that the Board has determined that it will not adopt
the liberalization proposed in relation to portfolio investments, it has aso decided

1% The Board also proposed aggregate limits for investors that do not
meet the well-capitalized and well-managed standards of half that applicable
to well-capitalized and well-managed organizations (i.e., 25 percent of tier 1
capital for bank holding company subsidiaries, and, for bank subsidiaries,
the lesser of 5 percent of the parent bank’stier 1 capital or 25 percent of the
bank subsidiary’stier 1 capital.
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not to adopt the separate limit on total portfolio investments for any given banking
organization. In the absence of expanded authority in this area, no need arises for
such alimit.

However, consistent with the provisions of current Regulation K, the
Board continues to believe that an aggregate equity limit is necessary with respect
to al shares held under Regulation K (whether held under portfolio investment
authority or in connection with dealing activity) in companies engaged in activities
that would be impermissible for a subsidiary or ajoint venture under Regulation K.
Accordingly, the Board generaly is adopting the aggregate limits on equity
securities held under Regulation K previoudy proposed. Consistent with the ‘97
Proposal, underwriting commitments and shares held pursuant to an underwriting
commitment for up to 90 days would be excluded from the aggregate equity limit.

However, in light of comments received, the Board is not adopting the
proposed reduction in the aggregate limit for investors that are subsidiaries of a
member bank. Nevertheless, the Board continues to believe it isimportant to tie the
aggregate limit for bank subsidiaries to the capita levels of both the member bank
and the bank subsidiary investor. Accordingly, the aggregate equity limit for
subsidiaries of banks will be the lesser of 20 percent of the tier 1 capita of the
member bank or 100 percent of the tier 1 capital of the bank subsidiary.1¥

Commenters aso requested clarification on whether the aggregate
equity limitsinclude: (i) only equity securities held by the investor and its
downstream subsidiaries or securities held by all its affiliates; and (ii) only shares
held under the authority of Regulation K . The Board notes that, with respect to a
particular investor, these limits will include al equity securities held by the investor
and its downstream subsidiaries under Regulation K authority, whether arising in

1 An additiona comment recommended that the aggregate equity limit
should be expressed as a percentage of assets, rather than as a percentage
of tier 1 capital. The Board bdlieves that tying the equity limit to tier 1 capita
IS amore appropriate restriction on the level of aggregate equity activities
under Regulation K and therefore is not adopting this recommendation.,



connection with portfolio investments or deding activity.2 Thus, the aggregate
equity limit will not include investmentsin joint ventures or subsidiaries under
Regulation K, or merchant banking or any other investments made under authority
other than Regulation K.

One commenter recommended that the Board permit aggregate dealing
positions to be calculated on a quarterly average and suggested a “ preclearance”
program for additiona authority beyond the regulatory limits. The Board considers
that determining compliance with these limits on the basis of a quarterly average
would be ingppropriate and potentially be subject to considerable manipulation. As
noted above, should an organization wish to engage in equity securities activities
without limit it should do so under FHC status subject to the FHC qualifying
criteria. For these reasons, the Board declines to adopt these proposals.

I nsurance Activities

Reinsurance Proposal

Section 211.5(d)(16) of Regulation K presently authorizes bank
holding companies to own foreign companies that underwrite and reinsure life,
annuity, pension-fund related, and other types of insurance, where the associated
risks have been previoudy determined by the Board to be actuarialy predictable.
Prompted by the Board' s consideration in 1997 of a bank holding company’s
request, the Board requested comment on whether the reinsurance (viaa
retrocession agreement with an unaffiliated offshore reinsurer) by aforeign
subsidiary of U.S. bank holding company of al or a portion of the risk of policies
or annuities sold in the United States by U.S. affiliates of the bank holding
company or unrelated parties could be considered to fall within this authority. It
queried whether the fact that the risk to be reinsured isin the United States could
cause the activity to be considered located in the United States, particularly given
the potentialy significant involvement of the bank holding company’s U.S.

20 The Board also notes that application of the dealing limit on shares
held in asingle issuer will also proceed on this same basis, except that shares
held as a portfolio investment will not be included in determining compliance
with the single company dealing limit as discussed above.
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affiliates.

Several insurance trade associations opposed any expansion of
authority in thisarea. They argued that the reinsurance activity necessarily would
be domestic because of its complete dependence on U.S. insurance sales. In
addition, they suggested the reinsurance activity would expose U.S. banks to
unnecessary risk and conflicts of interests, be contrary to Board precedent, transfer
regulatory scrutiny of domestically-originated risks from the state regulators to less
rigorous and untested international regimes, and set the stage for U.S. banking
organizations to underwrite and reinsure al types of insurance through foreign
subsidiaries. Ultimately, they argued, any liberdization in this area should come
from Congress, not the Board.

Severa U.S. banking trade associations and banking organizations
expressed support for expanded authority as described in the ‘97 Proposal. They
emphasized that the proposal would only modestly extend an activity (i.e.,
underwriting and reinsuring life insurance abroad) long regarded as permissible by
the Board. In addition, they maintained that the permissible U.S. insurance sales
would be only an incidental, and not a primary, feature of an activity — reinsurance
— having an essentialy foreign character. They noted that many activities in which
U.S. banking organizations are permitted to engage abroad are related to their U.S.
activities (e.q., securities activities) and asserted that the relation in this instance
between the reinsurance activity and the U.S. insurance sales smilarly should not
result in regjection of the proposed activity. These commenters also argued that the
proposal would further the Edge Act’s stated purpose of enhancing U.S. banking
organizations' competitiveness abroad.

As noted above, the GLB Act was enacted subsequent to the issuance
of the Board's reinsurance proposal. The GLB Act alows FHCs to conduct
Insurance activities on a worldwide basis and demonstrates a Congressional
preference for conducting such activities through subsidiaries of FHCs. The Board
does not believe, and the comments on the Board’ s proposal have not shown, that
competitive concerns require U.S. banking organizations to proceed under
Regulation K in the conduct of this activity rather than GLB authority.

Accordingly, the Board declines to adopt the reinsurance proposal. As at present,
however, a banking organization may seek the Board' s specific consent to engage
in insurance activities more expansive than those expressly authorized under the
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regulation.

Other Comments

Supporters of the Board’ s reinsurance proposal urged the Board to
liberalize Regulation K’ s insurance provisions further in several respects. First,
they recommended that the Board eliminate the requirement that U.S. banks obtain
Board approval before engaging in insurance activity through foreign subsidiaries,
asserting that banking organizations should be given maximum flexibility to
determine how to structure these activities. One commenter suggested that the
Board replace the proposed prior approval requirement with a 30-day prior notice
requirement. On balance, the Board believes it is appropriate to continue to require
prior Board approval for such activities. Further, absent demonstration of a
compelling need for competitive reasons, the Board expects insurance underwriting
(other than credit life insurance and credit accident and health insurance) to be
conducted through subsidiaries of the holding company, or otherwise under the
expanded authority provided in GLB.

The commenters also argued that U.S. banking organizations should
not be required to deconsolidate and deduct investments in foreign insurance
companies from the holding company’ s capital for capital adequacy purposes,
arguing that such arequirement is inappropriate and disproportionate to the risks
involved. The Board disagrees and declines to eliminate this requirement. The
consolidation of insurance activities may result in overstated capital ratios because
the risk-based capital adequacy framework does not take into account traditional
insurance risks. Although FHCs currently may consolidate their insurance
companies for purposes of their capital ratios, for supervisory purposes their
capital ratios also are analyzed after deconsolidation and deduction of such
companies. Retaining the deconsolidation and deduction requirement in Regulation
K aso would be consistent with proposed revisions to the Basal Capital Accord.

In addition, the commenters urged the Board to expand the types of
insurance foreign subsidiaries of bank holding companies may underwrite and
reinsure, to encompass al credit-related insurance (including insurance incidental to
leasing activities or mortgage transactions, and motor vehicle comprehensive
Insurance in connection with car loans). In the Board' s view, in light of passage of
GLB, there should be no general expansion of permissible types of insurance
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underwriting under Regulation K. As at present, however, application may be made
on a case-by-case basis for the Board' s approval to engage in additional types of
Insurance activities usua in connection with the business of banking abroad.

Debt/Equity Swaps

Regulation K currently permits banking organizations to swap certain
developing country debt for equity interests in companies of any type. Established
in 1987 to assist banking organizations in managing large amounts of
nonperforming, illiquid sovereign debt, these foreign investment provisions are
more libera than Regulation K’s other investment provisions. Under certain
conditions set out in Regulation K, investors may invest under general consent
authority up to one percent of their tier 1 capital in up to 40 percent of the shares,
including voting shares, of private sector companiesin eligible countries. Such an
investment must be held through the bank holding company, unless the Board
specificaly permitsit to be held through the bank or a bank subsidiary. Eligible
countries are defined as those that have rescheduled their debt since 1980, or any
country the Board deems to be eligible.

Since the debt/equity swap provisions were introduced, a well
devel oped secondary market in developing country debt has emerged. The vast
bulk of developing country problem debt has been repackaged in the form of long-
term Brady bonds, mostly denominated in U.S. dollars and fully collateralized as to
principa by U.S. government bonds. Many banking organizations actively trade
these instruments in the secondary market.

Due to the development of the secondary markets for emerging market
debt, U.S. banks now have the same options with regard to many of these assets as
they have with other bank assets -- namely, they can hold the asset with aview
toward collecting at maturity or sell the asset for cash to invest in other bank digible
assets. Indeed, the sovereign debt of most of the historically “digible countries’ is
no longer illiquid, and those digible countries that account for the vast share of
rescheduled debt have largely regularized their relations with commercia banks.

In light of these changed circumstances and to redirect this special
authority to the asset quality problem it was originaly intended to help resolve, in
the * 97 Proposal the Board proposed to redefine the term “ eligible country.”



Under the proposed definition, only countries with currently impaired sovereign
debt (i.e., debt for which an allocated transfer risk reserve would be required under
the Internationa Lending Supervision Act and for which there is no liquid market)
would be digible for investments through debt/equity swaps under Regulation K.
Existing holdings of such investments would be grandfathered, subject to the
existing divestiture periods applicable to such investments (i.e., generally, 10 years
from the date of acquisition).

The Board solicited comment on these proposed changes. It also
sought comment on whether, aternatively, the debt/equity swap authority should be
eliminated as obsolete.

Several commenters supported the proposed changes. Only one
comment opposed the change to the definition of an “eligible country”. Another
commenter urged the Board to extend the general consent authority for debt/equity
swaps to such investments made by banks and bank subsidiaries. The Board
continues to believe the additiona authority granted under the debt/equity swap
provisions should be limited to countries with currently impaired debt, in light of
the devel opments described above and, accordingly, adopts the proposed change
to the definition of an “eligible country.” The Board also considers that generd
consent authority for engaging in debt/equity swaps under the bank continues to be
inappropriate. Asat present, a bank or bank subsidiary may seek authority from
the Board to hold such an investment on a case-by-case basis.

Streamlining Application Procedures

Generd Consent Limits

The Board noted in the ‘97 Proposal that, although existing Regulation
K procedures have proved effective in maintaining the safety and soundness of
U.S. banks' international operations, they have become increasingly complex over
the years. For example, under prior notice procedures, the Board has reviewed all
foreign investments made by banking organizations above a de minimis leve as a
principal mechanism for overseeing the safety and soundness of the investing
organization. In view of the shift in emphasis to supervision based upon risk
management capabilities, the Board believes that prior review of relatively small
investments is no longer useful as afundamental supervisory tool, especialy where
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the investor is well-capitalized and well-managed. Accordingly, the Board
proposed that only significant investments, as determined solely on the basis of the
Investor’s capital, would be subject to prior review by the Board, provided that the
investors are well-capitalized and well-managed.2Y The proposed changes to the
general consent procedures attempt to balance safety and soundness
considerations with the objective of enhancing the ability of U.S. banking
organizations to compete with foreign banks overseas.

Limits on Investments in One Company

Historically, al general consent investments under Regulation K were
subject to absolute dollar limits. Currently, the general consent limit for most
investmentsis $25 million. However, as aresult of amendments to Regulation K
implemented in December 1995, certain investments by strongly capitalized and
well-managed banks are subject to Board review only to the extent they exceed a
percentage of the investor’s capital.

In the ‘97 Proposal, the Board proposed expanding upon this
approach by diminating the absolute dollar limits on foreign investments
permissible under general consent authority for well-capitalized and well-managed
investors (with the exception of those applicable to portfolio investments made
under the bank). Under the proposal, genera consent limits for all investors (bank
holding companies, banks, and Edge corporations) would be based solely on a
percentage of their tier 1 capital .22

The limits on individua investments made under genera consent
authority would vary according to the investor (bank holding company, bank, or

2UThe proposed definitions of well-managed and well-capitalized for
these purposes are discussed infra under the heading “Well-capitdized/Wdll-
managed Standards.”

22/ Under the proposal, if the Edge corporation were making the
Investment, then the Edge corporation, the member bank, and the bank
holding company would be required to meet the well-capitalized and well-
managed tests. If the member bank were making the investment, then the
bank and the bank holding company would be required to meet the tests.



Edge corporation) and the type of entity in which the investment is made. For well-
capitalized and well-managed investors, the Board proposed the following
percentage limits.

General consent limits on investment in a subsidiary

Bank holding company: 10 percent of tier 1 capital of the bank holding company.
Bank: 2 percent of tier 1 capital of the bank.

Bank subsidiaries: the lesser of 2 percent of tier 1 capital of the bank or 10
percent of tier 1 capital of the bank subsidiary.

Genera consent limits on investment in a joint venture

Bank holding company: 5 percent of tier 1 capita of the bank holding company.
Bank: 1 percent of tier 1 capital of the bank.

Bank subsidiaries: the lesser of 1 percent of tier 1 capital of the bank or 5
percent of tier 1 capital of the bank subsidiary.

These limits were proposed on the basis that they reflected the risk
involved in the type of investment. A higher percentage of capital would be
permitted in the case of an investment in a subsidiary as opposed to an investment
in ajoint venture because the latter is considered to carry a greater risk of loss.
Thus, with joint ventures, investors acquire less than full control, and the record on
such investments has shown that they experience a higher rate of loss. Asaresault,
most U.S. banks do not now make sizeable joint venture investments. In light of
these considerations, the Board believed that lower genera consent limits may be
appropriate for joint venture investments,

For investors that fail to meet the well-capitalized or well-managed
standards, the Board proposed the following limits. Individual investments under
generd consent authority would be limited to the lesser of $25 million or 5 percent
of tier 1 capital in the case of an investor that is a bank holding company, and the
lesser of $25 million or 1 percent of tier 1 capita if the investor is a member bank.
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Limits on individual investments for an Edge corporation would be $25 million or
the lesser of 1 percent of the parent bank’s tier 1 capital or 5 percent of the Edge’s
tier 1 capital. The Board aso proposed, however, that authority would be
delegated to the Director of Banking Supervision and Regulation to approve higher
investment limits on a case-by-case basis or as part of an investment program as
described further below.

The Board sought comment on these proposed limits, noting that
these limits would only cover investments made under general consent authority;
larger investments may continue to be made with 30 days prior notice. Noting that
an argument could be made that, in cases involving investments by an Edge
corporation, the well-capitalized and well-managed tests should be based on a
review of the parent bank, not the Edge corporation, the Board aso sought
comment on the Board' s proposal to impose limits tied to the condition of the
Edge.

Commenters expressed general support for the Board' s percentage-
of-capital limits approach and proposal to reserve the greatest liberalization to well-
capitalized and well-managed investors. Severa, however, objected to the
proposed genera consent limits for bank subsidiaries, arguing that they will have
the effect of reducing the general consent investment authority of some investors.
Comments advanced a number of rationales for either retaining the existing limits, at
least for well-capitalized and well-managed bank subsidiaries, or for increasing the
proposed limits.

The Board believes the proposed general consent limits for
investments by bank subsidiaries are sufficient. The Board therefore is adopting
the limits as proposed. Should investors desire increased general consent
authority, they may increase capital levels at the bank and/or bank subsidiary leve,
aswarranted. Additionaly, as noted above, an investment in excess of the generd
consent limits may still be made following prior notice procedures or with the
specific consent of the Board. In any event, the Board notes that, in most
instances, the binding constraint is the member bank’s capital.

Two commenters, however, noted that the proposed general consent

limits might be especiadly constraining for organizations whose Edge corporations
are minimally capitalized. They recommended that the Board alow awdll-
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capitalized, well-managed parent bank to make de minimis general consent
Investments through its Edge corporation, even if that investment would be greater
than otherwise would be alowed under the limits applicable to the Edge. The
Board disagrees and continues to be of the view that it is important to retain the
well-capitalized and well-managed tests for the Edge corporation itself as one of the
bases for determining limits applicable to genera consent investments. This
approach will help to ensure the safety and soundness of Edge corporations in their
own right and is consistent with the statutory (and supervisory) rationale underlying
Edge corporations. As discussed above, Congress limited the amount of capital
that banks could invest in Edge corporations, which in turn could invest in activities
otherwise prohibited to banks that were perceived to be higher risk. Congress also
subjected Edge corporations to regulation and examination by the Federal Reserve.
For these reasons, the Board considers that Edge corporations should themselves
be operating satisfactorily and not be a source of potential weaknessto its parent
bank. The Board therefore is adopting in fina the proposed general consent limits
that are tied to the condition of the Edge.

In response to the Board' s request for comment on the imposition of
different generd consent limits on investments in subsidiaries and joint ventures,
two commenters maintained that imposing different limits on these investmentsis
unjustified, arguing that the activities present smilar risks. The Board disagrees and
continues to be of the view stated in the ‘97 Proposal that investmentsin joint
ventures involve greater risks than investments in subsidiaries. Consequently, the
Board adopts the limits on investments in subsidiaries and joint ventures as
proposed.

Two commenters noted the lack of a general consent mechanism for
incremental investments in a subsidiary or joint venture once the individual
company investment limit is reached. They recommended the inclusion of such a
provision to allow investors to make additional small investments quickly, without
encumbering both the investor and the Board with a case-by-case regulatory
review. They further suggested that such investments be excluded from the 12-
month rolling aggregate genera consent limits. The Board does not believe that
these changes should be made to the proposal. As noted above, an investor may
increase its investment limit by increasing its capital. Moreover, an investor that has
reached its individua company investment limit may apply to the Director of the
Division of Banking Supervision and Regulation for appropriate relief or may
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submit along-range investment plan for preclearance, as discussed further below.
Accordingly, the Board is retaining the requirement that investments beyond those
permissible under general consent authority must be made under the prior notice
procedures unless relief is otherwise granted.

One commenter proposed alowing investors to carry forward and
accumulate for five years unused investments of cash dividends, asis presently
authorized under Regulation K. The Board believes that this provision is no longer
necessary in light of the expansion of the general consent limits and the ability of
Investors to seek waivers or obtain preclearance of an investment program.

Another commenter noted that the Board' s proposal would render
investments in genera partnerships and unlimited liability companies in amounts of
less than $25 million indligible for the general consent provisions and recommended
that the Board preserve the general consent status quo for such investments by
well-capitaized, well-managed banking ingtitutions. The fina rule adopts this
recommendation.

Commenters aso urged the Board to clarify that investments in single-
purpose subsidiaries formed solely for the purpose of facilitating a specific
financing transaction (e.g., special purpose corporations formed by Edge
corporations engaged in specific leasing transactions with a single customer) would
not be subject to the individua or aggregate general consent limits. The Board will
continue to exclude such investments from the application or prior notice
procedures provided the investment serves solely to finance aleasing transaction.

Agaregate Limits

The limits on general consent investments in any one company are
intended to address the fact that individual foreign investments above a certain size
may be a source of potential concern, and therefore prior review of such
Investments should be required. 1n addition, the Board is also concerned with any
rapid increase in an organization’ s foreign investments overall, made without prior
review. Accordingly, inthe ‘97 Proposal, the Board proposed that when the
cumulative investments made under general consent reach a certain amount over a
given period, new or additional investments would become subject to prior review.
Investments by al affiliates of a bank holding company would be taken into
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account in determining compliance of the holding company with the aggregate
limits; investments of subsidiaries of a bank or of an Edge, respectively, would be
aggregated in determining compliance with their limits. Under the proposed
liberalized genera consent procedures, the new aggregate limit for all investments
during any 12-month period for investors meeting the well-capitalized and well-
managed tests would be:

Bank holding companies: 20 percent of tier 1 capital.

Bank: 10 percent of tier 1 capita of the bank.

Bank subsidiaries: the lesser of 10 percent of tier 1 capital of the bank
or 50 percent of the bank subsidiary’stier 1
capita.

The Board considered that, because the bank would have the
exposure on a consolidated basis for investments by either the bank or the Edge,
these investments should have a combined aggregate limit. However, the Board
proposed that this limit could be waived, in whole or in part, by the Director of the
Division of Banking Supervision and Regulation under delegated authority, based
upon areview of the financial strength of the investor and its investment strategy
and business plans.

For bank holding companies, banks or Edge corporations that are
adequately capitalized but do not meet the well-capitalized and well-managed
standards, the Board proposed that the aggregate limits on all investments made
under authority of general consent in any 12-month period would be half that
applicable to well-capitaized and well-managed organizations (i.e., 10 percent of
tier 1 capita for bank holding companies, 5 percent of tier 1 capital for banks, and,
for Edge corporations, the lesser of 5 percent of the parent bank’s tier 1 capital or
10 percent of the Edge’ stier 1 capital). In determining compliance with the
aggregate limits, investments under Regulation K by al subsidiaries of the investor
would be taken into account.

A number of comments were submitted regarding these provisions.

Some argued that there should be separate rolling 12-month aggregate limits for
portfolio investments and investments in subsidiaries and joint ventures. Other
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commenters objected to the inclusion of dealing positions in the rolling 12-month
limits, and one argued that the percentage limits should be increased if portfolio
Investments and dealing activities are both included in determining compliance with
the limits. A few commenters also requested clarification of whether additional
Investments in a company equa to cash dividends from the company, investments
acquired from an affiliate, and investments made under the prior notice and specific
consent provisions would be included within the proposed rolling 12-month
aggregate limits. They recommended that the final regulation explicitly exclude
these investments from the aggregate limits.

As discussed above, the aggregate limits are designed to address
concerns that a banking organization may use expanded genera consent investment
authority, including that available in relation to portfolio investments, to expand
excessively within a short time period. The Board notes that these limits are set at
fairly high levels as a percentage of tier 1 capital. In order to provide a meaningful
congraint on excessively rapid growth, in the Board's view al amounts invested
during the rolling 12-month period should be included in the aggregate limit. The
Board does not consider that any action should be taken to exclude portfolio
Investments from other investments in subsidiaries and joint ventures for purposes
of the aggregate general consent limit. After further consideration, however, the
Board considers that shares acquired in connection with Regulation K dealing
activity should be excluded from the rolling 12-month aggregate limit, in view of the
important differences in the nature of dealing activity. Aside from this change, in
view of the ability of abanking organization to increase its general consent limits by
increasing capital, and the availability of other procedures for securing authority to
make investments should the limits prove constraining (such as seeking a waiver of
limits on a case-by-case basis or obtaining preclearance for an investment
program), the Board adopts the proposed aggregate general consent limits.

Preclearance of Investment Program

In connection with the foregoing, the Board also in 1997 proposed
establishing a procedure that would alow U.S. banking organizations to obtain
preclearance of an investment program, even though one or more of the
Investments would be in excess of the individual or aggregate general consent
Investment limits and would be made over atime period longer than one year.
Preclearance authority would be delegated to the Director of Banking Supervision
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and Regulation, with the consent of the General Counsel. The Board solicited
comment on whether such a program would be useful to U.S. banking
organizations and whether it should be available to al banking organizations,
including those organizations that are not well-capitalized and well-managed.

In response to the Board' s request for comment, several commenters
recommended that the Board adopt the proposed preclearance investment program
as enhancing U.S. banking organizations international competitiveness.
Commenters believed that the preclearance process should focus on the merits of
the applicant, rather than the specifics of the investment program. They argued
that, for the preclearance option to be effective, the regulatory review process must
be rapid and must not impose excessively narrow parameters on the types of
investments permitted.

The Board is adopting the proposed preclearance program that would
alow investors to seek authority to exceed the individua or rolling 12-month
aggregate genera consent investment limits. Because of the differing foreign
investment needs of U.S. banking organizations, the Board is not at thistime
placing specific limitations on the scope of the preclearance process, but rather will
assess each proposal on a case-by-case basis. The Board believes this approach
provides maximum flexibility and will increase the utility of the process to all
investors. Any preclearance request should be in writing and should indicate: (i) the
amount of preclearance authority sought; (ii) the period of time for which such
authority is sought; (iii) the strategic plan detailing the reasons for seeking
preclearance authority; (iv) whether the applicant satisfies the well-capitalized and
well-managed criteria; and (v) capita projections based upon anticipated
Investments made under the preclearance authority.

Commenters a so recommended that investors be permitted to present
their investment programs as prior notices, rather than as applications for specific
consent. One commenter recommended that such authority be delegated to
individual Reserve Banks, rather than to the Director of Banking Supervision and
Regulation. In light of the fact that the preclearance process under Regulation K is
new, the Board believes that it isimportant, at least initially, for these requests to be
processed at the Board under specific consent. The procedures for obtaining
preclearance authority will be reviewed after the Board gains experience with the
process.



Authorization to Invest Morethan Ten Percent of a Bank’s Capital in its
Edge and Agreement Corporation Subsidiaries

Under a September 1996 amendment to section 25A of the Federal
Reserve Act, member banks may invest more than 10 percent and up to 20 percent
of capital and surplusin the stock of Edge and agreement corporation subsidiaries
with the Board's prior approval. The Board may not approve such investments
unless it determines that the investment of an additional amount by the bank would
not be unsafe or unsound.

The Board proposed to implement this provision by adding an
application requirement to Regulation K for banks to obtain the Board' s approva
to invest in excess of 10 percent of abank’s capital in the stock of Edge and
agreement corporations. The Board noted that it would take the following criteria
Into account in reaching a decision on such an application: (i) the composition of
the assets of the bank’ s Edge and agreement corporations; (ii) the total capital
invested by the bank in its Edge and agreement corporations when combined with
retained earnings of the Edge and agreement corporations (including retained
earnings of any foreign bank subsidiaries) as a percentage of the bank’s capital; (iii)
whether the bank, bank holding company, and Edge and agreement corporations
are well-capitalized and well-managed; and (iv) whether the bank is adequately
capitalized after deconsolidating and deducting the aggregate investment in and
assets of all Edge or agreement corporations and all foreign bank subsidiaries.

The Board invited comment on whether the enumerated criteria are
appropriate for determining whether these investments are unsafe or unsound.
Additionaly, the Board sought comment on whether only the well-capitalized and
well-managed criteria should gpply in those instances in which the total Edge and
agreement corporation capital (including retained earnings) on a pro formabasis
would not exceed 20 percent of the bank’s capital. As discussed above, due to the
accumulation of retained earnings in Edge corporations, some member banks now
have over 20 percent of their consolidated capital in Edge corporations.

Comments submitted generally supported this proposal. One
commenter urged the Board to state that the evaluative criteria are not dl-inclusive,
to permit the Board to consider other issues as they may arise on a case-by-case
basis. Another commenter recommended that the Board include among the criteria
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an evauation of the reasons for the proposed capital increase. The Board believes
these suggestions are implicit in the enumerated criteria. The Board therefore
adopts the regulation as proposed, including applying only the well-capitalized and
well-managed criteriain those instances in which the total Edge and agreement
corporation capital (including retained earnings) on a pro forma basis would not
exceed 20 percent of the bank’s capital. While the Board expects the enumerated
criteriawill be sufficient in most circumstances, the Board may take into account
additiond criteriaif necessary to fully evaluate a proposal and ensure safety and
soundness of member banks.

Finaly, commenters recommended that a well-capitalized, well-
managed bank should not be required to obtain prior approval for these
investments but, instead, should be subject only to a prior notice requirement in
order to make such aninvestment. The Board considers, however, that the prior
gpprova requirement should be maintained even for well-capitalized, well-managed
banks in light of the significant amounts of retained earnings that may be held
through Edge or agreement corporations.

Well-capitalized/Well-managed Standards

As discussed above, the Board's ‘97 Proposal generally allowed well-
capitalized and well-managed banking organizations to engage in expanded
securities activities and to make larger genera consent investments. The Board
proposed criteria for determining whether banking organizations would be



considered well-capitalized®’ and well-managed. 2/ Whether an indtitution is well-
capitalized and well-managed also was proposed as a factor in the Board's
determination regarding whether investments in Edge corporations greater than 10
percent of amember bank’ s capital and surplus should be permitted.

Commenters expressed widespread support for additional flexibility
for well-capitaized, well-managed investors. However, they noted that the well-
managed test under Regulation K differs from that for expedited action under
Regulation Y by including a requirement that an institution not be subject to any
supervisory enforcement action. They expressed concern that this provision would
not provide the Board with sufficient flexibility to determine when an indtitution is
not well-managed, as some enforcement actions may involve matters that would not
be considered material. Commenters aso noted that the existence of supervisory
enforcement actions could be reflected in either the management rating or the
composite rating of an institution, and that such ratings may be changed at any time

Z/Under the proposal, a bank holding company would be considered
well-capitalized if, on a consolidated basis, it maintains total and tier 1
risk-based capital ratios of at least 10 percent and 6 percent, respectively. In
the case of an insured depository ingtitution, well-capitalized means that the
Institution maintains at least the capita levels required to be well-capitalized
under the capital adequacy regulations or guidelines applicable to the
Institution that have been adopted under section 38 of the Federal Deposit
Insurance Act, 12 U.S.C. § 18310. The Board proposed that an Edge or
agreement corporation would be considered well-capitdized if it maintains
total and tier 1 capita ratios of 10 and 6 percent, respectively.

2/Under the proposal, a bank holding company or insured depository
institution would be considered well-managed if, at its most recent inspection
or examination or subsequent review, the holding company or institution
received at least a satisfactory composite rating. The Board noted that,
under standards adopted by the Board in connection with the December
1995 expansion of Regulation K’s general consent authority, an Edge or
agreement corporation would be considered to be well-managed for these
purposes if it received a composite rating of 1 or 2 at its most recent
examination or review and it is not subject to any supervisory enforcement
action.
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during an examination cycle. In response to these concerns, the Board is amending
the proposed definition of well-managed to delete the reference to supervisory
enforcement actions and, instead, to require that the organization’s management
rating must be at least satisfactory. Accordingly, a U.S. banking organization meets
the well-managed definition if its composite and management ratings are at least
satisfactory.

Some commenters suggested that the Board should provide
transitional periods and arrangements for ingtitutions disqualified from well-
capitalized and/or well-managed status to conform to the lower limits. Since the
circumstances of disqualification may vary, the Board believes transitional periods
and arrangements should be addressed on a case-by-case basis. Other
commenters suggested that grandfathering should be available for ingtitutions that
no longer qualify as well-capitaized or well-managed, particularly where activities at
Issue are being conducted prudently and profitably and are not afactor in the failure
to meet the eigibility tests. The Board does not believe grandfathering is
gppropriate in this context, as the well-capitalized, well-managed status of an
institution is designed to mitigate the additional risks created by the expanded
authority granted to such ingtitutions. Moreover, the ability to conduct expanded
activities should aso be an incentive for achieving and maintaining well-capitalized,
well-managed status.

Severa commenters objected to application of the well-capitalized test
to Edge corporations. They argued that, since the capital of an Edge corporation is
consolidated with that of the parent bank, an independent well-capitalized test for
Edge corporations would not add to safety and soundness within the bank chain.
They also maintained that an independent capital test for Edge corporations may
encourage uneconomic booking decisions between the bank and the Edge
corporation. The Board, however, continues to believe it isimportant to retain
these tests with reference to both the Edge corporation and the member bank in
order to be digible for the expanded authority granted to well-capitalized
Ingtitutions. As noted above, this approach would help to ensure the safety and
soundness of the Edge corporation in its own right and is consistent with the
statutory (and supervisory) rationale underlying Edge corporations. The Board
considers that Edge corporations should themselves be operating satisfactorily and
not be a source of potential weakness to the U.S. parent bank.
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Other Revisonsto Subpart A

Harmonization of Regulation K With Other Regulatory Changes

The ‘97 Proposal noted that, as aresult of liberalizations of other
Board regulations, authority under Regulation K is now more restrictive than the
authority available to engage in certain activities domestically. The Board proposed
changes to address these disparities and has determined to adopt all such
harmonizing changes.

Leasing Activities

The Board proposed to interpret Regulation K’ s leasing provision
consistent with arevision to Regulation Y’ s authority for BHCs, eliminating the
requirement that leasing activities conducted under authority of Regulation K serve
as the functiona equivaent of an extension of credit to the lessee with respect to
high residua value leasing. Commenters expressed support for this proposal and
recommended that the change be made explicit in the text of thefina rule. The
Board is adopting this proposal, and a conforming change has been made to
Regulation K. Asrequired under Regulation Y, however, the estimated resdua
value of rea property must be limited to 25 percent of the value of the property at
the time of the initial lease, to distinguish real property leasing from rea estate
development and investment activities.

Commodities Swaps Activities

In light of changes to Regulation Y, the Board proposed to eliminate
the requirement that commodity-related swaps must provide an option for cash
settlement that must be exercised upon settlement. Comments generally supported
this proposed revision, and the Board has adopted the change in findl.

Other commenters recommended that the commodities swaps
provision be expanded to include activities relating to the trading, sale, or
investment in commodities and underlying physical properties (and, hence, to make
it fully consistent with the corresponding provision of Regulation Y). The Board
regjects these additional changes at this time as inconsistent with section 25A of the
Federal Reserve Act, 12 U.S.C. § 617, which prohibits Edge corporations from
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engaging in commerce or trade in commodities except as specifically provided
therein,

Loans to Officers at Foreign Branches

In the ‘97 Proposal, the Board noted that existing Regulation K
Imposes limits on mortgage loans to executive officers of foreign branches of
member banks that are more restrictive than limits imposed under analogous
provisions in Regulation O. The Board proposed to eliminate the Regulation K
provision to address this disparity. None of the public commenters addressed this
proposed change, and it is adopted as proposed. Accordingly, the limitsin
Regulation O apply with respect to such loans.

Data Processing Activities

The Board expresdy declined to ater or expand Regulation K’s data
processing provision. It noted, however, that this authority extends only to the
processing of information and does not authorize the general manufacture of
hardware for such services. Some commenters presumed that the activity of data
processing pursuant to Regulation K is unrestricted rather than limited to banking,
financial, or economic data to the extent such data processing is limited in
Regulation Y. Moreover, some commenters read the language in the preamble to
the proposed revisions to Regulation K to preclude the offering of hardware in
connection with software that is designed and marketed for the processing of
financial, banking, or economic data where the genera purpose hardware does not
constitute more than 30 percent of the cost of any packaged offering. The Board
notes that an interpretation issued in 1999 clarified that the scope of the data
processing authority of Regulation K is coextensive with the data processing
authority of Regulation Y, absent Board authorization for additional activities. 64
FR 58780, Nov. 1, 1999.

Additional Areas of Liberdization

2 Regulation Y alows up to 30 percent of data processing revenues
to be derived from data processing that is not financial, banking, or
economic in nature.
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Authorizing Foreign Branches of Operating Subsidiaries of Member Banks

The Board proposed to codify prior Board determinations permitting
member banks to establish foreign branches of domestic operating subsidiaries
with the Board' s approval (under the prior notice or general consent procedures, as
appropriate), provided that those branches would engage only in activities directly
permissible for the member bank parents. Commenters expressed support for this
proposal, and the Board is adopting the revision as proposed.

FCM Activities

The Board proposed to eliminate the requirement that an investor seek
Board approval before acting as a futures commission merchant (FCM) for
financia instruments, and on exchanges, not previoudy approved by the Board.
The Board also proposed to eliminate the requirement that investors obtain prior
Board approva for FCM activities conducted on any exchange or clearing house
that requires members to guarantee or otherwise to contract to cover |osses
suffered by other members (i.e.,, amutual exchange).2 The Board sought
comment on whether the prior notice requirement should be eliminated where: (i)
the activity is conducted through a separately incorporated subsidiary; and (ii) the
parent bank does not provide a guarantee or otherwise become liable to the
exchange or clearing house for an amount in excess of the applicable genera
consent limits. One commenter agreed that a prior notice requirement should not
be imposed in these circumstances. The Board is adopting the revisions to the
FCM authority under Regulation K as proposed.

Changes with Respect to Edge and Agreement Corporations: Voluntary Liquidation
Procedures

The Board proposed changes relating to the liquidation and

28In this regard, Regulation Y has been revised to allow subsidiaries
of BHCsto act as FCMs for futures contracts traded on an exchange
provided the parent BHC does not provide a guarantee or otherwise become
liable to the exchange or clearing association other than for proprietary
trades.



receivership of Edge and agreement corporations, including adding provisions: (i)
providing for 45 days' prior notice to the Board of an Edge or agreement
corporation’ s intent to dissolve; (ii) specifying the grounds for determining that an
Edge corporation is insolvent; and (iii) specifying the powers of areceiver of an
Edge corporation. One commenter expressed general support for the voluntary
liquidation proposal, and this provision is adopted as proposed. In light of the
recent amendment of the Edge Act’ s receivership provision, 12 U.S.C. 624, the
Board is not adopting the regulatory proposal with respect to receivership.

Additional Commenter Recommendations Under Subpart A

Commenters urged the Board to revise Subpart A of Regulation K in
the following respects not addressed by the Board’ s proposals.

Advisory Opinions Under Regulation K

A commenter suggested that the Board harmonize Regulations Y and
K further by establishing a procedure in Regulation K whereby questions arising
under the regulation could be submitted by any person and the Board would issue
an advisory opinion within 45 days. The Board agrees that this procedure would
enhance regulatory transparency and facilitate regulatory compliance. As noted
above in the section on portfolio investment authority, the Board is adopting the
recommendation and including a procedure in the fina rule under which advisory
opinions may be requested on the scope of activities permissible under Regulation
K. Board staff will endeavor to respond to any such requests within 45 days of
receipt of al relevant information, provided the request does not raise significant
Supervisory issues.

Divestiture Period for Debts Previously Contracted (* DPC” ) Assets

Commenters recommended that the Board adopt the OCC's DPC
divestiture rules, which provide for an initia holding period of up to five years, with
an opportunity to extend for up to an additional 5 years. Existing Regulation K,
which the Board did not propose to amend, requires divestiture within two years
after acquisition, unless the Board authorizes retention for alonger period. The
Board believes the existing DPC divestiture period is adequate given that investors
may request extensions of time and therefore declines to adopt this proposal.
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Changes to Capitalization Requirements for Edge Corporations

Commenters recommended that the Board revise the provisions
regarding the capitalization of Edge corporations to facilitate their clearing activities
by either exempting sales of Fed funds to parent banks from the 10 percent capital
adeguacy guideline applicable to Edge corporations or eiminating the 10 percent
capital limitation applicable to Edges. The Board does not believe this proposal is
consistent with the safety and soundness concerns the capital adequacy guidelines
for Edge corporations are designed to address. Accordingly, it declines to adopt
this proposal.

Subpart B: Foreign Banking Organizations

Subpart B of Regulation K governs the U.S. activities of foreign
banking organizations. It implements the IBA and provisions of the BHC Act that
affect foreign banks.

Thisfina rule for Subpart B seeks to eliminate unnecessary regulatory
burden, increase transparency, and streamline the application/notice process for
foreign banks operating in the United States based on the Board' s recent
experience with foreign bank applications. Thefina rule dso would liberdize the
standards under which certain foreign banking organizations qualify for exemptions
from the nonbanking prohibitions of section 4 of the BHC Act.

The rule aso implements a number of statutory changes including
certain application-related provisions of the Economic Growth and Regulatory
Paperwork Reduction Act of 1996 (the 1996 Act) and severa provisions of the
Riegle-Ned Interstate Banking and Branching Efficiency Act of 1994 (the Interstate
Act) and the Gramm Leach Bliley Act (the GLB Act) that affect foreign banks.
The Board is also requesting comment on issues that arise in connection with the
change in the definition of representative office made in the GLB Act. Findly,
severd technica changes to various other provisionsin Subpart B are being
adopted.

Streamlining the Regulatory Process

The Board is required to approve the establishment by foreign banks
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of branches, agencies, commercial lending companies, and representative officesin
the United States. This authority is contained in the Foreign Bank Supervision
Enhancement Act of 1991 (FBSEA), which amended the IBA, and was intended to
close perceived gaps in the supervision and regulation of foreign banks. Prior to
FBSEA, there was no federa approval required for the establishment of most types
of direct U.S. offices of foreign banks, nor were uniform standards applicable to
these offices.

In the ten years since the enactment of FBSEA, the Board has gained
substantial experience with the issues presented by applications by foreign banks to
establish direct offices. The revisions streamline the applications process based on
experience gained over this period. In addition, the fina rule implements new
discretionary authority and time limits contained in the 1996 Act.

Adoption of a Single Standard for Representative Offices

Under FBSEA, in order to approve an application by aforeign bank to
establish a branch, agency or commercia lending company, the Board generdly is
required to determine, among other things, that the gpplicant bank, and any parent
bank, are subject to comprehensive supervision on a consolidated basis by its
home country authorities (the CCS determination).2? A lesser standard, however,
applies under FBSEA to representative office applications. While the Board is
required to “take into account” home country supervision in evaluating an
application by aforeign bank to establish a representative office, a CCS
determination is not required to approve such an application. The law smply
requires the Board to consider the extent to which the applicant bank is subject to
CCS. A lesser standard applies because representative offices do not conduct a
banking business, such as taking deposits or making loans, and therefore present
lessrisk to U.S. customers and markets than do branches or agencies.

Regulation K currently restates the statutory “take into account”
standard and does not define a minimum supervision standard that a foreign bank

ZIlAs discussed later, the law was amended in 1996 to alow the Board
to approve an application if the bank is not subject to CCS under certain
conditions.



must meet in order to establish a representative office. Instead, the Board has
developed standards in the context of specific cases. To date, the Board has used
two different supervision standards in approving applications by foreign banks to
establish representative offices.2

Under one, the Board has permitted a foreign bank to establish a
representative office able to exercise al powers available under applicable law and
regulation on the basis of afinding that the home country supervisors exercise a
significant degree of supervision over the bank.2 Under the second, the Board has
approved the establishment of the office on the basis of a finding that the foreign
bank is subject to a supervisory framework that is consistent with approva of the
application, taking into account any limits placed on the activities of the proposed
office and the operating record of the bank.3

Based on experience in dealing with representative office applications,
the Board believes that the existence of two standards can be confusing and is
unnecessary, particularly in light of the generally minimal risk presented to U.S.
customers or markets by representative offices. Consequently, the Board
proposed Regulation K be amended to establish only one flexible standard. Under
the proposal, assuming all other factors were consistent with approval, the Board
could approve an application to establish a representative office if it were able to
make a finding that the applicant bank was subject to a supervisory framework that
Is consistent with the activities of the proposed office, taking into account the
nature of such activities and the operating record of the applicant.

The record necessary to support the required finding would depend
on the nature of the activities the applicant proposed to conduct in the

28\Wherever the record submitted by an applicant in a representative
office case is sufficient to support a CCS finding, the Board generaly has
done so. See, eg., Caisse Nationae de Credit Agricole, 81 Fed. Res. Bull.
1055 (1995). The two representative office standards have been applied in
those cases where the record is not sufficient to support a CCS finding.

2See, e.g., Citizens Nationd Bank, 79 Fed. Res. Bull. 805 (1993).

U'See, e.q., Promstroybank of Russia, 82 Fed. Res. Bull. 599 (1996).




representative office and the level of home country supervision. The Board
expects that most applicants would be able to conduct al permissible activities. In
those instances in which the Board had particular concerns regarding the
consistency of the applicant’s home country supervision with the proposed
activities of the office, the applicant could commit to restrict the activities. A less
comprehensive record on home country supervision would be required where the
applicant committed to limit the activities of the office to those posing minimal risk
to the U.S. customers.

Commenters generally supported this proposal and the Board is
adopting the proposal as set forth above.

Reduced Filing Requirementsfor the Establishment of U.S. Offices

A mgjor thrust of the proposed revisions was reduction of burdenin
the application process by streamlining existing application procedures for the
establishment of new U.S. offices of foreign banks. Under the current Subpart B,
the establishment by aforeign bank of a U.S. branch, agency, commercid lending
company subsidiary, or representative office generally requires the Board' s specific
approval. Once the Board has approved the establishment of aforeign bank’sfirst
office under the standards set out in FBSEA, additional offices with the same or
lesser powers may be approved by the Reserve Banks under delegated authority.
Prior notice and general consent procedures are currently available for the
establishment of certain kinds of representative offices. The Board's proposed
revisons would allow additional types of applications to be processed under prior
notice and general consent procedures. The Board has determined to adopt the
revisions as proposed. The specific instances in which additional prior notice and
generd consent authority will be available are discussed below.

Prior Notice Available for Additiona Offices After First CCS Determination

The Board proposed that any foreign bank which the Board has
determined to be subject to CCS in aprior application or determination under
FBSEA or the BHC Act may establish additiona branches (other than interstate
branches), agencies, commercia lending company subsidiaries, and representative



offices pursuant to a 45 day prior notice procedure.2¥ Thistime frame would alow
for review of whether any material changes had occurred with respect to home
country supervision, a determination of whether the bank continues to meet capital
requirements, and areview of any other relevant factors. The current delegation to
the Reserve Banks for such applications would be deleted as no longer necessary.

Four commenters expressed support for the Board’s proposal. In
response to the comments submitted, the Board is adopting the proposa with
language clarifying that the prior notice procedure ordinarily would be available for
foreign banks with a CCS determination that seek to establish additional branches
(other than interstate branches under section 5(a)(3) of the IBA (12 U.S.C.
3103(a)(3))), limited branches, agencies, commercia lending company subsidiaries,
and representative offices.2?

Prior Notice Available for Certain Representative Offices

Many foreign banks have a U.S. banking presence and therefore are
subject to the provisions of the BHC Act, but have not recelved a CCS
determination. If aforeign bank is subject to the provisions of the BHC Act
through ownership of a bank or commercial lending company or operation of a

SVAn editing error in the draft regulatory language unintentionally
limited the types of offices eligible for the prior notice procedure.
Commenters requested that the proposed 45-day prior notice provision be
extended to the establishment of limited branches outside the foreign bank’s
home state. This was the intent of the proposal.

32/As described further in the preamble, upgrades of limited branches
and agencies outside the foreign bank’ s home state would be eligible for
prior notice if other requirements were met. In response to a comment, the
Board considered whether it might be possible to process under the 45-day
notice procedure proposals to establish full interstate branches. Approval of
full interstate branches requires consideration of factorsin addition to those
required to be considered in anorma FBSEA application, as well as
consultation with the Department of the Treasury. For this reason, an
application requirement is being retained for the establishment of full
Interstate branches under section 5(a)(3) of the IBA.
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branch or agency, it is also subject to supervision and oversight through the
Board' s Foreign Banking Organization (FBO) program. Through the FBO
program, the Board gains knowledge of the bank, its policies and procedures, and
forms a general view on home country supervision. In these instances, the Board
believes that an expedited procedure may be adopted for the establishment of
representative offices by these banks, even where the foreign bank had not
previously been reviewed under the standards of FBSEA.

The Board proposed that these foreign banks be permitted to establish
representative offices using a45-day prior notice procedure. |n addition, the Board
also proposed to permit the establishment by prior notice of additional
representative offices by any foreign bank not subject to the BHC Act but
previously approved by the Board to establish a representative office, regardless of
the type of supervision finding made by the Board in the prior case. Such
applications are currently delegated to the Reserve Banks. The Board sees no
reason to continue to require full applications from such banks. The Board
proposed that banks in these two categories be permitted to use the 45-day prior
notice procedure for opening a representative office, rather than requiring them to
use the application procedure.

Commenters generally supported this proposal. One commenter
additionally requested that foreign banks that have been approved to establish
branches and agencies under the limited exception to the CCS standard -- which
permits the Board to approve applications to establish branches and agenciesif it is
able to find, among other things, that the home country supervisor of the applicant
bank is “actively working” toward achieving CCS -- be permitted to use a 45 day
prior notice procedure for additional offices with the same or lesser powers.

The Board is adopting the proposed revisions. In addition, the Board
Is adopting the commenter’ s proposal to permit establishment by prior notice of
representative offices, but not additional branches, agencies or commercia lending
companies, by foreign banks previously approved under the “actively working”
standard. Thiswould be consistent with the Board' s proposal.

New Genera Consent Authority

The Board proposed to permit the establishment by general consent of
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arepresentative office by aforeign bank that is both subject to the BHC Act and
has been previoudy determined by the Board to be subject to CCS. Establishment
of arepresentative office by such aforeign bank is currently subject to the prior
notice procedure. The proposal was based on an assessment that aforeign bank
that is subject to supervision under the FBO program and has been judged subject
to CCS should generally qudify to establish a representative office. The Board
also proposed that aforeign bank that is subject to the BHC Act could establish a
regional administrative office by general consent, whether or not the Board had
determined the bank to be subject to CCS. Regiona administrative offices
currently can be established using the prior notice procedure. Commenters
generaly supported this proposal and the Board is adopting the revisions as
proposed.

One commenter requested that the general consent procedure also be
available for additiona offices with the same or lesser powersin a state in which the
foreign bank already operates an office where the foreign bank is subject to the
BHC Act and has a CCS determination. The Board does not believe it would be
appropriate to adopt the commenter’ s proposal because the proposal implicitly
assumes that a CCS determination would never need to be reconsidered. In
addition, in connection with each branch and agency case, the Board also must
confirm that the foreign bank’ s capital meets the statutory requirements.

Suspension of Prior Notice and General Consent Procedures

The proposed revisions also provided that the Board, upon notice,
may modify or suspend the prior notice and general consent procedures described
above for any foreign bank. For example, modification or suspension of these
procedures might be appropriate if the composite rating of the foreign bank’s
combined U.S. operations was less than satisfactory,2¥ if the foreign bank were
subject to supervisory action, or if questions were raised about the foreign bank’s
home country supervision or anti-money laundering policy and procedures. The
proposal would ensure that any streamlining of the applications process would not

39See 12 CFR 225.2(s) (definition of “well-managed” foreign banking
organization).



compromise the Board' s ability to make the determinations necessary in connection
with the establishment of offices.

The proposed revision did not dlicit specific comment and it is
adopted as proposed.

After-the-Fact Approvals

In implementing FBSEA in 1993, the Board recognized that it would
be impractical to require prior approval for the establishment of foreign bank
offices acquired in certain types of overseas transactions, such as a merger of two
foreign banks, and provided for an after-the-fact approval in such cases. The
regulation currently requires the foreign banks involved to commit to file an
application to retain acquired U.S. offices as soon as possible after the occurrence
of such transactions.

Since the enactment of FBSEA, a number of applicants using the
after-the-fact procedure have chosen to wind down and close acquired offices or
consolidate them with existing offices, in each case within a reasonable time frame.
In most instances, no regulatory purpose was served by requiring the filing of an
application. The regulation currently does not address this possibility. The Board
proposed to amend the rule to address both after-the-fact applicationsto retain, as
well as decisions to wind-down and close, U.S. offices acquired in atransaction
eligible for the after-the fact approval process. Where the foreign bank chooses to
close the acquired U.S. office, the Board generaly would not require the filing of an
application but could impose appropriate conditions on the U.S. operations until
the winding-down is completed.

The proposed revision did not dlicit specific comment and it is
adopted as proposed.

Implementation of the 1996 Act

As noted above, FBSEA generaly requires the Board to determine
that aforeign bank applicant is subject to CCSin order to approve the
establishment of a branch, agency, or commercia lending company. The 1996 Act
gave the Board discretion to approve the establishment of such offices by aforeign
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bank where the application record is insufficient to support a finding that the bank
Is subject to CCS, provided the Board finds that the home country supervisor is
actively working to establish arrangements for the consolidated supervision of the
bank, and all other factors are consistent with approva. This discretion gives the
Board flexibility to approve applications on an exceptiona basis where the home
country authorities are making progress in upgrading the bank supervisory regime
but the record may not yet be sufficient to support afull CCS finding. The Board
has stated that this authority should be viewed as a limited exception to the general
requirement relating to CCS2¥ The statutory standards are being included in the
find rule

Two commenters expressed support for the Board’ s proposed revision.

The Board has proposed to incorporate into Regulation K the statutory time
limitsin the 1996 Act for Board action on applications for branches, agencies, and
commercia lending companies. The 1996 Act provided that the Board must act on
such an gpplication within 180 days of itsreceipt. The time period may be
extended once for an additional 180 days, provided notice of the extension and the
reasons for it are provided to the gpplicant and the licensing authority; the applicant
may also waive the time periods. Although the regulation will reflect these statutory
time periods, the Board will maintain existing interna time schedules that would
require faster processing where possible.

New Standard

In light of the increasing attention being paid to the problem of money
laundering, the Board currently requests that a foreign bank applying to establish
U.S. offices provide information on the measures taken to prevent the bank from
being used to launder money, the lega regime to prevent money laundering in the
home country, and the extent of the home country’s participation in multilateral
efforts to combat money laundering. The Board considers thisinformation in

34/See Housing & Commercia Bank, 83 Fed. Res. Bull. 935 (1997);
National Bank of Egypt, 86 Fed. Res. Bull. 344 (2000); Banco de Bogota, 87
Fed. Res. Bull. 552 (2001).
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reaching its decision on applications. In light of this practice, the proposed
revision included as a standard for the establishment of U.S. offices by foreign
banks that the Board may consider the adequacy of measures for the prevention of
money laundering.

One commenter expressed support for this proposal and it is adopted
as proposed.

Qualifications of Foreign Banksfor Nonbank Exemptions

Changes to the QFBO Test

Regulation K implements statutory exemptions from the BHC Act for
certain activities of foreign banks. These exemptions are available to qualifying
foreign banking organizations (QFBOs) and are found in sections 2(h) and 4(c)(9)
of the BHC Act. Section 2(h) alows aforeign company principally engaged in
banking bus ness outside the United States to own foreign affiliates that engage in
impermissible nonfinancia activities in the United States, subject to certain
requirements. These include that the foreign affiliate must derive most of its
business from outside the United States and it may engage in the United States only
in the same lines of business it conducts outside the United States. Section 4(c)(9)
alows the Board to grant foreign companies an exemption from the nonbank
activity restrictions of the BHC Act where the exemption would not be substantially
at variance with the BHC Act and would be in the public interest. Under this
authority, the Board has exempted, among other things, al foreign activities of
QFBOs from the nonbanking prohibitions of the BHC Act.

In order to qualify as a QFBO, aforeign banking organization must
demondtrate that more than half of its business is banking and more than haf of its
banking business is outside the United States. Banking business is defined to
include the activities permissible for a U.S. banking organization to conduct,
directly or indirectly, outside of the United States2® Under the current regulations

3'These activities include, in addition to traditional banking activities,
underwriting various types of insurance (credit life, life, annuity, pension
fund-related, and other types of insurance where the associated risks are
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such activities can be counted as banking business for the purposes of the QFBO
test only if they are conducted in the foreign bank ownership chain; that is, by the
foreign bank or a subsidiary of the foreign bank. Activities conducted by a parent
holding company or sister affiliate do not count toward qualification.

Modification of Proposal to Remove the Banking Chain Requirement from One
Prong of the QFBO Test

The Board proposed liberalizing the QFBO test by removing the
banking chain requirement from the prong of the QFBO test that measures whether
more than half of aforeign banking organization’s businessis banking. By
eliminating the banking chain requirement from that prong of the test, aforeign
banking organization that has, for example, substantia life insurance activities
outside of the banking chain would be able to count such activities toward meeting
the QFBO test. The commenters supported this liberalization.

When this proposal was made in 1997, the Board was aware of
relatively few foreign banking organizations, primarily those engaged in insurance,
that would have benefitted from such liberdization. Significantly, at that time, the
BHC Act would have prevented such aforeign insurance company from
conducting insurance activities in the United States. Accordingly, the proposed
change was expected to have limited application and not to provide any significant
competitive advantage for foreign banking organizations.

The enactment of the Gramm-L each-Bliley Act has changed the
regulatory landscape and the consequences of the proposed QFBO test. The BHC
Act isno longer alega bar to companies that wish to engage in insurance and
merchant banking activities in the United States, and a broader range of foreign
companies may acquire foreign banks with U.S. activities than was possible in
1997. If the proposed test were adopted, aforeign insurance group that qualified

actuarialy predictable); underwriting, distributing, and deding in debt and
equity securities outside the United States; providing data processing,
Investment advisory, and management consulting services; and organizing,
sponsoring, and managing a mutual fund.
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as afinancia holding company would be able to make commercial and industrial
investments in the United States beyond those permissible under insurance or
merchant banking authority even though a domestic insurance company with
financial holding company status could not. In light of these changes, the Board
has reconsidered its proposed change to the QFBO test and determined to adopt a
modified form of the 1997 proposal.

The existing QFBO test has been retained and foreign banking
organizations that are able to qualify under that test will continue to be digible for dl
of the exemptions. A new provision will permit those foreign banking organizations
that meet only the test proposed by the Board in 1997 nevertheless to be dligible for
al of the exemptions other than the exemption for limited commercia and industria
activities provided under § 211.23(f)(5)(iii).2¢ Such aforeign banking organization
will, however, be digible for the limited exemptions only if the foreign banking
organization includes aforeign bank that could itself meet the current QFBO test.

Although the foreign banking organization that is able to meet only the
modified test generaly would be limited in its ability to make investments under the
exemption in section 2(h)(2) of the BHC Act, the Board considers that a foreign
bank within the group should not be so limited. In this regard, the Board notes
that, in enacting section 2(h)(2), Congress recognized that banks in other countries
have traditionally been permitted to make commercial and industrial investments.
Accordingly, any foreign bank within such a group that itself is able to meet the
current QFBO test by reference to its and its subsidiaries’ assets, revenues and net
income, will be digible for all of the exemptions.

Limiting the eligibility for exemptionsin this way is consistent with the
statutory language in section 2(h)(2) of the BHC Act, which provides that it applies

38The exemption in 8 211.23(f)(5)(iii) implements section 2(h)(2) of
the BHC Act. Any foreign banking organization that qualifies as afinancial
holding company would be able to make merchant banking investments, and
Investments in connection with its insurance business, in the United States to
the extent permitted for afinancia holding company. The lack of digibility
for the exemption provided in § 211.23(f)(5)(iii) would not negate or
otherwise affect such authority.

73



to shares held by aforeign company that is“principaly engaged in the banking
business outside the United States.” At the same time, modifying the test in this
manner would limit the extraterritoria effect of the BHC Act on foreign firms, and
would not pendize a consolidated group that engages mostly in activities
permissible for a U.S. banking organization.

Applications for Special Determination of Eligibility for QFBO Treatment

The Board recognizes that there may be types of ownership structures
above foreign banks that would not meet even the modified QFBO test. It also is
possible that foreign banking organizations that meet only the modified test might
need limited relief for commercial and industria activities in the United States. In
addition, there may be foreign financial organizations that do not include a foreign
bank and wish to acquire aU.S. bank. Such financia organizations would fail the
QFBO test, and it is not possible to know the extent to which requiring such an
organization to conform its worldwide operations to those permissible for aU.S.
financial holding company would interfere, in particular, with its foreign business.
The Board is prepared to consider requests beyond the current QFBO authority
on a case-by-case basis. In considering such cases, the Board will take into
account the principles of national treatment and equality of competitive opportunity
and may grant exemptions that are not substantialy at variance with the purposes of
the BHC Act and are in the public interest.

Regulation K currently permits a foreign banking organization that
ceases to quaify as a QFBO to request a special determination of eligibility. That
provision has been modified to give the Board greater flexibility to grant specia
determinations that will permit foreign banking organizations and foreign
organizations that do not include foreign banks to be digible for some or al of the
exemptions in appropriate cases.

The Board has also adopted the proposal made in 1997 that would
permit aformer QFBO that has applied for a specific determination of eligibility to
continue to conduct its business as if it were a QFBO, except with respect to
making investments in U.S. companies under section 2(h)(2) of the BHC Act for
which Board consent would be required. The proposal reflects the approach taken
in aprior case consdered by the Board, and nho comments were received on the
proposal.
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Other Comments on the QFBO Test

The QFBO test in Regulation K permits foreign banking organizations
to count in the measurement of “banking” only those assets, revenues, or net
income related to activities that are permissible for a U.S. banking organization to
conduct outside of the United States. The Board requested comment with respect
to apossible expansion of the list of activities that would be considered banking for
purposes of the QFBO test. Three commenters suggested some expansion in the
list. Two proposed that the QFBO test be expanded to include all financial
activities which are usua in connection with the banking business in those countries
in which the foreign banking organization is active. One proposed that the Board
consider other activities on a case-by-case basis to reflect changes in foreign
financia markets.

To date, there have been very few cases in which aforeign banking
organization failed the QFBO test because certain types of financia activities were
not included on the list. Inlight of this, and in view of the modified QFBO test and
the ability of the Board to make specia determinations of digibility for some or al
of the QFBO exemptions, the Board has determined not to make any changes at
thistimeto the list of activities that would be considered banking for purposes of
the QFBO test.

Two commenters suggested that the requirement that a QFBO
conduct more banking than nonbanking activitiesis not required by the statute.
These same commenters also proposed that even if that requirement is retained, the
QFBO test should be revised to allow U.S. banking business to be included when
calculating the extent of an organization’s banking business. The Board has not
adopted these proposal s because they would be inconsistent with section 2(h)(2) of
the BHC Act, which provides exemptions for foreign companies principally
engaged in banking business outside the United States. Moreover, aU.S.
nonfinancial company is not permitted to own a U.S. bank, and altering the test to
permit a predominantly nonfinancial foreign group to engage in banking in the
United States would be inconsistent with the principle of national trestment.

U.S. Activities of QFBOs

Securities Activities. Subpart B currently provides that aforeign
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banking organization may not own or control shares of aforeign company that
directly underwrites, sells or distributes, or that owns or controls more than 5
percent of the shares of a company that underwrites, sells or distributes, securities
in the United States, except to the extent permitted bank holding companies. The
Board proposed that the 5 percent limit be raised to 10 percent. Two commenters
suggested that the limit be raised to 24.9 percent and one proposed that no change
be made. The Board has determined to adopt the 10 percent limit as proposed.
The Board continues to hold the view expressed in the 1997 proposal that aforeign
bank should not be able to exert a significant influence over such a securities firm.
Investments above the 10 percent level would be permitted if the foreign bank met
the requirements to be treated as afinancia holding company under the GLB Act.

Change in meaning of “incidental” . Two commenters requested that
the Board apply an expanded definition of “incidental” U.S. activities in Subpart B.
Under the current rule in Regulation K, a QFBO is permitted to own up to 100
percent of aforeign company that conducts activities in the United States that are
“incidental” to the foreign company’ s international or foreign business. The
Board’ s longstanding interpretation, for purposes of both Subparts A and B of
Regulation K, has been that such incidental activities in the United States are limited
to those activities that the Board has determined are permissible for Edge
corporations to conduct in the United States. The Board proposed changes to
Subpart A governing foreign portfolio investments by U.S. banking organizations
to expand the interpretation of “incidental” for such investments to permit U.S.
banking organizations to hold foreign portfolio investments (maximum of 19.9
percent of voting and 40 percent of total equity) that derive no more than 10
percent of their total consolidated revenue in the United States. The commenters
proposed that the Board apply the same expanded definition of “incidental” U.S.
activities to permit a QFBO to hold up to 100 percent of aforeign company with
U.S. activities so long as those activities account for no more than 10 percent of
the total consolidated revenue of the company.3” The change to Subpart A, which

37 Foreign banking organizations already have greater leeway than
U.S. banking organizations with respect to their noncontrolling investmentsin
foreign companies engaged in U.S. activities that are not “incidental”. The
U.S. assets of such foreign companies can account for up to 49.9 percent of
total consolidated assets, and the foreign companies can derive up to 49.9
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has been adopted, isintended to deal with investments in companies over which the
U.S. banking organization has no control. The commenters are proposing
liberalized treatment for investments by foreign banks where the foreign bank isin a
position to prevent the company from entering the United States. There does not
appear to be any public interest justification for the request and the Board has not
adopted the commenters' proposal.

Determining extent of non-U.S. operations

Under Regulation K, aforeign bank may own or control voting shares
of aforeign company that is engaged in business in the United States, subject to a
number of restrictions. The first of these restrictions is that more than 50 percent
of the foreign company’ s consolidated assets must be located, and consolidated
revenues derived from, outside the United States. One commenter proposed that
this assets plus revenues test be replaced with a requirement that more than 50
percent of the organization’ s business be outside the United States as measured by
two out of three indicia: location of assets, derivation of revenues, and derivation of
net income. There have been very few cases of an investment failing to comply
with the assets/revenue test as currently applied, and the commenter gave no
indication that any foreign bank has been harmed by it. The Board did not propose
such arevision and, in the absence of an actual problem, has determined not to
adopt it.

Increasing amount of equity in noncontrolling investments

One commenter suggested increasing the equity interest limit on non-
controlling portfolio investments made by QFBOs from 24.9 percent of voting
stock and total equity to 24.9 percent of voting stock and 40 percent of total equity
to comport with limits gpplicable to U.S. banking organizations. Foreign banking
organizations adready are able to conduct a greater range of activities both in and
outside the United States than are U.S. banking organizations. The analogy to

percent of their consolidated revenues from the United States. Accordingly,
the commenters proposal would only affect the foreign banking
organization’s ability to make controlling investments in foreign companies
with U.S. activities.
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portfolio investments of U.S. banking organizationsis not valid; the new authority
for U.S. organizationsin this areais more limited than the existing authority for
QFBOs. The Board does not consider that the additional authority proposed by
this commenter for investments by foreign banking organizations is warranted.

Exception for line-of-business requirement

Section 2(h)(2) requires that the U.S. commercia and industrial
holdings of aforeign banking organization be in the same general line of business as
the foreign investor company, or in a business related to the business conducted
outside the United States. Consistent with the intent of Congress when it adopted
this provision, Regulation K uses the Standard Industrial Classification (SIC)
system for determining the comparability of U.S. and foreign nonbanking activities.
One commenter noted that the provision does not permit any exceptions and
suggested that the Board establish a procedure to permit a QFBO, when SIC
establishment categories are not matching, to demonstrate on a case-by-case basis
that the U.S. activities of aforeign subsidiary are nonethel ess the same kind of
activities, or related to the activities, engaged in directly or indirectly by the foreign
subsidiary outside the United States.

The Board is not aware of a significant number of cases where U.S.
and foreign investments of QFBOs have not met the requirements of this provision
and sees no reason to modify it at thistime. However, in view of the fact that the
SIC classification system is being replaced by the North American Industry
Classification System, the Board will be reviewing the provision and may consider
If a procedure to exempt investments that do not comply with the relevant
classification system would be appropriate.

This same commenter suggested that the Board review its reporting
requirements to seek ways to address the difficulty of monitoring compliance with
the requirements of section 211.23(f) of Regulation K within a complex, multi-tiered
globd organization. In the aftermath of the Gramm-Leach-Bliley Act, the Board is
undertaking areview of reporting requirements for foreign banking organizations
and is seeking to reduce burden where appropriate.

The Conduct of Unregulated Activities Abroad through U.S. Companies
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Pursuant to section 4(c)(9) of the BHC Act, Regulation K currently
exempts from the BHC Act any activity conducted by a QFBO outside the United
States. In 1997, the Board noted the growing trend by foreign banks to use this
exemption to conduct unregulated activities abroad through foreign subsidiaries of
U.S. companies operating under section 4(c)(8) of the BHC Act. U.S. bank
holding companies, in contrast, are not able to conduct unrestricted activities
abroad through foreign subsidiaries of their section 4(c)(8) companies. Under the
BHC Act, aU.S. bank holding company may own foreign subsidiaries only under
the authority of Subpart A of Regulation K which set limits on the activities that can
be conducted in such subsidiaries. The Board requested comment on whether it is
consistent with the policy of national treatment to permit QFBOs to continue to use
the exemption to conduct unrestricted activities abroad in foreign subsidiaries of
companies regulation by the Board under section 4(c)(8).

The commenters generally favored permitting foreign banks to have
unrestricted 4(c)(9) foreign subsidiaries of 4(c)(8) companies. A number of
commenters stated that a foreign banking organization should be permitted to
organize its non-U.S. activities in the manner that best suits its business, and that
the home country supervisor and not the Federal Reserve is regarded by the market
as the supervisor of the activities of such foreign companies. None of the
commenters expressed any views as to whether such practice may provide foreign
banks with a competitive advantage over U.S. banking organizations in using and
marketing the name and operations of the regulated U.S. company, but they did
state that foreign banks could achieve the same benefits by establishing aforeign
affiliate of the 4(c)(8) company with asimilar or identical name.

The Board has determined to take no action at this time to prevent the
practice from continuing, but reserves the right to review any of these situations as
the facts warrant and require a change in the relationship if the structure in fact
results in competitive inequality.2¢

Implementation of New | nterstate Rules

3¥The Board notes that materia alterations in nonbanking activities
carried on by a particular section 4(c)(8) company may require notice to the
Board. 12 CFR 225.25(c)(3).
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In addition to application procedures and rules on nonbanking
activities, Regulation K implements the restrictions on interstate operations of
foreign banks provided in the IBA and the BHC Act. The Interstate Act amended
the IBA and the BHC Act to remove geographic restrictions on interstate
acquisitions of banks by foreign banks, permitted foreign banks to branch interstate
by merger and de novo on the same basis as domestic banks with the same home
state as the foreign bank, and modified the definition of aforeign bank’s home state
for purposes of interstate branching. The Interstate Act became fully effectivein
June 1997.

In May 1996, the Board published afinal rule to implement certain of
the changes made by the Interstate Act. The rule required certain foreign banks to
select a home state for the first time, or have a home state designated by the Board,
removed obsolete provisions of Regulation K that restricted the ability of aforeign
bank to effect maor bank mergers through U.S. subsidiary banks located outside
the foreign bank’ s home state, and deleted certain other obsol ete rules governing
home state selection.

The Board's 1997 proposal sought to implement and interpret certain
other changes made by the Interstate Act. The proposal would permit foreign
banks to make additiona changes in home state under certain circumstances and
clarified the extent to which aforeign bank changing its home state would be
required to conform its existing network of bank subsidiaries and banking offices.

In addition, the proposal set forth the additional standards for
approval of applications by foreign banks to establish interstate branches. It dso
clarified that the “upgrade’ of agencies and limited branches to full branches
required Board approval and that the Board would approve such upgrades (absent
amerger transaction) only if the host state had enacted laws permitting de novo
interstate branching. Finally, the proposal deleted the Board’ s home state
attribution rule, which provides that aforeign bank (or other company) and al other
foreign banks which it controls must have the same home state.

The commenters were generally supportive of the Board's proposals
in the interstate area. With the exception of the “upgrades’ proposal which, as
described below, has been mooted by subsequent legidation, the Board has
adopted the changes as proposed.



Changes of Home State

In 1980, the Board alowed foreign banks a single change of home
state as a compromise between the need for comparable treatment with domestic
banks and Congress' intent, in adopting the IBA, that foreign banks be allowed
some flexibility to change home state. The basic framework for interstate banking,
however, has changed substantially since 1980, when domestic banks generally
could not branch interstate and rarely, if ever, could change home states. Domestic
and foreign banks may now branch into other states either de novo or by merger in
certain circumstances; interstate branching by merger between banks is now
possiblein al but one state (all states will allow interstate branching by merger as of
year end 2001), and de novo interstate branching is permitted in 17 states. Asa
result, many domestic banks with interstate branches now have significant
opportunities to change home state, although these opportunities are not available
to al banks under al circumstances.

In light of these changes, the Board proposed giving foreign banks
additional opportunities to change home state in away that affords comparable
treatment to foreign and domestic banks. The proposal retained the ability of
foreign banks under current rules to change their home state once by filing a notice
with the Board. Changes made by foreign banks prior to the entry into effect of the
final rule would count toward this one-time limit. The proposal also established a
new procedure for foreign banks to change home state an unlimited number of
times, by applying for the prior approval of the Board for each such change. A
foreign bank applying to change its home state under the new procedure would be
required to show that a domestic bank with the same home state would be able to
make the same change.

The Board has adopted the change in home state provision as
proposed. The commenters supported the provision but questioned the need for
prior Board approval; instead they recommended a 45 day notice requirement.
The Board has considered whether the issues presented by arequest for an
additiona change of home state could be dealt with adequately during a 45 day
prior notice period. The Board expects such changes to be comparatively rare. In
addition, each such request presents unique facts. For these reasons, the Board
has elected to retain the prior gpproval requirement set forth in the proposal. As
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the Board gains experience processing such requests, it may consider replacing the
prior approva with a prior notice requirement.

One of the commenters sought assurance that the Board would be
flexible in interpreting the requirement that a foreign bank seeking to make an
additional change of home state demonstrate that a domestic bank with the same
home state would be able to make the same change. The Board believes the new
procedure advances the policies of national treatment and equality of competitive
opportunity underlying the IBA by allowing foreign banks to take advantage of
changes in laws concerning interstate branching in order to change home state,
when and to the extent those laws make it possible for similarly situated domestic
banks to change home state. Although the Interstate Act made it possible for
domestic banks to change home state in some cases, there are other cases where
such a change in home state may be difficult or impossible. The new procedure
also seeks to prevent foreign banks from gaining an unfair competitive advantage
over domestic banks. Accordingly, the new procedure would alow foreign banks
to change home state only in cases where a domestic bank could effect a
comparable change.

Changes in home state would generally have no impact on which
Reserve Bank will supervise the operations of a foreign bank nor on which Reserve
Bank will receive aforeign bank’s reports and applications.

Conforming U.S. Operations Upon Change in Home State

Regulation K currently requires aforeign bank that changes its home
state to conform its banking operations outside the new home state to what would
have been permissible at the time of the bank’s original home state selection. The
requirement, adopted in 1980, implemented section 5 of the IBA which sought to
prevent foreign banks from using a home state change to acquire and maintain
subsidiary banks or branches in more than one state in circumstances where a
domestic bank or bank holding company would be unable to do so.

The Interstate Act liberalized the rules on interstate branches and
eliminated the geographic restrictions on the purchases of banks by domestic bank
holding companies and foreign banks under the BHC Act and the IBA.
Consequently, the Board proposed that the provisions on conforming operations
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upon aforeign bank’s change of home state be revised to reflect changes made by
the Interstate Act. For example, with respect to subsidiary banks, aforeign bank
would no longer be required to divest a subsidiary bank outside its new home state;
the Interstate Act authorizes interstate acquisitions of bank subsidiaries.

With respect to conforming branches outside the foreign bank’ s new
home state, the proposal reflected the liberalized interstate branching rules
applicable to foreign and domestic banks as aresult of the Interstate Act. A
foreign bank changing its home state would be permitted to retain all branches
which the foreign bank could establish (under current law) if it aready had its new
home state. This relaxation is appropriate given that domestic, as well as foreign
banks, now have significant opportunities to establish and retain interstate branches.

The commenters supported this proposal and the Board adopted it as
proposed. One commenter was concerned, however, that arigid interpretation of
the limitation on retention of existing branch operations outside the new home State
to only those branches that the foreign bank could establish under current law if it
aready had its new home state would severely limit changes of home state by
banks with established, nongrandfathered operations in the old home state. The
Board intends to apply the rule consistent with the scope of the changesto the
interstate rules. The Board also notes that the GLB Act provides opportunities for
banks to upgrade existing operations outside the home state. These opportunities
should reduce the need for foreign banks to change home states.

Additional Standards for Interstate Offices

The proposal aso contained the additional standards required by the
Interstate Act for approva by the Board of the establishment by a foreign bank of
branches located outside of the bank’ s home state. These standards were designed
to insure that foreign banks seeking to establish interstate branches meet
requirements comparable to those imposed on domestic banks seeking to operate
interstate. The Board received no comments on this aspect of the interstate
proposal and has adopted it as proposed.

Upgrading of Agencies and Limited Branches to Full Branches

Section 5 of the IBA, as amended by the Interstate Act, generally



dlows aforeign bank to establish full branches outside its home state only if a
domestic bank with the same home state could establish branches in the same host
state under the Interstate Act. The GLB Act contained a new exception to this
genera limitation. The new provision adlows aforeign bank, with the Board's
approval, to upgrade an existing agency or limited branch outside the bank’ s home
state to a full service branch provided the state would permit the upgrade and the
office has been is existence the minimum amount of time that the state requires for
the acquisition of an interstate bank.

In response to inquiries and requests from trade groups, the Board, in
Its 1997 proposal, stated its view that upgrades of existing agencies and limited
branches outside of aforeign bank’ s home state constituted a “change in status’ of
an office requiring Board approva under FBSEA. In addition, the Board stated that
such upgrades would be approved only in situations where the state in which the
upgraded office was located permitted de novo branching.

The Board's proposal elicited responses from three commenters,
each of which urged liberdization and/or flexibility to some degree. The proposal
and the comments recelved have been superseded to a significant degree by the
GLB Act provision permitting upgrades. The new statutory provision confirmed
that upgrades require Board approval but made such upgrades more widely
available than the Board had proposed. Upgrades may now be approved provided
the state permits the upgrade and the office to be upgraded has been in existence in
that state for the minimum amount of time (no more than 5 years) required for the
acquisition of an interstate bank. The Board is amending its interstate rules to
implement the GLB provision. Upgrades, like other branch proposals under
FBSEA , generally require full applications. Prior notice may be available, as
provided elsewhere in thisfind rule, if the foreign bank has previoudy received a
CCS determination from the Board.

Home State Attribution Rule Deleted

Regulation K currently provides that a foreign banking organization
and al its affiliates are entitled to only one home state. This would be true even if
the foreign banking organization owned severa different foreign banks with
operations in the United States.



At the time the rule was adopted, domestic banks generally could not
branch into states other than the ones in which they were located, nor could bank
holding companies generally acquire banks outside their home state. In that
context, the Regulation K provision was structured to prevent affiliated groups of
foreign banks from gaining an unfair advantage over domestic banks by having
each of the affiliated foreign banks select a different home state. Having done so,
the foreign banks would be able to open and operate branches in more than one
state. The rule sought to prevent this by stating that a foreign banking organization
and any foreign bank that it controls would be entitled to only one home state.

The Interstate Act has substantially changed the rules on interstate
expansion since this provision was originaly adopted. Under current law, a bank
holding company may own many banks in different states; each of these banksis
entitled to its own home state regardless of the home states of its affiliates.
Consequently, in 1997 the Board proposed that Regulation K be amended to
eliminate the requirement that a foreign bank and al its affiliates are entitled to only
one home state. The proposal would preserve national treatment for foreign banks
and would not put U.S. banking organizations at any competitive disadvantage.
The commenters supported the proposal, and the Board has adopted it.

Representative Offices

Definition of Representative Office

The GLB Act amended the definition of representative office such that
asubsidiary of aforeign bank may now be considered a representative office. The
definition of representative office in Regulation K has been modified to conform
with the changein law. The statutory amendment closed a potentia “loophole’ that
made it possible for foreign banks to set up subsidiaries to engage in representative
activities, thus avoiding both the FBSEA application process and ongoing
supervision of such subsidiary as a representative office. However, the fact that
subsidiaries can now be deemed to be representative offices raises new issues.

The Board is aware of only afew cases in which banks sought to
make use of this loophole and does not believe that there are significant current
Issues with respect to representative functions being conducted out of subsidiaries.
It is possible that aforeign bank could attempt to evade the IBA’ s requirements by
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using a nonbank subsidiary; it would be difficult, however, to anticipate and try to
prohibit al potential schemes. The Board thusis not proposing to amend
Regulation K to clarify al stuations in which anonbank subsidiary or affiliate
would be considered a representative office. Rather the Board is providing general
guidance and seeks views on whether more explicit guidance is warranted.

As ageneral matter, any subsidiary established for the purpose of
acting as a representative office clearly would be a representative office. Similarly,
asubsidiary would be considered to be a representative office when it holds itself
out to the public as arepresentative of the foreign bank, acting on behalf of the
foreign bank, even if the subsidiary engages in other nonbank business. In
addition, an individual or a unit of a subsidiary that acts as a representative of a
foreign bank from the location of the nonbank subsidiary would be treated as a
representative office. An important limitation on this general approach isthat a
subsidiary generdly would not be considered a representative office if it makes
customer referrals or cross-markets the foreign bank’ s services in a manner that
would be permissible for a nonbank affiliate of a U.S. bank.

The Board is dso interested in receiving views on whether a money
transmitter subsidiary of a foreign bank should be prohibited from aso engaging in
representative functions or employing individuals who act as bank representatives.
A money transmitter is a nonbank company that for afee will send fundsto
persons outside the United States. Often, the funds are first transmitted to the
affiliated foreign bank for the benefit of the ultimate recipient. A foreign bank is not
entitled to use the money transmitter to engage in deposit-taking. If arepresentative
office were combined with a money transmitter, it would be extremdly difficult if
not impossible to monitor or enforce compliance with this restriction. Customers
could also be confused about the status of funds given to the money transmitter.

Registration of existing incorporated representative offices

There may be some subsidiaries of foreign banks that will fall within
the definition of “representative office’ for the first time, and these subsidiaries will
need to be identified. The Board has determined to impose a registration
requirement similar to that imposed following the enactment of FBSEA, which
subjected representative offices of foreign banks to Board approval requirements
and supervision for thefirst time. All subsidiaries that are acting as representative
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offices will be required to complete a brief informational report. The form will be
Issued separately. Subsidiaries and affiliates of foreign banks that have been
conducting representative functions on behalf of the foreign bank will be
“grandfathered” and not required to apply to “re-establish” arepresentative
office.2

Approval of L oans at a Representative Office

Regulation K currently includes as permissible activities for a
representative office those in which a“loan production office” of a state member
bank may engage as set forth in 21978 Board interpretation. The portion of the
interpretation restricting loan approvals at such offices has been superceded, and
loan origination facilities of state member banks may approve loansin certain
circumstances. The Board considers that representative offices of foreign banks
that are subject to the BHC Act, and thus subject to supervision in the United
States, should be permitted to engage in the same activities as such facilities. The
Board is therefore amending Regulation K to remove the reference to the
interpretation and clarify that representative offices may make credit decisionsif (i)
the foreign bank also operates one or more branches or agencies in the United
States, (i) the loans approved at the representative office are made by aU.S.
branch or agency of the bank, and (iii) the loan proceeds are not disbursed in the
representative office.

Additional M atters

Temporary Additional Office Location

From time to time, the Board has received requests from foreign
banks that desire to have an additiona temporary location, usually as an interim
measure before moving into new office space that can accommodate the entire staff

39 The grandfathering would be effective as of the date of the
proposal but only for those affiliates engaged in activities clearly permissible
to conduct in combination with representative office functions. Thus, should
the Board determine that representative functions may not be conducted in a
money transmitter subsidiary, such activities would have to be discontinued.
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of the branch or agency. The earliest inquiries were prompted by space constraints
at the existing office and the need to relocate some employees until renovations
could be completed at a new larger location. To accommodate such situations, the
Board proposed a new provision in Regulation K permitting the Board, in its
discretion, to determine that a well-managed foreign bank would not be considered
to have established an office if certain conditions were met. Since the proposa
was made, staff has received additional inquiries where the proposed relocation of
employees would not fit within the provision as proposed. These more recent
requests have involved mergers or consolidations of bank and nonbank entities
within a banking group. The Board therefore, has adopted a broadened form of the
provision to cover these additional types of temporary relocation situations. Any
foreign bank taking advantage of this authority would be required to advise the
Board prior to the relocation, make certain commitments2? and provide periodic
information, as requested. The Board generally would not make such
determinations if the reason for the request is the bank’ s failure to file on atimely
basis a notice or application for the additiona office, and the bank could not
maintain the temporary location for more than twelve months.

Changes to Definition Section

The revision makes certain technica changes in the definition section
of Subpart B, including in the definitions of “appropriate Federal Reserve Bank,”
“change in status,” “foreign banking organization,” “regiona adminigtrative office,”
and “representative office.”

Conforming Changes to Termination Provisons

The Board proposed to amend the provisions of Subpart B dealing
with termination of a U.S. office of aforeign bank to add as a grounds for
termination afinding that the home country supervisor of aforeign bank is not
making demonstrable progress in establishing arrangements for the comprehensive
supervision or regulation of such foreign bank on a consolidated basis. This

40As a generd rule, the Board would require that there be no signs at
any temporary location identifying it as an office of the bank, and that no
client meetings take place at atemporary location.



change has been adopted.

Reduction of Reporting Reguirements

The Board proposed reducing the periodicity of reporting of all
acquisitions of shares in companies engaged in business in the United States from
quarterly to annually. Since the issuance of the proposal, the Board has
reconsidered this issue in connection with the devel opment and issuance of a new
Form FR Y-10F. On thisform, foreign banking organizations are required to
report some of the investments covered by the old quarterly report on an event-
generated basis. Remaining U.S. investments will be reportable only annually in
connection with the FR Y-7. The fina rule reflects the decisions on reporting made
in connection with the issuance of the FR Y-10F.

Subpart C: Export Trading Companies

Subpart C of Regulation K sets out the rules governing investments
and participation in export trading companies (ETCs) by bank holding companies
and other digible investors. ETCs are companies in which bank holding companies
and certain other eligible investors may invest for the purpose of promoting U.S.
exports.

Currently, an digible investor must give the Board 60 days prior
written notice of an investment of any amount in an ETC. The Board proposed
adding agenera consent provision under which an dligible investor that is well-
capitalized and well-managed may invest in an ETC without prior notice. Such an
investor would have to provide certain information to the Board in a post-
investment notice. The terms well-capitalized and well-managed, as used for this
purpose, would have the same meanings as in the Board's Regulation Y .

The Board further proposed alowing an dligible investor, also under
general consent authority, to reinvest an amount equal to dividends received from
the ETC in the prior year and to acquire an ETC from an affiliate at net asset value.
Other proposed revisions included moving al defined terms into a new definitions
section; removing an obsolete provision relating to the calculation of an ETC's
revenues, and making certain minor, technical amendments.
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One commenter expressed general support for the Board' s proposal. The
Board is adopting the revisions as proposed.

Delegations of Authority

The Board proposed additional and modified delegations of authority
with respect to certain matters arising under Regulation K. Foremost, the Board
proposed to delegate additional authority to the Director of the Division of Banking
Supervision and Regulation with respect to foreign branching by member banks,
genera consent investments under Subpart A, and the general consent procedures
of Subpart C. The Board also proposed to delegate to the Director and to the
Reserve Banks additional authority with respect to prior notice investments and the
establishment of prior notice U.S. offices by foreign banks. In addition, the Board
proposed to delete as no longer necessary the delegation to the Reserve Banks to
approve an gpplication by aforeign bank to establish an additional U.S. office or a
commercial lending company under certain circumstances. These proposals did
not elicit negative comment, and they are adopted as proposed.

The Board also is authorizing several additional delegations of
authority, relating generally to the processing and approva of applications under al
Subparts of Regulation K; investments in Edge and agreement corporation
subsidiaries; amendments to Edge corporation charters; the establishment of
agreement corporations; “special-purpose foreign government-owned bank”
determinations under section 211.24(d)(3); the approva of requests arising under
section 4(c)(9) of the BHC Act; and FHC elections by foreign banks. The
delegations of authority and modifications to existing delegations authorized by this
fina rulemaking will be varioudly codified in Regulation K and the Board's Rules
Regarding Delegation of Authority (12 CFR part 265).

Regulatory Flexibility Act

The Board has reviewed the fina rule in accordance with the
Regulatory Hexibility Act. Thisfinal rule makes amendments to subparts A, B and
C of Regulation K based upon areview of the regulation consistent with section
303 of the Riegle Community Development and Regulatory Improvement Act of
1994 (the Regulatory Improvement Act) and the International Banking Act of 1978
(the IBA). The rule streamlines procedures for U.S. and foreign banking
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organizations, implements portions of the Interstate Act, EGRPRA and GLB, and
authorizes expanded activities for U.S. banking organizations abroad. The overall
effect of the fina rule will be to reduce regulatory burden. Pursuant to the
Regulatory Flexibility Act, the Board hereby certifies that the final rule will not have
asgnificant economic impact on a substantial number of small business entities.

Paperwork Reduction Act

In accordance with the Paperwork Reduction Act of 1995 (44 U.S.C.
3506; 5 CFR 1320 Appendix A.1), the Board reviewed the fina rule under the
authority delegated to the Board by the Office of Management and Budget. The
Federal Reserve may not conduct or sponsor, and an organization is not required
to respond to, an information collection unless the Board displays a currently valid
OMB control number. The Board’'s OMB control numbers for the collections
revised by this rule are 7100-0107 (the International Applications and Prior
Notifications under Subparts A and C of Regulation K; FR K-1), 7100-0110 (the
Notification Required Pursuant to Section 211.23(h) of Regulation K on
Acquisitions by Foreign Banking Organizations; FR 4002), and 7100-0284 (the
International Applications and Prior Notifications under Subpart B of Regulation K;
FR K-2).

The collections of information that are revised by this rulemaking are
found in 12 CFR 211.3, 211.5, 211.7, 211.9 through 211.11, 211.13, 211.22
through 211.24, and 211.34. These information collections are required to evidence
compliance with the requirements of Regulation K. The respondents are for-profit
financid ingtitutions, including small businesses.

No comments specifically addressing the burden estimate were
received. The current estimated annual burden for the 7100-0107 is 636 hours.
The fina rule would result in an estimated 25 percent reduction in the number of
gpplicationsfiled. The fina rule would permit strongly capitalized and well-
managed U.S. banking organizations making investments pursuant to general
consent authority to file an abbreviated post-investment notice with the Board.
This notice would take the place of certain requirements for prior notices or
applications to the Board before any such investment could be made. The current
estimated annua burden for the 7100-0284 is 600 hours. It is estimated that the
final rule would reduce the burden by 10 percent due to a decrease in the average
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number of hours required to complete an application. The Board expects to
publish a separate notice to revise these two applications to comply with the final
rule' s reporting requirements. In the interim, ingtitutions may submit any new
information requested in thisrule in aletter format. The current estimated annual
burden for the 7100-0110 is 80 hours. The fina rule eliminates the need for this
separate information collection. Similar information is collected on the Annual
Report of Foreign Banking Organizations (FR Y-7; OMB No. 7100-0125) and the
Report of Changesin FBO Organizational Structure (FR Y-10F; OMB No. 7100-
0297). The Board estimates there would be no cost burden in addition to the
annual hour burden.

For the 7100-0107 and the 7100-0284, the applying organization has
the opportunity to request confidentiality for information that it believes will qualify
for an FOIA exemption.

The Federal Reserve has a continuing interest in the public’ s opinions
of our collections of information. At any time, comments regarding the burden
estimate, or any other aspect of this collection of information, including suggestions
for reducing the burden, may be sent to: Secretary, Board of Governors of the
Federal Reserve System, 20" and C Streets, N.W., Washington, DC 20551; and to
the Office of Management and Budget, Paperwork Reduction Project (7100-0107
or 7100-0284), Washington, DC 20503,

List of Subjects
12 CER Part 211

Exports, Federal Reserve System, Foreign banking, Holding companies,
Investments, Reporting and recordkeeping requirements.

12 CER Part 265

Authority delegations (Government agencies), Banks, banking, Federal
Reserve System.

For the reasons set out in the preamble, the Board of Governors amends 12
CFR parts 211 and 265 as set forth below:
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PART 211 - INTERNATIONAL BANKING OPERATIONS
(REGULATION K)

1. The authority citation for part 211 continues to read as follows:

Authority: 12 U.S.C. 221 et seq., 1818, 18353, 1841 et seq., 3101 &t seq.,
3109 et seq.

2. Subparts A, B, and C (consisting of 88 211.1 through 211.34) are revised
to read as follows:

Subpart A - International Operations of U.S. Banking Organizations

Sec.

211.1 Authority, purpose, and scope.

211.2 Definitions.

211.3 Foreign branches of U.S. banking organizations.

211.4 Permissible investments and activities of foreign branches of member banks.
211.5 Edge and agreement corporations.

211.6 Permissible activities of Edge and agreement corporations in the United
States.

211.7 Voluntary liquidation of Edge and agreement corporations.

211.8 Investments and activities abroad.

211.9 Investment procedures.

211.10 Permissible activities abroad.

211.11 Advisory opinions under Regulation K.

211.12 Lending limits and capital requirements.

211.13 Supervision and reporting.

Subpart B - Foreign Banking Organizations

211.20 Authority, purpose, and scope.

211.21 Definitions.

211.22 |Interstate banking operations of foreign banking organizations.
211.23 Nonbanking activities of foreign banking organizations.

211.24 Approval of offices of foreign banks; procedures for applications;
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standards for approval; representative office activities and standards for approval;
preservation of existing authority.

211.25 Termination of offices of foreign banks.

211.26 Examination of offices and affiliates of foreign banks.

211.27 Disclosure of supervisory information to foreign supervisors.

211.28 Provisions applicable to branches and agencies. limitation on loans to one
borrower.

211.29 Applications by state branches and state agencies to conduct activities not
permissible for federal branches.

211.30 Criteriafor evaluating U.S. operations of foreign banks not subject to
consolidated supervision.

Subpart C - Export Trading Companies

211.31 Authority, purpose, and scope.

211.32 Definitions.

211.33 Investments and extensions of credit.

211.34 Procedures for filing and processing notices.

SUBPART A - International Operations of U.S. Banking Organizations
§211.1 Authority, purpose, and scope.

(@ Authority. This subpart isissued by the Board of Governors of the
Federa Reserve System (Board) under the authority of the Federal Reserve Act
(FRA) (12 U.S.C. 221 et s2q.); the Bank Holding Company Act of 1956 (BHC
Act) (12 U.S.C. 1841 & seq.); and the International Banking Act of 1978 (IBA) (12
U.S.C. 3101 & seq.).

(b) Purpose. This subpart sets out rules governing the international and
foreign activities of U.S. banking organizations, including procedures for
establishing foreign branches and Edge and agreement corporations to engage in
internationa banking, and for investments in foreign organizations.

(c) Scope. This subpart appliesto:

(1) Member banks with respect to their foreign branches and investmentsin

A



foreign banks under section 25 of the FRA (12 U.S.C. 601)6044);4Y and

(2) Corporations organized under section 25A of the FRA (12 U.S.C. 611-
631) (Edge corporations);

(3) Corporations having an agreement or undertaking with the Board under
section 25 of the FRA (12 U.S.C. 601-604a) (agreement corporations); and

(4) Bank holding companies with respect to the exemption from the
nonbanking prohibitions of the BHC Act afforded by section 4(c)(13) of that act
(12 U.S.C. 1843(c)(13)).

§ 211.2 Definitions.

Unless otherwise specified, for purposes of this subpart:

(@ An gfiliate of an organization means:

(1) Any entity of which the organization isadirect or indirect subsidiary; or

(2) Any direct or indirect subsidiary of the organization or such entity.

(b) Capital Adeguacy Guidelines means the “Capita Adequacy Guidelines
for State Member Banks. Risk-Based Measure” (12 CFR part 208, app. A) or the

“Capital Adequacy Guidelines for Bank Holding Companies. Risk-Based
Measure’ (12 CFR part 225, app. A).

(c) Capital and surplus means, unless otherwise provided in this part:

(1) For organizations subject to the Capital Adequacy Guidelines:

(i) Tier 1 andtier 2 capital included in an organization’s risk-based capital

4Section 25 of the FRA (12 U.S.C. 601-6044a), which refersto
national banking associations, also applies to state member banks of the
Federal Reserve System by virtue of section 9 of the FRA (12 U.S.C. 321).
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(under the Capital Adequacy Guidelines); and

(i) The baance of allowance for loan and lease losses not included in an
organization’ stier 2 capital for calculation of risk-based capital, based on the
organization’s most recent consolidated Report of Condition and Income.

(d) Directly or indirectly, when used in reference to activities or investments
of an organization, means activities or investments of the organization or of any
subsidiary of the organization.

(e) Eligible country means any country:

(1) For which an allocated transfer risk reserve is required pursuant to
§ 211.43 of this part and that has restructured its sovereign debt held by foreign
creditors; and

(2) Any other country that the Board deems to be dligible.

(f) An Edge corporation is engaged in banking if it is ordinarily engaged in
the business of accepting deposits in the United States from nonaffiliated persons.

(g) Engaged in business or engaged in activities in the United States means
maintaining and operating an office (other than a representative office) or subsidiary
in the United States.

(h) Equity means an ownership interest in an organization, whether through:

(1) Voting or nonvoting shares,

(2) Generd or limited partnership interests;

(3) Any other form of interest conferring ownership rights, including
warrants, debt, or any other interests that are convertible into shares or other

ownership rights in the organization; or

(4) Loansthat provide rights to participate in the profits of an organization,
unless the investor receives a determination that such loans should not be
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considered equity in the circumstances of the particular investment.

(i) Foreign or foreign country refers to one or more foreign nations, and
includes the overseas territories, dependencies, and insular possessions of those
nations and of the United States, and the Commonwealth of Puerto Rico.

(j) Foreign bank means an organization that:

(1) Isorganized under the laws of aforeign country;
(2) Engages in the business of banking;

(3) Isrecognized as a bank by the bank supervisory or monetary authority
of the country of its organization or principal banking operations;

(4) Receives deposits to a substantial extent in the regular course of its
business,; and

(5) Hasthe power to accept demand deposits.
(k) Foreign branch means an office of an organization (other than a

representative office) that is located outside the country in which the organization is
legally established and at which a banking or financing business is conducted.

(I) Eoreign person means an office or establishment located outside the
United States, or an individua residing outside the United States.

(m) Investment means:

(1) The ownership or control of equity;

(2) Binding commitments to acquire equity;

(3) Contributions to the capital and surplus of an organization; or

(4) The holding of an organization’s subordinated debt when the investor
and the investor’ s affiliates hold more than 5 percent of the equity of the
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organization.

(n) Investment grade means a security that is rated in one of the four highest
rating categories by:

(1) Two or more NRSROs; or
(2) One NRSRO if the security has been rated by only one NRSRO.

(o) Investor means an Edge corporation, agreement corporation, bank
holding company, or member bank.

(p) Joint venture means an organization that has 20 percent or more of its
voting shares held directly or indirectly by the investor or by an &ffiliate of the
investor under any authority, but which is not a subsidiary of the investor or of an
dffiliate of the investor.

(q) Loans and extensions of credit means all direct and indirect advances of
funds to a person made on the basis of any obligation of that person to repay the
funds.

(N  NRSRO means anationaly recognized statistical rating organization as
designated by the Securities and Exchange Commission.

(s) Organization means a corporation, government, partnership, association,
or any other entity.

(t) Person means an individua or an organization.

(u) Portfolio investment means an investment in an organization other than a
subsidiary or joint venture,

(v) Representative office means an office that:

(1) Engages solely in representational and administrative functions (such as
soliciting new business or acting as liaison between the organization’ s head office
and customers in the United States); and
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(2) Does not have authority to make any business decision (other than
decisions relating to its premises or personnel) for the account of the organization it
represents, including contracting for any deposit or deposit-like liability on behalf
of the organization.

(w) Subsidiary means an organization that has more than 50 percent of its
voting shares held directly or indirectly, or that otherwise is controlled or capable
of being controlled, by the investor or an affiliate of the investor under any
authority. Among other circumstances, an investor is considered to control an
organization if:

(1) Theinvestor or an affiliate is a generd partner of the organization; or

(2) Theinvestor and its affiliates directly or indirectly own or control more
than 50 percent of the equity of the organization.

(X) Tier 1 capital has the same meaning as provided under the Capital
Adequacy Guidelines.

(y) Well capitaized means:

(1) Inrelation to a parent member or insured bank, that the standards set out
in section 208.43(b)(1) of Regulation H (12 CFR 208.43(b)(1)) are satisfied;

(2) Inrelation to abank holding company, that the standards set out in
section 225.2(r)(1) of Regulation Y (12 CFR 225.2(r)(1)) are satisfied; and

(3) In relation to an Edge or agreement corporation, that it hastier 1 and
total risk-based capital ratios of 6.0 and 10.0 percent, respectively, or greater.

(20 Wdl managed means that the Edge or agreement corporation, any parent
insured bank, and the bank holding company recelved a composite rating of 1 or 2,
and at least a satisfactory rating for management if such arating is given, at their
most recent examination or review.

8§ 211.3 Foreign branches of U.S. banking or ganizations.
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(@ Generd. (1) Definition of banking organization. For purposes of this
section, a banking organization is defined as a member bank and its affiliates.

(2) A banking organization is considered to be operating abranch in a
foreign country if it has an affiliate that is a member bank, Edge or agreement
corporation, or foreign bank that operates an office (other than a representative
office) in that country.

(3) For purposes of this subpart, aforeign office of an operating subsidiary
of amember bank shall be treated as a foreign branch of the member bank and may
engage only in activities permissible for a branch of a member bank.

(4) At any time upon notice, the Board may modify or suspend branching
authority conferred by this section with respect to any banking organization.

(b) (1) Establishment of foreign branches. (i) Foreign branches may be
established by any member bank having capital and surplus of $1,000,000 or more,
an Edge corporation, an agreement corporation, any subsidiary the shares of which
are held directly by the member bank, or any other subsidiary held pursuant to this
subpart.

(i) The Board grantsits general consent under section 25 of the FRA (12
U.S.C. 601-604a) for a member bank to establish a branch in the Commonwesalth
of Puerto Rico and the overseas territories, dependencies, and insular possessions
of the United States.

(2) Prior notice. Unless otherwise provided in this section, the
establishment of aforeign branch requires 30 days' prior written notice to the
Board.

(3) Branching into additional foreign countries. After giving the Board 12
business days prior written notice, a banking organization that operates branches in
two or more foreign countries may establish a branch in an additiona foreign
country.

(4) Additiona branches within aforeign country. No prior noticeis required
to establish additional branches in any foreign country where the banking
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organization operates one or more branches.

(5) Branching by nonbanking affiliates. No prior notice isrequired for a
nonbanking affiliate of a banking organization (i.e., an organization that is not a
member bank, an Edge or agreement corporation, or foreign bank) to establish
branches within a foreign country or in additional foreign countries.

(6) Expiration of branching authority. Authority to establish branches, when
granted following prior written notice to the Board, shall expire one year from the
earliest date on which the authority could have been exercised, unless extended by
the Board.

(c) Reporting. Any banking organization that opens, closes, or relocates a
branch shall report such change in a manner prescribed by the Board.

(d) Reserves of foreign branches of member banks. Member banks shall
maintain reserves against foreign branch deposits when required by Regulation D
(12 CFR part 204).

(e) Conditional Approval; Accessto Information. The Board may impose
such conditions on authority granted by it under this section as it deems necessary,
and may require termination of any activities conducted under authority of this
section if a member bank is unable to provide information on its activities or those
of its affiliates that the Board deems necessary to determine and enforce
compliance with U.S. banking laws.

8§ 211.4 Permissible activities and investments of foreign branches of
member banks.

(@ Permissible Activities and Investments. In addition to its genera banking
powers, and to the extent consistent with its charter, aforeign branch of a member
bank may engage in the following activities and make the following investments, so
far asis usua in connection with the business of banking in the country where it
transacts business:

(1) Guarantees. Guarantee debts, or otherwise agree to make payments on
the occurrence of readily ascertainable events (including, but not limited to,
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nonpayment of taxes, rentals, customs duties, or costs of transport, and loss or
nonconformance of shipping documents) if the guarantee or agreement specifies a
maximum monetary liability; however, except to the extent that the member bank is
fully secured, it may not have liabilities outstanding for any person on account of
such guarantees or agreements which, when aggregated with other unsecured
obligations of the same person, exceed the limit contained in section 5200(a)(1) of
the Revised Statutes (12 U.S.C. 84) for loans and extensions of credit;

(2) Government obligations. (i) Underwrite, distribute, buy, sdll, and hold
obligations of:

(A) The nationa government of the country where the branch is located and
any political subdivision of that country;

(B) An agency or insrumentaity of the national government of the country
where the branch is located where such obligations are supported by the taxing
authority, guarantee, or full faith and credit of that government;

(C) The national government or political subdivision of any country, where
such obligations are rated investment grade; and

(D) An agency or insrumentality of any national government where such
obligations are rated investment grade and are supported by the taxing authority,
guarantee or full faith and credit of that government.

(i) No member bank, under authority of this paragraph (a)(2), may hold, or
be under commitment with respect to, such obligations for its own account in
relation to any one country in an amount exceeding the greater of

(A) 10 percent of itstier 1 capital; or
(B) 10 percent of the total deposits of the bank’ s branches in that country
on the preceding year-end call report date (or the date of acquisition of the branch,

in the case of a branch that has not been so reported);

(3) Other investments. (i) Investin:
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(A) The securities of the central bank, clearinghouses, governmental entities
other than those authorized under paragraph (a)(2) of this section, and
government-sponsored development banks of the country where the foreign branch
is located,;

(B) Other debt securities eligible to meet local reserve or similar
requirements; and

(C) Shares of automated el ectronic-payments networks, professiona
societies, schools, and the like necessary to the business of the branch;

(i) Thetota investments of a bank’s branchesin a country under this
paragraph (3) (exclusive of securities held as required by the law of that country or
as authorized under section 5136 of the Revised Statutes (12 U.S.C. 24, Seventh))
may not exceed 1 percent of the total deposits of the bank’ s branches in that
country on the preceding year-end call report date (or on the date of acquisition of
the branch, in the case of a branch that has not been so reported);

(4) Red edtateloans. Take liens or other encumbrances on foreign rea
estate in connection with its extensions of credit, whether or not of first priority and
whether or not the red estate has been improved;

(5) Insurance Act asinsurance agent or broker;

(6) Employee benefits program. Pay to an employee of the branch, as part
of an employee benefits program, a greater rate of interest than that paid to other
depositors of the branch;

(7) Repurchase agreements. Engage in repurchase agreements involving
securities and commodities that are the functiona equivaents of extensions of
credit;

(8) Investment in subsidiaries. With the Board's prior approval, acquire all
of the shares of a company (except where local law requires other investors to hold
directors qualifying shares or smilar types of instruments) that engages solely in
activities.
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(i) Inwhich the member bank is permitted to engage; or
(i) That areincidental to the activities of the foreign branch.

(b) Other activities. With the Board's prior approval, engage in other
activities that the Board determines are usual in connection with the transaction of
the business of banking in the places where the member bank’ s branches transact
business.

§211.5 Edge and agreement cor porations.

(@ Board Authority. The Board shall have the authority to approve:

(1) The establishment of Edge corporations;
(2) Investmentsin agreement corporations; and

(3) A member bank’s proposal to invest more than 10 percent of its capita
and surplus in the aggregate amount of stock held in all Edge and agreement
corporations.

(b) Organization of an Edge corporation. (1) Permit. A proposed Edge
corporation shall become a body corporate when the Board issues a permit
approving its proposed name, articles of association, and organization certificate.

(20 Name. The name of the Edge corporation shall include internationd,
foreign, overseas, or asimilar word, but may not resemble the name of another
organization to an extent that might midead or deceive the public.

(3) Federa Register notice The Board shal publish in the Federal Register
notice of any proposal to organize an Edge corporation and shall give interested
persons an opportunity to express their views on the proposal.

(4) Eactors considered by Board. The factors considered by the Board in
acting on a proposal to organize an Edge corporation include:

(i) Thefinancia condition and history of the applicant;
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(i) The generd character of its management;

(iif) The convenience and needs of the community to be served with respect
to international banking and financing services; and

(iv) The effects of the proposal on competition.

(5) Authority to commence business. After the Board issues a permit, the
Edge corporation may elect officers and otherwise compl ete its organization, invest
in obligations of the U.S. government, and maintain deposits with depository
Ingtitutions, but it may not exercise any other powers until at least 25 percent of the
authorized capital stock specified in the articles of association has been paid in
cash, and each shareholder has paid in cash at least 25 percent of that
shareholder’ s stock subscription.

(6) Expiration of unexercised authority. Unexercised authority to commence
business as an Edge corporation shall expire one year after issuance of the permit,
unless the Board extends the period.

(c) Other provisions regarding Edge corporations. (1) Amendments to
articles of association. No amendment to the articles of association shall become
effective until approved by the Board.

(2) Shareholders meeting. An Edge corporation shall provide in its bylaws

that:

(i) A shareholders meeting shall be convened at the request of the Board
within five business days after the Board gives notice of the request to the Edge
corporation;

(i) Any shareholder or group of shareholders that owns or controls 25
percent or more of the shares of the Edge corporation shall attend such a meeting
In person or by proxy; and

(i) Failure by a shareholder or authorized representative to attend such

meeting in person or by proxy may result in remova or barring of the shareholder
or representative from further participation in the management or affairs of the Edge
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corporation.

(3) Nature and ownership of shares. (i) Shares. Shares of stock in an Edge
corporation may not include no-par-vaue shares and shall be issued and transferred
only on its books and in compliance with section 25A of the FRA (12 U.S.C. 611
€t seg.) and this subpart.

(i) Contents of share certificates. The share certificates of an Edge
corporation shall:

(A) Name and describe each class of shares, indicating its character and any
unusual attributes, such as preferred status or lack of voting rights; and

(B) Conspicuoudly set forth the substance of:

(1) Any limitations on the rights of ownership and
transfer of sharesimposed by section 25A of the FRA (12 U.S.C. 611 &t seq.); and

(2) Any rulesthat the Edge corporation prescribesin its bylaws to ensure
compliance with this paragraph.

(4) Changein status of shareholder. Any change in status of a shareholder
that causes a violation of section 25A of the FRA (12 U.S.C. 611 &t seq.) shall be
reported to the Board as soon as possible, and the Edge corporation shall take
such action as the Board may direct.

(d) Ownership of Edge corporations by foreign institutions. (1) Prior
Board approval. One or more foreign or foreign-controlled domestic institutions
referred to in section 25A(11) of the FRA (12 U.S.C. 619) may apply for the
Board' s prior approval to acquire, directly or indirectly, a mgority of the shares of
the capital stock of an Edge corporation.

(2) Conditions and requirements. Such an institution shall:

(i) Provide the Board with information related to its financial condition and
activities and such other information as the Board may require;
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(i) Ensure that any transaction by an Edge corporation with an affiliate?? is
on substantially the same terms, including interest rates and collateral, as those
prevailing at the same time for comparabl e transactions by the Edge corporation
with nonaffiliated persons, and does not involve more than the normal risk of
repayment or present other unfavorable features,

(iii) Ensure that the Edge corporation will not provide funding on a continua
or substantial basis to any affiliate or office of the foreign ingtitution through
transactions that would be inconsistent with the international and foreign business
purposes for which Edge corporations are organized; and

(iv) Comply with the limitation on aggregate investmentsin al Edge and
agreement corporations set forth in paragraph (h) of this section.

(3) Foreign institutions not subject to the BHC Act. In the case of aforeign
institution not subject to section 4 of the BHC Act (12 U.S.C. 1843), that institution
ghdl:

(i) Comply with any conditions that the Board may impose that are
necessary to prevent undue concentration of resources, decreased or unfair
competition, conflicts of interest, or unsound banking practices in the United
States; and

(i) GivetheBoard 30 days prior written notice before engaging in any
nonbanking activity in the United States, or making any initial or additional
Investments in another organization, that would require prior Board gpproval or
notice by an organization subject to section 4 of the BHC Act (12 U.S.C. 1843); in
connection with such notice, the Board may impose conditions necessary to
prevent adverse effects that may result from such activity or investment.

() Changein control of an Edge corporation. (1) Prior notice (i) Any
person shall give the Board 60 days prior written notice before acquiring, directly

2/For purposes of this paragraph (d)(2), affiliate means any
organization that would be an affiliate under section 23A of the FRA (12
U.S.C. 371¢) if the Edge corporation were a member bank.
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or indirectly, 25 percent or more of the voting shares, or otherwise acquiring
control, of an Edge corporation.

(i) The Board may extend the 60-day period for an additional 30 days by
notifying the acquiring party.

(i) A notice under this paragraph (e) need not be filed where a changein
control is effected through a transaction requiring the Board' s approval under
section 3 of the BHC Act (12 U.S.C. 1842).

(2) Board review. Inreviewing anotice filed under this paragraph (e), the
Board shall consider the factors set forth in paragraph (b)(4) of this section, and
may disapprove a notice or impose any conditions that it finds necessary to assure
the safe and sound operation of the Edge corporation, to assure the international
character of its operation, and to prevent adverse effects, such as decreased or
unfair competition, conflicts of interest, or undue concentration of resources.

(f) Domestic branching by Edge corporations. (1) Prior notice (i) An
Edge corporation may establish branches in the United States 30 days after the
Edge corporation has given written notice of its intention to do so to its Reserve
Bank, unless the Edge corporation is notified to the contrary within that time.

(i) The notice to the Reserve Bank shall include a copy of the notice of the
proposal published in a newspaper of genera circulation in the communities to be
served by the branch.

(iil) The newspaper notice may appear no earlier than 90 calendar days prior
to submission of notice of the proposal to the Reserve Bank. The newspaper
notice shall provide an opportunity for the public to give written comment on the
proposdl to the appropriate Federal Reserve Bank for at least 30 days after the date
of publication.

(2) FEactors considered. The factors considered in acting upon a proposal
to establish a branch are enumerated in paragraph (b)(4) of this section.

(3) Expiration of authority. Authority to establish a branch under prior
notice shall expire one year from the earliest date on which that authority could have
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been exercised, unless the Board extends the period.

(g) Agreement corporations. (1) General. With the prior agpproval of the
Board, a member bank or bank holding company may invest in afederally or
state-chartered corporation that has entered into an agreement or undertaking with
the Board that it will not exercise any power that isimpermissible for an Edge
corporation under this subpart.

(2) Eactors considered by Board. The factors considered in acting upon a
proposal to establish an agreement corporation are enumerated in paragraph (b)(4)
of this section.

(h) (1) Limitation on Investment in Edge and Agreement Corporations. A
member bank may invest up to 10 percent of its capital and surplus in the capital
stock of Edge and agreement corporations or, with the prior approval of the Board,
up to 20 percent of its capital and surplus in such stock.

(2) Factors considered by Board. The factors considered by the Board in
acting on a proposal under paragraph (h)(1) of this section shall include;

(i) The composition of the assets of the bank’s Edge and agreement
corporations,

(i) Thetota capital invested by the bank in its Edge and agreement
corporations when combined with retained earnings of the Edge and agreement
corporations (including retained earnings of any foreign bank subsidiaries) asa
percentage of the bank’s capital;

(i) Whether the bank, bank holding company, and Edge and agreement
corporations are well-capitalized and well-managed;

(iv) Whether the bank is adequately capitalized after deconsolidating and
deducting the aggregate investment in and assets of al Edge or agreement
corporations and all foreign bank subsidiaries; and

(V) Any other factor the Board deems relevant to the safety and soundness
of the member bank.
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(i) Reserve requirements and interest rate limitations. The deposits of an
Edge or agreement corporation are subject to Regulations D and Q (12 CFR parts
204 and 217) in the same manner and to the same extent as if the Edge or agreement
corporation were a member bank.

(j) Liquid funds. Funds of an Edge or agreement corporation that are not
currently employed in itsinternationa or foreign business, if held or invested in the
United States, shal be in the form of:

(1) Cash;

(2) Deposits with depository ingtitutions, as described in Regulation D (12
CFR part 204), and other Edge and agreement corporations;

(3) Money-market instruments (including repurchase agreements with
respect to such instruments), such as bankers acceptances, federal funds sold,
and commercial paper; and

(4) Short- or long-term obligations of, or fully guaranteed by, federd, state,
and local governments and their instrumentalities.

(k) Reports by Edge and agreement corporations of crimes and suspected
crimes. An Edge or agreement corporation, or any branch or subsidiary thereof,
shall file a suspicious-activity report in accordance with the provisions of
section 208.62 of Regulation H (12 CFR 208.62).

§211.6 Permissible activities of Edge and agreement cor por ationsin the
United States.

(a) Activities Incidentd to International or Foreign Business. An Edge or
agreement corporation may engage, directly or indirectly, in activitiesin the United
States that are permitted by section 25A(6) of the FRA (12 U.S.C. 615) and are
incidenta to internationa or foreign business, and in such other activities as the
Board determines are incidenta to international or foreign business. The following
activitieswill ordinarily be considered incidental to an Edge or agreement
corporation’ s internationa or foreign business:
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(1) Deposit-taking activities. (i) Deposits from foreign governments and
foreign persons. An Edge or agreement corporation may receive in the United
States transaction accounts, savings, and time deposits (including issuing
negotiable certificates of deposits) from foreign governments and their agencies and
instrumentalities, and from foreign persons.

(i) Deposits from other persons. An Edge or agreement corporation may
receive from any other person in the United States transaction accounts, savings,
and time deposits (including issuing negotiable certificates of deposit) if such
deposits:

(A) Areto be transmitted abroad;

(B) Consist of funds to be used for payment of obligations to the Edge or
agreement corporation or collateral securing such obligations;

(C) Consist of the proceeds of collections abroad that are to be used to pay
for exported or imported goods or for other costs of exporting or importing or that
are to be periodically transferred to the depositor’ s account at another financial
institution;

(D) Consist of the proceeds of extensions of credit by the Edge or
agreement corporation;

(E) Represent compensation to the Edge or agreement corporation for
extensions of credit or services to the customer;

(F) Arereceived from Edge or agreement corporations, foreign banks, and
other depository institutions (as described in Regulation D (12 CFR part 204)); or

(G) Arereceived from an organization that by its charter, license, or enabling
law is limited to business that is of an internationa character, including foreign sales
corporations, as defined in 26 U.S.C. 922; transportation organizations engaged
exclusively in the international transportation of passengers or in the movement of
goods, wares, commodities, or merchandise in international or foreign commerce,
and export trading companies established under subpart C of this part.
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(2) Barrowings. An Edge or agreement corporation may:

(i) Borrow from offices of other Edge and agreement corporations, foreign
banks, and depository institutions (as described in Regulation D (12 CFR part
204));

(i1) Issue obligationsto the United States or any of its agencies or
instrumentalities;

(iii) Incur indebtedness from atransfer of direct obligations of, or
obligations that are fully guaranteed as to principa and interest by, the United States
or any agency or instrumentality thereof that the Edge or agreement corporation is
obligated to repurchase; and

(iv) Issue long-term subordinated debt that does not qualify as a deposit
under Regulation D (12 CFR part 204).

(3) Credit activities. An Edge or agreement corporation may:

(i) Finance the following:
(A) Contracts, projects, or activities performed substantially abroad;

(B) Theimportation into or exportation from the United States of goods,
whether direct or through brokers or other intermediaries;

(C) The domestic shipment or temporary storage of goods being imported
or exported (or accumulated for export); and

(D) The assembly or repackaging of goods imported or to be exported;

(if) Finance the costs of production of goods and services for which export
orders have been received or which are identifiable as being directly for export;

(iii) Assume or acquire participations in extensions of credit, or acquire
obligations arising from transactions the Edge or agreement corporation could have
financed, including acquisition of obligations of foreign governments;
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(iv) Guarantee debts, or otherwise agree to make payments on the
occurrence of readily ascertainable events (including, but not limited to,
nonpayment of taxes, rentals, customs duties, or cost of transport, and loss or
nonconformance of shipping documents), so long as the guarantee or agreement
specifies the maximum monetary liability thereunder and is related to atype of
transaction described in paragraphs (a)(3)(i) and (ii) of this section; and

(v) Provide credit and other banking services for domestic and foreign
purposes to foreign governments and their agencies and instrumentalities, foreign
persons, and organizations of the type described in paragraph (a)(2)(ii)(G) of this
section.

(4) Payments and callections. An Edge or agreement corporation may
receive checks, bills, drafts, acceptances, notes, bonds, coupons, and other
instruments for collection abroad, and collect such instruments in the United States
for a customer abroad; and may transmit and receive wire transfers of funds and
securities for depositors.

(5) Foreign exchange. An Edge or agreement corporation may engage in
foreign exchange activities.

(6) Fiduciary and investment advisory activities. An Edge or agreement
corporation may:

(i) Hold securitiesin safekeeping for, or buy and sell securities upon the
order and for the account and risk of, a person, provided such services for U.S.
persons are with respect to foreign securities only;

(i) Act as paying agent for securities issued by foreign governments or other
entities organized under foreign law;

(iii) Act astrustee, registrar, conversion agent, or paying agent with respect
to any class of securities issued to finance foreign activities and distributed solely
outside the United States,

(iv) Make private placements of participations in its investments and
extensions of credit; however, except to the extent permissible for member banks
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under section 5136 of the Revised Statutes (12 U.S.C. 24(Seventh)), no Edge or
agreement corporation otherwise may engage in the business of underwriting,
distributing, or buying or salling securities in the United States;

(v) Act asinvestment or financial adviser by providing portfolio investment
advice and portfolio management with respect to securities, other financial
instruments, real-property interests, and other investment assets#¥ and by
providing advice on mergers and acquisitions, provided such services for U.S.
persons are with respect to foreign assets only; and

(vi) Provide general economic information and advice, general economic
statistical forecasting services, and industry studies, provided such services for
U.S. persons shall be with respect to foreign economies and industries only.

(7) Banking services for employees. Provide banking services, including
deposit services, to the officers and employees of the Edge or agreement
corporation and its affiliates; however, extensions of credit to such persons shall be
subject to the restrictions of Regulation O (12 CFR part 215) asif the Edge or
agreement corporation were a member bank.

(b) Other activities. With the Board's prior approval, an Edge or agreement
corporation may engage, directly or indirectly, in other activities in the United States
that the Board determines are incidenta to their internationa or foreign business.

§ 211.7 Voluntary Liquidation of Edge and agreement cor por ations.

(@ Prior notice An Edge or agreement corporation desiring voluntarily to
discontinue normal business and dissolve, shall provide the Board with 45 days
prior written notice of its intent to do so.

(b) Waiver of notice period. The Board may waive the 45-day period if it
finds that immediate action is required by the circumstances presented.

4For purposes of this section, management of an investment
portfolio does not include operational management of real property, or
industrial or commercial assets.
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8 211.8 Investments and activities abroad.

(&) Genera policy. Activities abroad, whether conducted directly or
indirectly, shall be confined to activities of a banking or financia nature and those
that are necessary to carry on such activities. In doing so, investors® shdl at al
times act in accordance with high standards of banking or financial prudence,
having due regard for diversification of risks, suitable liquidity, and adequacy of
capital. Subject to these considerations and the other provisions of this section, it
isthe Board's policy to alow activities abroad to be organized and operated as
best meets corporate policies.

(b) Direct investments by member banks. A member bank’s direct
Investments under section 25 of the FRA (12 U.S.C. 601 &t seg.) shal be limited to:

(1) Foreign banks;

(2) Domestic or foreign organizations formed for the sole purpose of
holding shares of aforeign bank;

(3) Foreign organizations formed for the sole purpose of performing
nomineg, fiduciary, or other banking services incidental to the activities of aforeign
branch or foreign bank affiliate of the member bank; and

(4) Subsidiaries established pursuant to § 211.4(a)(8) of this part.

(c) Eligible invesments. Subject to the limitations set out in paragraphs (b)
and (d) of this section, an investor may, directly or indirectly:

(1) Investment in subsidiary. Invest in asubsidiary that engages soldly in
activitieslisted in § 211.10 of this part, or in such other activities as the Board has
determined in the circumstances of a particular case are permissible; provided that,
In the case of an acquisition of a going concern, existing activities that are not

4“/For purposes of this section and 88 211.9 and 211.10 of this part, a
direct subsidiary of amember bank is deemed to be an investor.
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otherwise permissible for a subsidiary may account for not more than 5 percent of
either the consolidated assets or consolidated revenues of the acquired
organization;

(2) Investment in joint venture. Invest in ajoint venture; provided that,
unless otherwise permitted by the Board, not more than 10 percent of the joint
venture' s consolidated assets or consolidated revenues are attributable to activities
not listed in 8 211.10 of this part; and

(3) Portfalio investments. Make portfolio investments in an organization,
provided that:

(i) Individua investment limits. The tota direct and indirect portfolio
Investments by the investor and its affiliates in an organization engaged in activities
that are not permissible for joint ventures, when combined with al other sharesin
the organization held under any other authority, do not exceed:

(A) 40 percent of the total equity of the organization; or
(B) 19.9 percent of the organization’s voting shares.

(i) Loans and extensions of credit. Any loans and extensions of credit
made by an investor or its affiliates to the organization are on substantially the same
terms, including interest rates and collateral, as those prevailing at the same time for
comparabl e transactions between the investor or its affiliates and nonaffiliated
persons; and

(ii) Protecting shareholder rights. Nothing in this paragraph (c)(3) shall
prohibit an investor from otherwise exercising rights it may have as shareholder to
protect the value of its investment, so long as the exercise of such rights does not
result in the investor’ s direct or indirect control of the organization.

(d) Invesment limit. In calculating the amount that may be invested in any
organization under this section and 88 211.9 and 211.10 of this part, there shall be
included any unpaid amount for which the investor is liable and any investmentsin
the same organization held by affiliates under any authority.
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(e) Divediture. Aninvestor shall dispose of an investment promptly (unless
the Board authorizes retention) if:

(1) The organization invested in:

(i) Engagesinimpermissible activities to an extent not permitted under
paragraph (c) of this section; or

(i) Engagesdirectly or indirectly in other businessin the United States that is
not permitted to an Edge corporation in the United States; provided that an investor

may:

(A) Retain portfolio investments in companies that derive no more than 10
percent of thelr total revenue from activities in the United States; and

(B) Hold up to 5 percent of the shares of aforeign company that engages
directly or indirectly in business in the United States that is not permitted to an
Edge corporation; or

(2) After notice and opportunity for hearing, the investor is advised by the
Board that such investment is inappropriate under the FRA, the BHC Act, or this
subpart.

(f) Debts previously contracted. Shares or other ownership interests
acquired to prevent aloss upon a debt previously contracted in good faith are not
subject to the limitations or procedures of this section; provided that such interests
shall be disposed of promptly but in no event later than two years after their
acquisition, unless the Board authorizes retention for alonger period.

(g) Investments made through debt-for-equity conversions.

(1) Permissble investments. A bank holding company may make
Investments through the conversion of sovereign- or private-debt obligations of an
eligible country, either through direct exchange of the debt obligations for the
investment, or by a payment for the debt in local currency, the proceeds of which,
including an additional cash investment not exceeding in the aggregate more than 10
percent of the fair value of the debt obligations being converted as part of such
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Investment, are used to purchase the following investments:

(i) Public-sector companies. A bank holding company may acquire up to
and including 100 percent of the shares of (or other ownership interests in) any
foreign company located in an digible country, if the shares are acquired from the
government of the eligible country or from its agencies or instrumentalities.

(i) Private-sector companies. A bank holding company may acquire up to
and including 40 percent of the shares, including voting shares, of (or other
ownership interests in) any other foreign company located in an eligible country
subject to the following conditions:

(A) A bank holding company may acquire more than 25 percent of the
voting shares of the foreign company only if another shareholder or group of
shareholders unaffiliated with the bank holding company holds a larger block of
voting shares of the company;

(B) The bank holding company and its affiliates may not lend or otherwise
extend credit to the foreign company in amounts greater than 50 percent of the total
loans and extensions of credit to the foreign company; and

(C) The bank holding company’s representation on the board of directors
or on management committees of the foreign company may be no more than
proportional to its shareholding in the foreign company.

(2) Investments by bank subsidiary of bank holding company. Upon
application, the Board may permit an indirect investment to be made pursuant to
this paragraph (g) through an insured bank subsidiary of the bank holding
company, where the bank holding company demonstrates that such ownership is
consistent with the purposes of the FRA. In granting its consent, the Board may
Impose such conditions as it deems necessary or appropriate to prevent adverse
effects, including prohibiting loans from the bank to the company in which the
investment is made.

(3) Divediture. (i) Timelimitsfor divestiture. A bank holding company
shall divest the shares of, or other ownership interests in, any company acquired
pursuant to this paragraph (g) within the longer of:
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(A) Ten yearsfrom the date of acquisition of the investment, except that the
Board may extend such period if, in the Board' s judgment, such an extension
would not be detrimental to the public interest; or

(B) Two years from the date on which the bank holding company is
permitted to repatriate in full the investment in the foreign company.

(i) Maximum Retention Period. Notwithstanding the provisions of
paragraph (g)(3)(i) of this section:

(A) Divestiture shall occur within 15 years of the date of acquisition of the
shares of, or other ownership interests in, any company acquired pursuant to this

paragraph (g); and

(B) A bank holding company may retain such shares or ownership interests
if such retention is otherwise permissible at the time required for divestiture.

(i) Report to Board. The bank holding company shall report to the Board
on its plans for divesting an investment made under this paragraph (g) two years
prior to the fina date for divestiture, in a manner to be prescribed by the Board.

(iv) Other conditions requiring divestiture. All investments made pursuant to
this paragraph (g) are subject to paragraph (€) of this section requiring prompt
divedtiture (unless the Board upon application authorizes retention), if the company
invested in engages in impermissible business in the United States that exceedsin
the aggregate 10 percent of the company’s consolidated assets or revenues
calculated on an annual basis, provided that such company may not engagein
activities in the United States that consist of banking or financial operations (as
defined in 8 211.23(f)(5)(iii)(B)) of this part, or types of activities permitted by
regulation or order under section 4(c)(8) of the BHC Act (12 U.S.C. 1843(c)(8)),
except under regulations of the Board or with the prior approval of the Board.

(4) Investment procedures. (i) General consent. Subject to the other
limitations of this paragraph (g), the Board grants its genera consent for
Investments made under this paragraph (g) if the total amount invested does not
exceed the greater of $25 million or 1 percent of thetier 1 capital of the investor.
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(i) All other investments shall be made in accordance with the procedures of
8 211.9(f) and (g) of this part, requiring prior notice or specific consent.

(5) Conditions. (i) Name. Any company acquired pursuant to this
paragraph (g) shall not bear a name similar to the name of the acquiring bank
holding company or any of its affiliates,

(i) Confidentiaity. Neither the bank holding company nor its affiliates shall
provide to any company acquired pursuant to this paragraph (g) any confidentia
business information or other information concerning customers that are engaged in
the same or related lines of business as the company.

§211.9 Investment procedures.

(@) Genera provisons.?® Direct and indirect investments shall be madein
accordance with the general consent, limited general consent, prior notice, or
specific consent procedures contained in this section.

(1) Minimum capital adequacy standards. Except as the Board may
otherwise determine, in order for an investor to make investments pursuant to the

procedures set out in this section, the investor, the bank holding company, and the
member bank shall be in compliance with gpplicable minimum standards for capital
adequacy set out in the Capital Adequacy Guidelines; provided that, if the investor
Is an Edge or agreement corporation, the minimum capital required istotal and tier 1
capital ratios of 8 percent and 4 percent, respectively.

(2) Composite rating. Except as the Board may otherwise determine, in
order for an investor to make investments under the general consent or limited
general consent procedures of paragraphs (b) and (c) of this section, the investor
and any parent insured bank must have received a composite rating of at least 2 at
the most recent examination.

#\When necessary, the provisions of this section relating to general
consent and prior notice constitute the Board' s approval under section
25A(8) of the FRA (12 U.S.C. 616) for investments in excess of the
limitations therein based on capital and surplus.
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(3) Board's authority to modify or suspend procedures. The Board, a any
time upon notice, may modify or suspend the procedures contained in this section
with respect to any investor or with respect to the acquisition of shares of
organizations engaged in particular kinds of activities.

(4) Long-range investment plan. Any investor may submit to the Board for
Its specific consent along-range investment plan. Any plan so approved shall be
subject to the other procedures of this section only to the extent determined
necessary by the Board to assure safety and soundness of the operations of the
investor and its affiliates.

(5) Prior specific consent for initia investment. An investor shall apply for
and receive the prior specific consent of the Board for its initial investment under
this subpart inits first subsidiary or joint venture, unless an affiliate previoudy has
received approval to make such an investment.

(6) Expiration of investment authority. Authority to make investments
granted under prior notice or specific consent procedures shall expire one year
from the earliest date on which the authority could have been exercised, unless the
Board determines alonger period shall apply.

(7) Conditional approval; Accessto information. The Board may impose
such conditions on authority granted by it under this section as it deems necessary,
and may require termination of any activities conducted under authority of this
subpart if an investor is unable to provide information on its activities or those of
its affiliates that the Board deems necessary to determine and enforce compliance
with U.S. banking laws.

(b) General consent. The Board grantsits general consent for awell
capitalized and well managed investor to make investments, subject to the
following:

(1) Wdll capitalized and well managed investor. In order to qualify for
making investments under authority of this paragraph (b), both before and
immediately after the proposed investment, the investor, any parent insured bank,
and any parent bank holding company shall be well capitalized and well managed.
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(2) Individua limit for investment in subsdiary. In the case of an investment
in asubsidiary, the total amount invested directly or indirectly in such subsidiary (in
one transaction or a series of transactions) does not exceed:

(i) 10 percent of theinvestor’'stier 1 capital, where the investor is a bank
holding company; or

(ii) 2 percent of the investor’stier 1 capital, where the investor is a member
bank; or

(iii) The lesser of 2 percent of the tier 1 capital of any parent insured bank or
10 percent of the investor’stier 1 capital, for any other investor.

(3) Individua limit for investment in joint venture. In the case of an
Investment in ajoint venture, the total amount invested directly or indirectly in such
joint venture (in one transaction or a series of transactions) does not exceed:

(i) 5 percent of the investor’stier 1 capital, where the investor is a bank
holding company; or

(i1) 1 percent of the investor’stier 1 capital, where the investor is a member
bank; or

(iii) Thelesser of 1 percent of thetier 1 capital of any parent insured bank or
5 percent of the investor’stier 1 capital, for any other investor.

(4) Individua limit for portfolio investment. In the case of a portfolio
Investment, the total amount invested directly or indirectly in such company (in one
transaction or a series of transactions) does not exceed the lesser of $25 million, or

(i) 5 percent of the investor’'stier 1 capital in the case of abank holding
company or its subsidiary, or Edge corporation engaged in banking; or

(ii) 25 percent of theinvestor’stier 1 capita in the case of an Edge
corporation not engaged in banking.

(5) Investment in agenera partnership or unlimited liability company. An
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Investment in a generd partnership or unlimited liability company may be made
under authority of paragraph (b) of this section, subject to the limits set out in
paragraph (c) of this section.

(6) Agaregate investment limits. (i) Investment limits. All investments
made, directly or indirectly, during the previous 12-month period under authority of
this section, when aggregated with the proposed investment, shall not exceed:

(A) 20 percent of theinvestor’'stier 1 capital, where the investor is a bank
holding company;

(B) 10 percent of the investor’stier 1 capital, where the investor is a member
bank; or

(C) Thelesser of 10 percent of thetier 1 capital of any parent insured bank
or 50 percent of the tier 1 capital of the investor, for any other investor.

(i) Downstream investments. In determining compliance with the aggregate
limits set out in this paragraph (b), an investment by an investor in a subsidiary shall
be counted only once, notwithstanding that such subsidiary may, within 12 months
of the date of making the investment, downstream al or any part of such investment
to another subsidiary.

(7) Application of Limits. In determining compliance with the limits set out
in this paragraph (b), an investor is not required to combine the value of all shares
of an organization held in trading or dealing accounts under § 211.10(a)(15) of this
part with investments in the same organization.

(c) Limited general consent. (1) Individud limit. The Board grantsits
genera consent for an investor that is not well capitalized and well managed to
make an investment in asubsidiary or joint venture, or to make a portfolio
Investment, if the total amount invested directly or indirectly (in one transaction or
in a series of transactions) does not exceed the lesser of $25 million or:

(i) 5 percent of the investor’stier 1 capital, where the investor is a bank
holding company;
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(i) 1 percent of the investor’stier 1 capital, where the investor is a member
bank; or

(iii) Thelesser of 1 percent of any parent insured bank’stier 1 capital or 5
percent of the investor’stier 1 capitd, for any other investor.

(2) Aggregate limit. The amount of general consent investments made by
any investor directly or indirectly under authority of this paragraph (c) during the
previous 12-month period, when aggregated with the proposed investment, shall
not exceed:

(1) 10 percent of the investor’stier 1 capital, where the investor is a bank
holding company;

(i) 5 percent of the investor’'stier 1 capital, where the investor is a member
bank; and

(iii) Thelesser of 5 percent of any parent insured bank’s tier 1 capital or 25
percent of the investor’stier 1 capital, for any other investor.

(3) Application of limits. In calculating compliance with the limits of this
paragraph (c), the rules set forth in paragraphs (b)(6)(ii) and (b)(7) of this section
shal apply.

(d) Other eligible investments under general consent. In addition to the
authority granted under paragraphs (b) and (c) of this section, the Board grants its
genera consent for any investor to make the following investments:

(1) Investment in organization equal to cash dividends. Any investment in
an organization in an amount equa to cash dividends received from that
organization during the preceding 12 calendar months; and

(2) Investment acquired from affiliate. Any investment that is acquired from
an affiliate a net asset vaue or through a contribution of shares.

(e) Investmentsindligible for general consent. An investment in aforeign
bank may not be made under authority of paragraphs (b) or (c) of this section if:
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(1) After the investment, the foreign bank would be an affiliate of a member
bank; and

(2) Theforeign bank is located in a country in which the member bank and
its affiliates have no existing banking presence.

(f) Prior notice An investment that does not qualify for general consent
under paragraph (b), (c), or (d) of this section may be made after the investor has
given the Board 30 days' prior written notice, such notice period to commence at
the time the notice is received, provided that:

(1) The Board may waive the 30-day period if it finds the full period is not
required for consideration of the proposed investment, or that immediate action is
required by the circumstances presented; and

(2) The Board may suspend the 30-day period or act on the investment
under the Board' s specific consent procedures.

(g) Specific consent. Any investment that does not qualify for either the
general consent or the prior notice procedure may not be consummated without the
specific consent of the Board.

§211.10 Permissible activities abroad.

(@) Activities usua in connection with banking. The Board has determined
that the following activities are usual in connection with the transaction of banking
or other financial operations abroad:

(1) Commercia and other banking activities,

(2) Financing, including commercial financing, consumer financing,
mortgage banking, and factoring;

(3) Leasing real or persona property, or acting as agent, broker, or advisor
in leasing real or persona property consistent with the provisions of Regulation Y;;

(4) Acting asfiduciary;
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(5) Underwriting credit life insurance and credit accident and hedlth
insurance;

(6) Performing services for other direct or indirect operations of a U.S.
banking organization, including representative functions, sale of long-term debt,
name-saving, holding assets acquired to prevent |oss on a debt previously
contracted in good faith, and other activities that are permissible domestically for a
bank holding company under sections 4(a)(2)(A) and 4(c)(1)(C) of the BHC Act
(12 U.S.C. 1843(8)(2)(A), (c)(1)(C));

(7) Holding the premises of a branch of an Edge or agreement corporation
or member bank or the premises of adirect or indirect subsidiary, or holding or
leasing the residence of an officer or employee of a branch or subsidiary;

(8) Providing investment, financial, or economic advisory services,

(9) Generd insurance agency and brokerage;

(10) Data processing;

(11) Organizing, sponsoring, and managing a mutual fund, if the fund’'s
shares are not sold or distributed in the United States or to U.S. residents and the

fund does not exercise manageria control over the firmsin which it invests,

(12) Performing management consulting services, if such services, when
rendered with respect to the U.S. market, shall be restricted to the initia entry;

(13) Underwriting, distributing, and dealing in debt securities outside the
United States,

(14) Underwriting and distributing equity securities outside the United States
asfollows:

(i) Limitsfor well-capitalized and well-managed investor. (A) General. After
providing 30 days prior written notice to the Board, an investor that is well
capitalized and well managed may underwrite equity securities, provided that
commitments by an investor and its subsidiaries for the shares of asingle
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organization do not, in the aggregate, exceed:

(1) 15 percent of the bank holding company’stier 1 capital, where the
investor is a bank holding company;

(2) 3 percent of theinvestor’'stier 1 capital, where the investor is a member
bank; or

(3) The lesser of 3 percent of any parent insured bank’stier 1 capital or 15
percent of the investor’stier 1 capital, for any other investor;

(B) Qualifying criteria. An investor will be considered well-capitalized and
well-managed for purposes of paragraph (a)(14)(i) of this section only if each of the
bank holding company, member bank, and Edge or agreement corporation qualify
as well-capitalized and well-managed.

(i) Limits for investor that is not well capitalized and well managed. After
providing 30 days prior written notice to the Board, an investor that is not well
capitalized and well managed may underwrite equity securities, provided that
commitments by the investor and its subsidiaries for the shares of an organization
do not, in the aggregate, exceed $60 million; and

(iii) Application of Limits. For purposes of determining compliance with the
limitations of this paragraph (a)(14), the investor may subtract portions of an
underwriting that are covered by binding commitments obtained by the investor or
its affiliates from sub-underwriters or other purchasers,

(15) Dedling in equity securities outside the United States as follows:

(i) Grandfathered authority. By an investor, or an affiliate, that had
commenced such activities prior to March 27, 1991, and subject to the limitations
in effect at that time (12 CFR part 211 (1990)); or

(i) Limit on shares of asingle issuer. After providing 30 days prior written
notice to the Board, an investor may deal in the shares of an organization where the
shares held in the trading or dealing accounts of an investor and its affiliates under
authority of this paragraph (a)(15) do not in the aggregate exceed the lesser of:
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(A) $40 million; or
(B) 10 percent of the investor’stier 1 capital;

(ii) Aggregate equity limit. The total shares held directly and indirectly by
the investor and its affiliates under authority of this paragraph (a)(15) and §
211.8(c)(3) of this part in organizations engaged in activities that are not permissible
for joint ventures do not exceed:

(A) 25 percent of the bank holding company’stier 1 capital, where the
investor is a bank holding company;

(B) 20 percent of the investor’stier 1 capital, where the investor is a member
bank;4¢ and

(C) Thelesser of 20 percent of any parent insured bank’stier 1 capital or
100 percent of the investor’stier 1 capital, for any other investor;

(iv) Determining compliance with limits. (A) General. For purposes of
determining compliance with al limits set out in this paragraph (a)(15):

(1) Long and short positions in the same security may be netted; and

(2) Except as provided in paragraph (a)(15)(iv)(B)(4) of this section, equity
securities held in order to hedge bank permissible equity derivatives contracts shall
not be included.

(B) Use of internal hedging models. After providing 30 days prior written
notice to the Board the investor may use an internal hedging model that:

(1) Netslong and short positions in the same security and offsets positions
in a security by futures, forwards, options, and other similar instruments referenced
to the same security, for purposes of determining compliance with the single issuer

46/For this purpose, a direct subsidiary of a member bank is deemed
to be an investor.
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limits of paragraph (&)(15)(ii) of this section;* and

(2) Offsetsitslong positions in equity securities by futures, forwards,
options, and similar instruments, on a portfolio basis, and for purposes of
determining compliance with the aggregate equity limits of paragraph (a)(15)(iii) of
this section.

(3) With respect to all equity securities held under authority of paragraph
(a)(15)of this section, no net long position in a security shall be deemed to have
been reduced by more than 75 percent through use of internal hedging models

under this paragraph (2)(15)(iv)(B); and

(4) With respect to equity securities acquired to hedge bank permissible
equity derivatives contracts under authority of paragraph (a)(1) of this section, any
residual position that remains in the securities of asingle issuer after netting and
offsetting of positions relating to the security under the investor’ s internal hedging
models shall be included in calculating compliance with the limits of this paragraph

@(15)(ii) and iii).

(C) Underwriting commitments. Any shares acquired pursuant to an
underwriting commitment that are held for longer than 90 days after the payment
date for such underwriting shall be subject to the limits set out in paragraph (2)(15)
of this section and the investment provisions of 88 211.8 and 211.9 of this part.

(v) Authority to deal in shares of U.S. organization. The authority to ded in
shares under paragraph (a)(15) of this section includes the authority to deal in the
shares of aU.S. organization:

(A) With respect to foreign persons only; and

(B) Subject to the limitations on owning or controlling shares of a company
In section 4(c)(6) of the BHC Act (12 U.S.C. 1843(c)(6)) and Regulation Y (12

4IA basket of stocks, specifically segregated as an offset to a position
in a stock index derivative product, as computed by the investor’ s internal
model, may be offset against the stock index.

129



CFR part 225).

(vi) Report to senior management. Any shares held in trading or dealing
accounts for longer than 90 days shall be reported to the senior management of the
investor;

(16) Operating atravel agency, but only in connection with financia services
offered abroad by the investor or others;

(17) Underwriting life, annuity, pension fund-related, and other types of
Insurance, where the associated risks have been previoudy determined by the
Board to be actuarially predictable; provided that:

(i) Investmentsin, and loans and extensions of credit (other than loans and
extensions of credit fully secured in accordance with the requirements of section
23A of the FRA (12 U.S.C. 371c¢), or with such other standards as the Board may
require) to, the company by the investor or its affiliates are deducted from the
capital of the investor (with 50 percent of such capital deduction to be taken from
tier 1 capitd); and

(i) Activities conducted directly or indirectly by a subsidiary of aU.S.
insured bank are excluded from the authority of this paragraph (a)(17), unless
authorized by the Board,;

(18) Providing futures commission merchant services (including clearing
without executing and executing without clearing) for nonaffiliated persons with
respect to futures and options on futures contracts for financial and nonfinancia
commodities; provided that prior notice under § 211.9(f) of this part shall be
provided to the Board before any subsidiaries of a member bank operating
pursuant to this subpart may join a mutual exchange or clearinghouse, unless the
potential liability of the investor to the exchange, clearinghouse, or other members
of the exchange, as the case may be, islegaly limited by the rules of the exchange
or clearinghouse to an amount that does not exceed applicable genera consent
limits under § 211.9 of this part;

(19) Acting as principa or agent in commodity-swap transactionsin relation
to:
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(i) Swaps on a cash-settled basis for any commodity, provided that the
investor’s portfolio of swaps contracts is hedged in a manner consistent with safe
and sound banking practices, and

(ii) Contracts that require physical delivery of a commodity, provided that:

(A) Such contracts are entered into solely for the purpose of hedging the
investor’s positions in the underlying commodity or derivative contracts based on
the commodity;

(B) The contract alows for assignment, termination or offset prior to
expiration; and

(C) Reasonable efforts are made to avoid delivery.

(b) Regulation Y activities. An investor may engage in activities that the
Board has determined in section 225.28(b) of Regulation Y (12 CFR 225.28(b)) are
closaly related to banking under section 4(c)(8) of the BHC Act (12 U.S.C.
1843(c)(8))-

(c) Specific approval. With the Board' s specific gpproval, an investor may
engage in other activities that the Board determines are usua in connection with the
transaction of the business of banking or other financial operations abroad and are
consistent with the FRA or the BHC Act.

§211.11 Advisory opinions under Regulation K.

(a) Request for advisory opinion. Any person may submit a request to the
Board for an advisory opinion regarding the scope of activities permissible under
any subpart of this regulation.

(b) Form and content of the request. Any request for an advisory opinion
under this section shall be:

(1) Submitted in writing to the Board;
(2) Contain a clear description of the proposed parameters of the activity, or
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the service or product, at issue; and

(3) Contain a concise explanation of the grounds on which the submitter
contends the activity is or should be considered by the Board to be permissible
under this regulation.

(c) Response to request. In response to a request received under this
section, the Board shall:

(1) Direct the submitter to provide such additional information as the Board
may deem necessary to complete the record for afull consideration of the issue
presented; and

(2) Provide an advisory opinion within 45 days after the record on the
request has been determined to be compl ete.

§211.12 Lending limitsand capital requirements.
(&) Acceptances of Edge corporations. (1) Limitations. An Edge

corporation shall be and remain fully secured for acceptances of the types
described in section 13(7) of the FRA (12 U.S.C. 372), asfollows:

(i) All acceptances outstanding in excess of 200 percent of itstier 1 capital;
and

(ii) All acceptances outstanding for any one person in excess of 10 percent
of itstier 1 capitd.

(2) Exceptions. These limitations do not apply if the excess represents the
international shipment of goods, and the Edge corporation is:

(i) Fully covered by primary obligations to reimburse it that are guaranteed
by banks or bankers; or

(ii) Covered by participation agreements from other banks, as described in
12 CFR 250.165.

132



(b) Loans and extensions of credit to one person. (1) Loans and
extensions of credit defined. Loans and extensions of credit has the meaning set
forthin 8 211.2(q) of this part?¥ and, for purposes of this paragraph (b), also
include;

(i) Acceptances outstanding that are not of the types described in section
13(7) of the FRA (12 U.S.C. 372);

(i) Any liability of the lender to advance fundsto or on behalf of a person
pursuant to a guarantee, standby letter of credit, or similar agreements,

(iii) Investmentsin the securities of another organization other than a
subsidiary; and

(iv) Any underwriting commitments to an issuer of securities, where no
binding commitments have been secured from subunderwriters or other purchasers.

(2) Limitations. Except as the Board may otherwise specify:

(i) Thetotal loans and extensions of credit outstanding to any person by an
Edge corporation engaged in banking, and its direct or indirect subsidiaries, may
not exceed 15 percent of the Edge corporation’stier 1 capital ;4 and

(ii) Thetota loans and extensions of credit to any person by aforeign bank
or Edge corporation subsidiary of a member bank, and by majority-owned

4| n the case of aforeign government, these include loans and
extensions of credit to the foreign government’ s departments or agencies
deriving their current funds principaly from genera tax revenues. In the case
of a partnership or firm, these include loans and extensions of credit to its
members and, in the case of a corporation, these include loans and
extensions of credit to the corporation’s affiliates, where the affiliate incurs
the liability for the benefit of the corporation.

@For purposes of this paragraph (b), subsidiary includes subsidiaries
controlled by the Edge corporation, but does not include companies
otherwise controlled by affiliates of the Edge corporation.
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subsidiaries of aforeign bank or Edge corporation, when combined with the total
loans and extensions of credit to the same person by the member bank and its
majority-owned subsidiaries, may not exceed the member bank’s limitation on
loans and extensions of credit to one person.

(3) Exceptions. The limitations of paragraph (b)(2) of this section do not
apply to:

(i) Deposits with banks and federal funds sold;

(i) Billsor drafts drawn in good faith against actual goods and on which
two or more unrelated parties are liable;

(iii) Any banker’s acceptance, of the kind described in section 13(7) of the
FRA (12 U.S.C. 372), that isissued and outstanding;

(iv) Obligations to the extent secured by cash collateral or by bonds, notes,
certificates of indebtedness, or Treasury bills of the United States;

(v) Loansand extensions of credit that are covered by bonafide
participation agreements; and

(vi) Obligations to the extent supported by the full faith and credit of the
following:

(A) The United States or any of its departments, agencies, establishments,
or wholly owned corporations (including obligations, to the extent insured against
foreign political and credit risks by the Export-Import Bank of the United States or
the Foreign Credit Insurance Association), the International Bank for
Reconstruction and Devel opment, the International Finance Corporation, the
International Development Association, the Inter-American Development Bank, the
African Development Bank, the Asian Development Bank, or the European Bank
for Reconstruction and Devel opment;

(B) Any organization, if at least 25 percent of such an obligation or of the
total credit is aso supported by the full faith and credit of, or participated in by,
any institution designated in paragraph (b)(3)(vi)(A) of this section in such manner
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that default to the lender would necessarily include default to that entity. The total
loans and extensions of credit under this paragraph (b)(3)(vi)(B) to any person snall
at no time exceed 100 percent of the tier 1 capital of the Edge corporation.

(c) Capitalization. (1) An Edge corporation shall at al times be capitalized
In an amount that is adequate in relation to the scope and character of its activities.

(2) Inthe case of an Edge corporation engaged in banking, the minimum
ratio of qualifying total capita to risk-weighted assets, as determined under the
Capital Adequacy Guidelines, shall not be less than 10 percent, of which at least 50
percent shall consist of tier 1 capital.

(3) For purposes of this paragraph (c), no limitation shall apply on the
inclusion of subordinated debt that qualifies astier 2 capital under the Capital
Adequacy Guidelines.

§ 211.13 Supervision and reporting.

(@ Supervision. (1) Foreign branches and subsidiaries. U.S. banking
organizations conducting international operations under this subpart shall supervise
and administer their foreign branches and subsidiaries in such a manner asto ensure
that their operations conform to high standards of banking and financial prudence.

(i) Effective systems of records, controls, and reports shall be maintained to
keep management informed of their activities and condition.

(ii) Such systems shall provide, in particular, information on risk assets,
exposure to market risk, liquidity management, operations, internal controls, legal
and operationa risk, and conformance to management policies.

(i) Reportson risk assets shall be sufficient to permit an appraisal of credit
guality and assessment of exposure to loss, and, for this purpose, provide full
information on the condition of material borrowers.

(iv) Reports on operations and controls shal include interna and externa
audits of the branch or subsidiary.
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(2) Joint ventures. Investors shall maintain sufficient information with
respect to joint ventures to keep informed of their activities and condition.

(i) Such information shdl include audits and other reports on financia
performance, risk exposure, management policies, operations, and controls.

(i) Complete information shal be maintained on al transactions with the
joint venture by the investor and its affiliates.

(3) Avallability of reports and information to examiners. The reports
specified in paragraphs (a)(1) and (2) of this section and any other information
deemed necessary to determine compliance with U.S. banking law shall be made
available to examiners of the appropriate bank supervisory agencies.

(b) Examinations. Examiners appointed by the Board shall examine each
Edge corporation once ayear. An Edge or agreement corporation shall make
available to examiners information sufficient to assess its condition and operations
and the condition and activities of any organization whose shares it holds.

(c) Reports. (1) Reports of condition. Each Edge or agreement
corporation shall make reports of condition to the Board at such times and in such
form as the Board may prescribe. The Board may require that statements of
condition or other reports be published or made available for public inspection.

(2) Foreign operations. Edge and agreement corporations, member banks,
and bank holding companies shall file such reports on their foreign operations as
the Board may require.

(3) Acquisition or disposition of shares. Member banks, Edge and
agreement corporations, and bank holding companies shall report, in a manner
prescribed by the Board, any acquisition or disposition of shares.

(d) Filing and processing procedures. (1) Place of filing. Unless otherwise
directed by the Board, applications, notices, and reports required by this part shall
be filed with the Federa Reserve Bank of the Digtrict in which the parent bank or
bank holding company is located or, if none, the Reserve Bank of the District in
which the applying or reporting institution is located. Instructions and forms for
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applications, notices, and reports are available from the Reserve Banks.

(2) Timing. The Board shall act on an application under this subpart within
60 calendar days after the Reserve Bank has received the application, unless the
Board naotifies the investor that the 60-day period is being extended and states the
reasons for the extension.

Subpart B - Foreign Banking Organizations
§ 211.20 Authority, purpose, and scope.

(& Authority. This subpart isissued by the Board of Governors of the
Federal Resarve System (Board) under the authority of the Bank Holding Company
Act of 1956 (BHC Act) (12 U.S.C. 1841 et seq.) and the International Banking Act
of 1978 (IBA) (12 U.S.C. 3101 € seq.).

(b) Purpose and scope. This subpart isin furtherance of the purposes of
the BHC Act and the IBA. It appliesto foreign banks and foreign banking
organizations with respect to:

(1) The limitations on interstate banking under section 5 of the IBA (12
U.S.C. 3103);

(2) The exemptions from the nonbanking prohibitions of the BHC Act and
the IBA afforded by sections 2(h) and 4(c)(9) of the BHC Act (12 U.S.C. 1841(h),
1843(c)(9));

(3) Board approva of the establishment of an office of aforeign bank in the
United States under sections 7(d) and 10(a) of the IBA (12 U.S.C. 3105(d),
3107(a));

(4) Thetermination by the Board of aforeign bank's representative office,
state branch, state agency, or commercial lending company subsidiary under
sections 7(e) and 10(b) of the IBA (12 U.S.C. 3105(e), 3107(b)), and the
transmission of a recommendation to the Comptroller to terminate afederal branch
or federa agency under section 7(e)(5) of the IBA (12 U.S.C. 3105(e)(5));
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(5) The examination of an office or affiliate of aforeign bank in the United
States as provided in sections 7(c) and 10(c) of the IBA (12 U.S.C. 3105(c),
3107(c));

(6) The disclosure of supervisory information to aforeign supervisor under
section 15 of the IBA (12 U.S.C. 3109);

(7) The limitations on loans to one borrower by state branches and state
agencies of aforeign bank under section 7(h)(2) of the IBA (12 U.S.C. 3105(h)(2));

(8) Thelimitation of a state branch and a state agency to conducting only
activities that are permissible for afederal branch under section (7)(h)(1) of the IBA
(12 U.S.C. 3105(h)(1)); and

(9) The deposit insurance requirement for retail deposit taking by aforeign
bank under section 6 of the IBA (12 U.S.C. 3104).

(10) The management of shell branches (12 U.S.C. 3105(k)).

(c) Additiona reguirements. Compliance by aforeign bank with the
requirements of this subpart and the laws administered and enforced by the Board
does not relieve the foreign bank of responsibility to comply with the laws and
regulations administered by the licensing authority.

8 211.21 Definitions.

The definitions contained in 88 211.1 and 211.2 apply to this subpart, except
as atermis otherwise defined in this section:

(a) Affiliate of aforeign bank or of a parent of aforeign bank means any
company that controls, is controlled by, or is under common control with, the
foreign bank or the parent of the foreign bank.

(b) Agency means any place of business of aforeign bank, located in any
state, at which credit balances are maintained, checks are paid, money islent, or, to
the extent not prohibited by state or federal law, deposits are accepted from a
person or entity that is not a citizen or resident of the United States. Obligations
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shall not be considered credit balances unless they are:

(1) Incidental to, or arise out of the exercise of, other lawful banking
powers;

(2) To serve aspecific purposs;
(3) Not solicited from the genera public;

(4) Not used to pay routine operating expenses in the United States such as
sdaries, rent, or taxes,

(5) Withdrawn within a reasonable period of time after the specific purpose
for which they were placed has been accomplished; and

(6) Drawn upon in amanner reasonable in relation to the size and nature of
the account.

(©)(1) Appropriate Federal Reserve Bank means, unless the Board
designates a different Federal Reserve Bank:

(i) For aforeign banking organization, the Reserve Bank assigned to the
foreign banking organization in § 225.3(b)(2) of Regulation Y (12 CFR
225.3(b)(2));

(i) For aforeign bank that is not aforeign banking organization and
proposes to establish an office, an Edge corporation, or an agreement corporation,
the Reserve Bank of the Federal Reserve District in which the foreign bank
proposes to establish such office or corporation; and

(iii) In al other cases, the Reserve Bank designated by the Board.

(2) The appropriate Federal Reserve Bank need not be the Reserve Bank of
the Federal Reserve District in which the foreign bank's home state is located.

(d) Banking subsidiary, with respect to a specified foreign bank, means a
bank that is a subsidiary as the terms bank and subsidiary are defined in section 2
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of the BHC Act (12 U.S.C. 1841).

(e) Branch means any place of business of aforeign bank, located in any
state, at which deposits are received, and that is not an agency, asthat term is
defined in paragraph (b) of this section.

(f) Change the status of an office means to convert a representative office
into a branch or agency, or an agency or limited branch into a branch, but does not
include renewa of the license of an existing office.

(g) Commercid lending company means any organization,
other than a bank or an organization operating under section 25 of the Federal
Reserve Act (FRA) (12 U.S.C. 601)604a), organized under the laws of any state,
that maintains credit balances permissible for an agency, and engagesin the
business of making commercia loans. Commercial lending company includes any
company chartered under article XI1 of the banking law of the State of New Y ork.

(h) Comptroller means the Office of the Comptroller of the Currency.

(i) Control has the same meaning as in section 2(a) of the BHC Act (12
U.S.C. 1841(a)), and the terms controlled and controlling shall be construed
consstently with the term control.

(j) Domestic branch means any place of business of aforeign bank, located
in any state, that may accept domestic deposits and deposits that are incidental to
or for the purpose of carrying out transactions in foreign countries.

(k) A foreign bank engages directly in the business of banking outside the
United States if the foreign bank engages directly in banking activities usud in
connection with the business of banking in the countries where it is organized or
operating.

() To establish means:
(1) To open and conduct business through an office;

(2) To acquire directly, through merger, consolidation, or similar transaction
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with another foreign bank, the operations of an office that is open and conducting
business;

(3) To acquire an office through the acquisition of aforeign bank subsidiary
that will cease to operate in the same corporate form following the acquisition;

(4) To change the status of an office; or
(5) To relocate an office from one state to another.

(m) Federal agency, federal branch, state agency, and state branch have the
same meanings as in section 1 of the IBA (12 U.S.C. 3101).

(n) Foreign bank means an organization that is organized under the laws of a
foreign country and that engages directly in the business of banking outside the
United States. The term foreign bank does not include a central bank of aforeign
country that does not engage or seek to engage in a commercial banking businessin
the United States through an office.

(0) Foreign banking organization means

(1) aforeign bank, as defined in section 1(b)(7) of the IBA (12 U.S.C.
3101(7)), that:

(i) Operates abranch, agency, or commercia lending company subsidiary in
the United States;

(ii) Controls a bank in the United States; or
(iii) Controls an Edge corporation acquired after March 5, 1987; and
(2) Any company of which the foreign bank is a subsidiary.

(p) Home country, with respect to a foreign bank, means the country in
which the foreign bank is chartered or incorporated.

(q) Home country supervisor, with respect to a foreign bank, means the
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governmenta entity or entities in the foreign bank's home country with
responsibility for the supervision and regulation of the foreign bank.

(r) Licensing authority means:

(1) Therelevant state supervisor, with respect to an application to establish a
state branch, state agency, commercial lending company, or representative office of
aforeign bank; or

(2) The Comptroller, with respect to an application to establish a federal
branch or federal agency.

(s) Limited branch means a branch of aforeign bank that receives only such
deposits as would be permitted for a corporation organized under section 25A of
the Federal Reserve Act.

(t) Officeor office of aforeign bank means any branch, agency,
representative office, or commercia lending company subsidiary of aforeign bank
in the United States.

(u) A parent of aforeign bank means a company of which the foreign bank
Isasubsidiary. An immediate parent of a foreign bank is a company of which the
foreign bank isadirect subsidiary. An ultimate parent of aforeign bank is a parent
of the foreign bank that is not the subsidiary of any other company.

(v) Regiona administrative office means a representative office that:

(1) Isestablished by aforeign bank that operates two or more branches,
agencies, commercia lending companies, or banks in the United States;

(2) Islocated in the same city as one or more of the foreign bank's
branches, agencies, commercia lending companies, or banks in the United States,

(3) Manages, supervises, or coordinates the operations of the foreign bank
or its ffiliates, if any, in a particular geographic area that includes the United States
or aregion thereof, including by exercising credit approval authority in that area
pursuant to written standards, credit policies, and procedures established by the
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foreign bank; and

(4) Does not solicit business from actual or potential customers of the
foreign bank or its affiliates.

(w) Relevant state supervisor means the state entity that is authorized to
supervise and regulate a state branch, state agency, commercia lending company,
or representative office.

(X) Representative office means any office of aforeign bank whichis
located in any state and is not a Federa branch, Federal agency, State branch, State
agency, or commercial lending company subsidiary.

(y) State means any state of the United States or the District of Columbia

(20 Subsidiary means any organization that:

(1) Has 25 percent or more of its voting shares directly or indirectly owned,
controlled, or held with the power to vote by a company, including a foreign bank

or foreign banking organization; or

(2) Isotherwise controlled, or capable of being controlled, by aforeign
bank or foreign banking organization.

§ 211.22 Interstate banking operations of foreign banking organizations.
(& Determination of home state. (1) A foreign bank that, as of December

10, 1997, had declared a home state or had a home state determined pursuant to the
law and regulations in effect prior to that date shall have that state as its home state.

(2) A foreign bank that has any branches, agencies, commercia lending
company subsidiaries, or subsidiary banks in one state, and has no such offices or
subsidiaries in any other states, shall have as its home state the state in which such
offices or subsidiaries are located.

(b) Change of home state. (1) Prior notice. A foreign bank may change its
home state once, if it files 30 days' prior notice of the proposed change with the
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Board.

(2) Application to change home gtate. (i) A foreign bank, in addition to
changing its home state by filing prior notice under paragraph (b)(1) of this section,
may apply to the Board to change its home state, upon showing that a national bank
or state-chartered bank with the same home state as the foreign bank would be
permitted to change its home state to the new home state proposed by the foreign
bank.

(ii) A foreign bank may apply to the Board for such permission one or more
times.

(iii) In determining whether to grant the request of aforeign bank to change
Its home state, the Board shall consider whether the proposed change is consi stent
with competitive equity between foreign and domestic banks.

(3) Effect of change in home state. The home state of a foreign bank and
any change in its home state by a foreign bank shall not affect which Federd
Reserve Bank or Reserve Banks supervise the operations of the foreign bank, and
shall not affect the obligation of the foreign bank to file required reports and
applications with the appropriate Federal Reserve Bank.

(4) Conforming branches to new home state. Upon any change in home
state by aforeign bank under paragraph (b)(1) or (b)(2) of this section, the
domestic branches of the foreign bank established in reliance on any previous home
state of the foreign bank shall be conformed to those which a foreign bank with the
new home state could permissibly establish or operate as of the date of such
change.

(c) Prohibition against interstate deposit production offices. A covered
interstate branch of a foreign bank may not be used as a deposit production office
In accordance with the provisions in § 208.7 of Regulation H (12 CFR 208.7).

§ 211.23 Nonbanking activities of foreign banking or ganizations.

(@ Qudlifying foreign banking organizations. Unless specifically made
eligible for the exemptions by the Board, aforeign banking organization shall
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qualify for the exemptions afforded by this section only if, disregarding its United
States banking, more than half of its worldwide business is banking; and more than
half of its banking business is outside the United States.®? In order to qualify, a
foreign banking organization sndl:

(1) Mest at least two of the following requirements:

(i) Banking assets held outside the United States exceed total worldwide
nonbanking assets,

(i) Revenues derived from the business of banking outside the United States
exceed total revenues derived from its worldwide nonbanking business; or

(i) Net income derived from the business of banking outside the United
States exceeds total net income derived from its worldwide nonbanking business;
and

(2) Mest at least two of the following requirements:

(i) Banking assets held outside the United States exceed banking assets held
in the United States;

(i) Revenues derived from the business of banking outside the United States
exceed revenues derived from the business of banking in the United States; or

(i) Net income derived from the business of banking outside the United
States exceeds net income derived from the business of banking in the United
States.

3¥None of the assets, revenues, or net income,whether held or derived
directly or indirectly, of asubsidiary bank, branch, agency, commercial
lending company, or other company engaged in the business of banking in
the United States(including any territory of the United States, Puerto Rico,
Guam, American Samoa, or the Virgin Idands) shall be considered held or
derived from the business of banking "outside the United States'.
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(b) Determining assets, revenues, and net income. (1)(i) For purposes of
paragraph (@) of this section, the total assets, revenues, and net income of an
organization may be determined on a consolidated or combined basis.

(i) The foreign banking organization shal include assets, revenues, and net
income of companies in which it owns 50 percent or more of the voting shares
when determining total assets, revenues, and net income.

(i) The foreign banking organization may include assets, revenues, and net
income of companies in which it owns 25 percent or more of the voting shares, if
al such companies within the organization are included.

(2) Assets devoted to, or revenues or net income derived from, activities
listed in section 211.10(a) shall be considered banking assets, or revenues or net
income derived from the banking business, when conducted within the foreign
banking organization by aforeign bank or its subsidiaries.

(c) Limited exemptions available to foreign banking organizations in certain
circumstances The following shall apply where a foreign bank meets the
requirements of paragraph (a) but its ultimate parent does not:

(1) Such foreign bank shall be entitled to the exemptions available to a
qualifying foreign banking organization if its ultimate parent meets the requirements
set forth in (a)(2) and could meet the requirements in (a)(1) but for the requirement
in (b)(2) that activities must be conducted by the foreign bank or its subsidiaries in
order to be considered derived from the banking business;

(2) An ultimate parent as described in (c)(1) shall be digible for the
exemptions available to a qualifying foreign banking organization except for those
provided in section 211.23(f)(5)(iii).

(d) Lossof digibility for exemptions. (1) Failureto meet quaifying test. A
foreign banking organization that qualified under paragraph (a) or (c) of this section
shall cease to be digible for the exemptions of this section if it fails to meet the
requirements of paragraphs (a) or (c) of this section for two consecutive years, as
reflected in its annua reports (FR Y-7) filed with the Board.
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(2) Continuing activities and investments. (i) A foreign banking organization
that ceases to be eligible for the exemptions of this section may continue to engage
In activities or retain investments commenced or acquired prior to the end of the
first fiscal year for which its annual report reflects nonconformance with paragraph
(@)or (c) of this section.

(i) Termination or divedtiture. Activities commenced or investments made
after that date shall be terminated or divested within three months of the filing of the
second annual report, or a such time as the Board may determine upon request by
the foreign banking organization to extend the period, unless the Board grants
consent to continue the activity or retain the investment under paragraph (e) of this
section.

(3) Request for specific determination of digibility. (i) A foreign banking
organization that ceases to qualify under paragraph (&) or (c) of this section, or an
affiliate of such foreign banking organization, that requests a specific determination
of eigibility under paragraph (€) of this section may, prior to the Board's
determination on eligibility, continue to engage in activities and make investments
under the provisions of paragraphs (f)(1), (2), (3), and (4) of this section.

(i) The Board may grant consent for the foreign banking organization or its
affiliate to make investments under paragraph (f)(5) of this section.

(e) Specific determination of dligibility for organizations that do not qualify
for the exemptions. (1) Application. (i) A foreign organization that is not aforeign
banking organization or a foreign banking organization that does not quaify under
paragraph (a) or (c) of this section for some or al of the exemptions afforded by
this section, or that has lost its digibility for the exemptions under paragraph (d) of
this section, may apply to the Board for a specific determination of eligibility for
some or all of the exemptions.

(ii) A foreign banking organization may apply for a specific determination
prior to the time it ceases to be digible for the exemptions afforded by this section.

(2) FEactors considered by Board. In determining whether digibility for the
exemptions would be consistent with the purposes of the BHC Act and in the
public interest, the Board shall consider:
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(i) The history and the financial and managerial resources of the foreign
organization or foreign banking organization;

(i) The amount of its businessin the United States;

(i) The amount, type, and location of its nonbanking activities, including
whether such activities may be conducted by U.S. banks or bank holding
companies,

(iv) Whether digibility of the foreign organization or foreign banking
organization would result in undue concentration of resources, decreased or unfair
competition, conflicts of interests, or unsound banking practices,; and

(v) The extent to which the foreign banking organization is subject to
comprehensive supervision or regulation on a consolidated basis or the foreign
organization is subject to oversight by regulatory authorities in its home country.

(3) Conditions and limitations. The Board may impose any conditions and
limitations on a determination of eigibility, including requirements to cease activities
or dispose of investments.

(4) Eligibility not granted. Determinations of digibility generally would not
be granted where a mgority of the business of the foreign organization or foreign
banking organization derives from commercia or industria activities.

(f) Permissible activities and investments. A foreign banking organization
that qualifies under paragraph (&) of this section may:

(1) Engagein activities of any kind outside the United States;

(2) Engagedirectly in activities in the United States that are incidenta to its
activities outside the United States,

(3) Own or control voting shares of any company that is not engaged,

directly or indirectly, in any activities in the United States, other than those that are
incidenta to the international or foreign business of such company;
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(4) Own or control voting shares of any company in afiduciary capacity
under circumstances that would entitle such shareholding to an exemption under
section 4(c)(4) of the BHC Act (12 U.S.C. 1843(c)(4)) if the shares were held or
acquired by a bank;

(5) Own or control voting shares of aforeign company that is engaged
directly or indirectly in business in the United States other than that which is
incidenta to its international or foreign business, subject to the following limitations:

(i) More than 50 percent of the foreign company's consolidated assets shall
be located, and consolidated revenues derived from, outside the United States,
provided that, if the foreign company fails to meet the requirements of this
paragraph (f)(5)(i) for two consecutive years (as reflected in annua reports (FR
Y-7) filed with the Board by the foreign banking organization), the foreign company
shall be divested or its activities terminated within one year of the filing of the
second consecutive annual report that reflects nonconformance with the
requirements of this paragraph (f)(5)(i), unless the Board grants consent to retain
the investment under paragraph (g) of this section;

(i) Theforeign company shall not directly underwrite, sell, or distribute, nor
own or control more than 10 percent of the voting shares of a company that
underwrites, salls, or distributes securities in the United States, except to the extent
permitted bank holding companies;

(iii) If the foreign company is a subsidiary of the foreign banking
organization, the foreign company must be, or must control, an operating company,
and its direct or indirect activitiesin the United States shall be subject to the
following limitations.

(A) Theforeign company's activities in the United States shall be the same
kind of activities, or related to the activities, engaged in directly or indirectly by the
foreign company abroad, as measured by the "establishment” categories of the
Standard Industrial Classification (SIC). An activity in the United States shall be
considered related to an activity outside the United States if it consists of supply,
distribution, or salesin furtherance of the activity;

(B) Theforeign company may engage in activities in the United States that
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consist of banking, securities, insurance, or other financial operations, or types of
activities permitted by regulation or order under section 4(c)(8) of the BHC Act (12
U.S.C. 1843(c)(8)), only under regulations of the Board or with the prior approval
of the Board, subject to the following;

(1) Activitieswithin Divison H (Finance, Insurance, and Real Estate) of the
SIC shall be considered banking or financial operations for this purpose, with the
exception of acting as operators of nonresidential buildings (SIC 6512), operators
of gpartment buildings (SIC 6513), operators of dwellings other than apartment
buildings (SIC 6514), and operators of residential mobile home sites (SIC 6515);
and operating title abstract offices (SIC 6541); and

(2) Thefollowing activities shal be consdered financia activities and may
be engaged in only with the approval of the Board under paragraph (g) of this
section: credit reporting services (SIC 7323); computer and data processing
services (SIC 7371, 7372, 7373, 7374, 7375, 7376, 7377, 7378, and 7379); armored
car services (SIC 7381); management consulting (SIC 8732, 8741, 8742, ad
8748); certain rental and leasing activities (SIC 4741, 7352, 7353, 7359, 7513, 7514,
7515, and 7519); accounting, auditing, and bookkeeping services (SIC 8721);
courier services (SIC 4215 and 4513); and arrangement of passenger transportation
(SIC 4724, 4725, and 4729).

(g) Exemptions under section 4(c)(9) of the BHC Act. A foreign banking
organization that is of the opinion that other activities or investments may, in
particular circumstances, meet the conditions for an exemption under section
4(c)(9) of the BHC Act (12 U.S.C. 1843(c)(9)) may apply to the Board for such a
determination by submitting to the appropriate Federal Reserve Bank aletter setting
forth the basis for that opinion.

(h) Reports. The foreign banking organization shal report in a manner
prescribed by the Board any direct activitiesin the United States by a foreign
subsidiary of the foreign banking organization and the acquisition of al shares of
companies engaged, directly or indirectly, in activities in the United States that were
acquired under the authority of this section.

(1) Avallability of information. If any information required under this section
Is unknown and not reasonably available to the foreign banking organization (either
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because obtaining it would involve unreasonable effort or expense, or because it
rests exclusively within the knowledge of a company
that is not controlled by the organization) the organization shall:

(1) Give such information on the subject as it possesses or can reasonably
acquire, together with the sources thereof; and

(2) Include a statement showing that unreasonable effort or expense would
be involved, or indicating that the company whose shares were acquired is not
controlled by the organization, and stating the result of a request for information.

§211.24 Approval of offices of foreign banks; proceduresfor applications,
standards for approval; representative office activities and standar ds for
approval; preservation of existing authority.

() Board approval of offices of foreign banks. (1) Prior Board approval of
branches, agencies, commercia lending companies, or representative offices of
foreign banks. (i) Except as otherwise provided in paragraphs (a)(2) and (a)(3) of
this section, aforeign bank shall obtain the approva of the Board before it:

(A) Edablishes a branch, agency, commercial lending company subsidiary,
or representative office in the United States; or

(B) Acquires ownership or control of acommercial lending company
subsidiary.

(2) Prior notice for certain offices. (i) After providing 45 days prior
written notice to the Board, aforeign bank may establish:

(A) Anadditiona office (other than a domestic branch outside the home
state of the foreign bank established pursuant to section 5(a)(3) of the IBA (12
U.S.C. 3103(a)(3))), provided that the Board has previously determined the foreign
bank to be subject to comprehensive supervision or regulation on a consolidated
basis by its home country supervisor (comprehensive consolidated supervision or
CCS); or

(B) A representative office, if:
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(1) The Board has not yet determined the foreign bank to be subject to
consolidated comprehensive supervision, but the foreign bank is subject to the
BHC Act, ether directly or through section 8(a) of the IBA (12 U.S.C. 3106(a)); or

(2) The Board previoudly has approved an application by the foreign bank to
establish a branch or agency pursuant to the standard set forth in paragraph
(©)(1)(iii) of this section; or

(3) The Board previously has approved an application by the foreign bank
to establish a representative office.

(i) The Board may waive the 45-day notice period if it finds that immediate
action is required by the circumstances presented. The notice period shall
commence a the time the notice is received by the appropriate Federal Reserve
Bank. The Board may suspend the period or require Board approval prior to the
establishment of such office if the notification raises significant policy or
SUpervisory concerns.

(3) General consent for certain representative offices. (i) The Board grants
its general consent for a foreign bank that is subject to the BHC Act, either directly
or through section 8(a) of the IBA (12 U.S.C. 3106(a)), to establish:

(A) A representative office, but only if the Board has previously determined
that the foreign bank proposing to establish a representative office is subject to
consolidated comprehensive supervision,

(B) A regiona adminigtrative office; or

(C) Anofficethat solely engagesin limited administrative functions (such as
separately maintaining back-office support systems) that:

(1) Areclearly defined,

(2) Are performed in connection with the U.S. banking activities of the
foreign bank; and

(3) Do not involve contact or liaison with customers or potential customers,
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beyond incidental contact with existing customers relating to administrative matters
(such as verification or correction of account information).

(4) Suspension of general consent or prior notice procedures. The Board
may, a any time, upon notice, modify or suspend the prior notice and genera
consent procedures in paragraphs (a)(2) and (3) of this section for any foreign bank
with respect to the establishment by such foreign bank of any U.S. office of such
foreign bank.

(5) Temporary Offices. The Board may, in its discretion, determine that a
foreign bank has not established an office if the foreign bank temporarily operates
at one or more additional locations in the same city of an existing branch or agency
due to renovations, an expansion of activities, amerger or consolidation of the
operations of affiliated foreign banks or companies, or other similar circumstances.
The foreign bank must provide reasonable advance notice of its intent temporarily
to utilize additional locations, and the Board may impose such conditionsin
connection with its determination as it deems necessary.

(6) After-the-fact Board approval. Where aforeign bank proposes to
establish an office in the United States through the acquisition of, or merger or
consolidation with, another foreign bank with an office in the United States, the
Board may, in its discretion, allow the acquisition, merger, or consolidation to
proceed before an application to establish the office has been filed or acted upon
under this section if:

(i) Theforeign bank or banks resulting from the acquisition, merger, or
consolidation, will not directly or indirectly own or control more than 5 percent of
any class of the voting securities of, or control, a U.S. bank;

(i) The Board is given reasonable advance notice of the proposed
acquisition, merger, or consolidation; and

(iii) Prior to consummation of the acquisition, merger, or consolidation, each
foreign bank, as appropriate, commits in writing ether:

(A) To comply with the procedures for an application under this section
within areasonable period of time; to engage in no new lines of business, or

153



otherwise to expand its U.S. activities until the disposition of the application; and to
abide by the Board's decision on the application, including, if necessary, adecision
to terminate the activities of any such U.S. office, as the Board or the Comptroller
may require; or

(B) Promptly to wind-down and close any office, the establishment of which
would have required an gpplication under this section; and to engage in no new
lines of business or otherwise to expand its U.S. activities prior to the closure of
such office.

(7) Notice of change in ownership or control or conversion of existing
office or establishment of representative office under general-consent authority. A
foreign bank with a U.S. office shal notify the Board in writing within 10 days of
the occurrence of any of the following events:

(i) A changein the foreign bank's ownership or control, where the foreign
bank is acquired or controlled by another foreign bank or company and the
acquired foreign bank with a U.S. office continues to operate in the same corporate
form as prior to the change in ownership or control;

(ii) The conversion of a branch to an agency or representative office; an
agency to arepresentative office; or a branch or agency from afederd to a sate
license, or a state to afedera license; or

(iii) The establishment of a representative office under genera-consent
authority.

(8) Transactions subject to approval under Regulation Y. Subpart B of
Regulation Y (12 CFR 225.11-225.17) governs the acquisition by a foreign banking
organization of direct or indirect ownership or control of any voting securities of a
bank or bank holding company in the United States if the acquisition results in the
foreign banking organization's ownership or control of more than 5 percent of any
class of voting securities of a U.S. bank or bank holding company, including
through acquisition of aforeign bank or foreign banking organization that owns or
controls more than 5 percent of any class of the voting securities of a U.S. bank or
bank holding company.
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(b) Proceduresfor application. (1) Filing application. An application for
the Board's approval pursuant to this section shall be filed in the manner prescribed
by the Board.

(2) Publication requirement. (i) Newspaper notice. Except with respect to
a proposed transaction where more extensive notice is required by statute or as
otherwise provided in paragraphs (b)(2)(ii) and (iii) of this section, an applicant
under this section shdl publish a notice in a newspaper of genera circulation in the
community in which the applicant proposes to engage in business.

(i) Contents of notice. The newspaper notice shall:

(A) Statethat an gpplication is being filed as of the date of the newspaper
notice; and

(B) Provide the name of the applicant, the subject matter of the application,
the place where comments should be sent, and the date by which comments are
due, pursuant to paragraph (b)(3) of this section.

(ii) Copy of notice with application. The applicant shal furnish with its
application to the Board a copy of the newspaper notice, the date of its publication,
and the name and address of the newspaper in which it was published.

(iv) Exception. The Board may modify the publication requirement of
paragraphs (b)(2)(i) and (i) of this section in appropriate circumstances.

(v) Federa branch or federal agency. In the case of an application to
establish afederal branch or federal agency, compliance with the publication
procedures of the Comptroller shall satisfy the publication requirement of this
section. Comments regarding the application should be sent to the Board and the
Comptroller.

(3) Written comments. (i) Within 30 days after publication, as required in
paragraph (b)(2) of this section, any person may submit to the Board written
comments and data on an application.

(i) The Board may extend the 30-day comment period if the Board
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determines that additional relevant information is likely to be provided by interested
persons, or if other extenuating circumstances exi<t.

(4) Board action on application. (i) Timelimits. (A) The Board shall act
on an application from a foreign bank to establish a branch, agency, or commercial
lending company subsidiary within 180 calendar days after the receipt of the
application.

(B) The Board may extend for an additional 180 calendar days the period
within which to take final action, after providing notice of and reasons for the
extension to the gpplicant and the licensing authority.

(C) Thetime periods set forth in this paragraph (b)(4)(i) may be waived by
the applicant.

(i) Additional information. The Board may request any information in
addition to that supplied in the application when the Board believes that the
information is necessary for its decision, and may deny an application if it does not
receive the information requested from the applicant or its home country supervisor
in sufficient time to permit adequate evaluation of the information within the time
periods set forth in paragraph (b)(4)(i) of this section.

(5) Coordination with other regulators. Upon receipt of an application by a
foreign bank under this section, the Board shall promptly notify, consult with, and
consider the views of the licensing authority.

(c) Standards for approval of U.S. offices of foreign banks. (1) Mandatory
standards. (i) General. As specified in section 7(d) of the IBA (12 U.S.C.
3105(d)), the Board may not approve an application to establish a branch or an
agency, or to establish or acquire ownership or control of acommercial lending
company, unless it determines that:

(A) Each of the foreign bank and any parent foreign bank engages directly in
the business of banking outside the United States and, except as provided in
paragraph (c)(1)(iii) of this section, is subject to comprehensive supervision or
regulation on a consolidated basis by its home country supervisor; and
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(B) Theforeign bank has furnished to the Board the information that the
Board requires in order to assess the application adequately.

(i) Basisfor determining comprehensive consolidated supervision. In
determining whether aforeign bank and any parent foreign bank is subject to
comprehensive consolidated supervision, the Board shall determine whether the
foreign bank is supervised or regulated in such a manner that its home country
supervisor receives sufficient information on the worldwide operations of the
foreign bank (including the relationships of the bank to any affiliate) to assess the
foreign bank's overdl financial condition and compliance with law and regulation.
In making such a determination, the Board shall assess, among other factors, the
extent to which the home country supervisor:

(A) Ensuresthat the foreign bank has adequate procedures for monitoring
and controlling its activities worldwide;

(B) Obtains information on the condition of the foreign bank and its
subsidiaries and offices outside the home country through regular reports of
examination, audit reports, or otherwise;

(C) Obtainsinformation on the dealings and relationship between the foreign
bank and its affiliates, both foreign and domestic;

(D) Receivesfrom the foreign bank financial reports that are consolidated
on aworldwide basis, or comparable information that permits analysis of the
foreign bank's financial condition on a worldwide, consolidated bas's,

(E) Evaluates prudential standards, such as capital adequacy and risk asset
exposure, on aworldwide basis.

(ii) Determination of comprehensive consolidated supervision not required
in certain circumstances. (A) If the Board is unable to find, under paragraph
(©)(2)(i) of this section, that aforeign bank is subject to comprehensive
consolidated supervision, the Board may, nevertheless, approve an application by
the foreign bank if:

(1) The home country supervisor is actively working to establish
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arrangements for the consolidated supervision of such bank; and
(2) All other factors are consistent with approval.

(B) In deciding whether to use its discretion under this paragraph (c)(1)(iii),
the Board aso shall consider whether the foreign bank has adopted and
Implemented procedures to combat money laundering. The Board also may take
into account whether the home country supervisor is developing alega regimeto
address money laundering or is participating in multilateral efforts to combat money
laundering. In approving an application under this paragraph (c)(1)(iii), the Board,
after requesting and taking into consideration the views of the licensing authority,
may impose any conditions or restrictions relating to the activities or business
operations of the proposed branch, agency, or commercial lending company
subsidiary, including restrictions on sources of funding. The Board shall
coordinate with the licensing authority in the implementation of such conditions or
restrictions.

(2) Additional standards. In acting on any application under this subpart, the
Board may take into account:

(i) Consent of home country supervisor. Whether the home country
supervisor of the foreign bank has consented to the proposed establishment of the
branch, agency, or commercia lending company subsidiary;

(i) Financia resources. The financial resources of the foreign bank
(including the foreign bank's capital position, projected capita position,
profitability, level of indebtedness, and future prospects) and the condition of any
U.S. office of the foreign bank;

(i) Manageria resources. The manageria resources of the foreign bank,
including the competence, experience, and integrity of the officers and directors,
the integrity of its principal shareholders, management's experience and capacity to
engage in international banking; and the record of the foreign bank and its
management of complying with laws and regulations, and of fulfilling any
commitments to, and any conditions imposed by, the Board in connection with any
prior gpplication;
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(iv) Sharing information with supervisors. Whether the foreign bank's home
country supervisor and the home country supervisor of any parent of the foreign
bank share material information regarding the operations of the foreign bank with
other supervisory authorities;

(v) Assurancesto Board. (A) Whether the foreign bank has provided the
Board with adequate assurances that information will be made available to the
Board on the operations or activities of the foreign bank and any of its affiliates that
the Board deems necessary to determine and enforce compliance with the IBA, the
BHC Act, and other applicable federal banking statutes.

(B) These assurances shall include a statement from the foreign bank
describing the laws that would restrict the foreign bank or any of its parents from
providing information to the Board;

(vi) Measures for prevention of money laundering. Whether the foreign
bank has adopted and implemented procedures to combat money laundering,
whether there isalegal regimein place in the home country to address money
laundering, and whether the home country is participating in multilateral effortsto
combat money laundering;

(vii) Compliance with U.S. law. Whether the foreign bank and its U.S.
affiliates are in compliance with applicable U.S. law, and whether the applicant has
established adequate controls and procedures in each of its offices to ensure
continuing compliance with U.S. law, including controls directed to detection of
money laundering and other unsafe or unsound banking practices; and

(viii) The needs of the community and the history of operation of the foreign
bank and its relative size in its home country, provided that the size of the foreign
bank is not the sole factor in determining whether an office of aforeign bank should
be approved.

(3) Additional standards for certain interstate applications. (i) As specified
in section 5(a)(3) of the IBA (12 U.S.C. 3103(a)(3)), the Board may not approve an
application by aforeign bank to establish a branch, other than alimited branch,
outside the home state of the foreign bank under section 5(a)(1) or (2) of the IBA
(12 U.S.C. 3103(8)(1), (2)) unless the Board:
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(A) Determinesthat the foreign bank's financial resources, including the
capital level of the bank, are equivalent to those required for a domestic bank to be
approved for branching under section 5155 of the Revised Statutes (12 U.S.C. 36)
and section 44 of the Federa Deposit Insurance Act (FDIA) (12 U.S.C. 1831u);

(B) Consults with the Department of the Treasury regarding capital
equivaency;

(C) Appliesthe standards specified in section 7(d) of the IBA (12 U.S.C.
3105(d)) and this paragraph (c); and

(D) Appliesthe same requirements and conditions to which an application
by a domestic bank for an interstate merger is subject under section 44(b)(1), (3),
and (4) of the FDIA (12 U.S.C. 1831u(b)(1), (3), (4)); and

(ii) As specified in section 5(a)(7) of the IBA (12 U.S.C. 3103(a)(7)), the
Board may not approve an gpplication to establish a branch through a changein
status of an agency or limited branch outside the foreign bank’ s home state unless:

(A) The establishment and operation of such branch is permitted by such
state; and

(B) Such agency or branch has been in operation in such state for a period
of time that meets the state’ s minimum age requirement permitted under section
44()(5) of the Federal Deposit Insurance Act.

(4) Board conditions on approval. The Board may impose any conditions
on its approval as it deems necessary, including a condition which may permit
future termination by the Board of any activities or, in the case of afedera branch
or afedera agency, by the Comptroller, based on the inability of the foreign bank
to provide information on its activities or those of its affiliates that the Board deems
necessary to determine and enforce compliance with U.S. banking laws.

(d) Representative offices. (1) Permissible activities. A representative
office may engagein:

(i) Representational and adminidtrative functions. Representationa and
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adminigrative functions in connection with the banking activities of the foreign
bank, which may include soliciting new business for the foreign bank; conducting
research; acting as liaison between the foreign bank's head office and customersin
the United States; performing preliminary and servicing steps in connection with
lending;®Y or performing back-office functions; but shall not include contracting for
any deposgit or deposit-like liability, lending money, or engaging in any other
banking activity for the foreign bank;

(i) Credit approvals under certain circumstances. Making credit decisionsiif
the foreign bank also operates one or more branches or agencies in the United
States, the loans approved at the representative office are made by a U.S. office of
the bank, and the loan proceeds are not disbursed in the representative office; and

(i) Other functions. Other functions for or on behalf of the foreign bank or
its affiliates, such as operating as a regional administrative office of the foreign
bank, but only to the extent that these other functions are not banking activities and
are not prohibited by applicable federal or state law, or by ruling or order of the
Board.

(2) Standards for approval of representative offices. As specified in section
10(a)(2) of the IBA (12 U.S.C. 3107(8)(2)), in acting on the application of aforeign
bank to establish a representative office, the Board shall take into account, to the
extent it deems appropriate, the standards for approval set out in paragraph (c) of
this section. The standard regarding supervision by the foreign bank's home
country supervisor (as set out in paragraph (¢)(1)(i)(A) of this section) will be met,
in the case of arepresentative office application, if the Board makes a finding that
the applicant bank is subject to a supervisory framework that is consistent with the
activities of the proposed representative office, taking into account the nature of
such activities and the operating record of the applicant.

(3) Specia-purpose foreign government-owned banks. A foreign
government) owned organization engaged in banking activities in its home country
that are not commercial in nature may apply to the Board for a determination that

3V See 12 C.F.R. § 250.141(h) for activities that congtitute preliminary
and servicing steps.
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the organization is not aforeign bank for purposes of this section. A written
request setting forth the basis for such a determination may be submitted to the
Reserve Bank of the Didtrict in which the foreign organization's representative
office islocated in the United States, or to the Board, in the case of a proposed
establishment of a representative office. The Board shall review and act upon each
request on a case-by-case basis.

(4) Additiona requirements. The Board may impose any additional
requirements that it determines to be necessary to carry out the purposes of the
IBA.

(e) Preservation of existing authority. Nothing in this subpart shall be
construed to relieve any foreign bank or foreign banking organization from any
otherwise applicable requirement of federa or state law, including any applicable
licensing requirement.

(f) Reports of crimes and suspected crimes. Except for afederal branch or
afedera agency or a state branch that is insured by the Federal Deposit Insurance
Corporation (FDIC), a branch, agency, or representative office of aforeign bank
operating in the United States shall file a suspicious activity report in accordance
with the provisions of section 208.62 of Regulation H (12 CFR 208.62).

(g) Management of shell branches.

(1) A state-licensed branch or agency shall not manage, through an office of
the foreign bank which is located outside the United States and is managed or
controlled by such state-licensed branch or agency, any type of activity that a bank
organized under the laws of the United States or any state is not permitted to
manage at any branch or subsidiary of such bank which is located outside the
United States.

(2) For purposes of this subsection, an office of aforeign bank located
outside the United States is “managed or controlled” by a state-licensed branch or
agency if amaority of the responsibility for business decisions, including but not
limited to decisions with regard to lending or asset management or funding or
liability management, or the responsibility for recordkeeping in respect of assets or
liabilities for that non-U.S. office, resides at the state-licensed branch or agency.
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(3) Thetypes of activities that a state-licensed branch or agency may manage
through an office located outside the United States that it manage or controls
Include the types of activities authorized to a U.S. bank by state or federal charters,
regulations issued by chartering or regulatory authorities, and other U.S. banking
laws, including the Federa Reserve Act, and the implementing regulations, but U.S.
procedural or quantitative requirements that may be applicable to the conduct of
such activities by U.S. banks shall not apply.

(h) Government securities sales practices. An uninsured state-licensed
branch or agency of aforeign bank that is required to give notice to the Board
under section 15C of the Securities Exchange Act of 1934 (15 USC 780-5) and the
Department of the Treasury rules under section 15C (17 CFR 400.1(d) and part
401) shall be subject to the provisions of 12 CFR 208.37 to the same extent as a
state member bank that is required to give such notice.

(i) Protection of customer information. An uninsured state-licensed branch
or agency of aforeign bank shall comply with the Interagency Guidelines
Establishing Standards for Safeguarding Customer Information prescribed pursuant
to sections 501 and 505 of the Gramm-Leach Bliley Act (15 USC 6801 and 6805),
set forth in appendix D-2 to part 208 of this chapter.

§211.25 Termination of offices of foreign banks.

(@ Groundsfor termination. (1) Genera. Under sections 7(e) and 10(b) of
the IBA (12 U.S.C. 3105(d), 3107(b)), the Board may order aforeign bank to
terminate the activities of its representative office, state branch, state agency, or
commercia lending company subsidiary if the Board finds that:

(i) Theforeign bank is not subject to comprehensive consolidated
supervision in accordance with section 211.24(c)(1), and the home country
supervisor is not making demonstrable progress in establishing arrangements for
the consolidated supervision of the foreign bank; or

(i) Both of the following criteria are met:

(A) Thereisreasonable cause to believe that the foreign bank, or any of its
affiliates, has committed a violation of law or engaged in an unsafe or unsound
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banking practice in the United States; and

(B) Asaresult of such violation or practice, the continued operation of the
foreign bank's representative office, state branch, state agency, or commercial
lending company subsidiary would not be consistent with the public interest, or
with the purposes of the IBA, the BHC Act, or the FDIA.

(2) Additiona ground. The Board aso may enforce any condition imposed
In connection with an order issued under section 211.24.

(b) Factor. In making its findings under this section, the Board may take
into account the needs of the community, the history of operation of the foreign
bank, and its relative size in its home country, provided that the size of the foreign
bank shall not be the sole determining factor in a decision to terminate an office.

(c) Consultation with relevant state supervisor. Except in the case of
termination pursuant to the expedited procedure in paragraph (d)(3) of this section,
the Board shall request and consider the views of the relevant state supervisor
before issuing an order terminating the activities of a state branch, state agency,
representative office, or commercial lending company subsidiary under this section.

(d) Termination procedures. (1) Notice and hearing. Except as otherwise
provided in paragraph (d)(3) of this section, an order issued under paragraph (a)(1)
of this section shall be issued only after notice to the relevant state supervisor and
the foreign bank and after an opportunity for a hearing.

(2) Proceduresfor hearing. Hearings under this section shall be conducted
pursuant to the Board's Rules of Practice for Hearings (12 CFR part 263).

(3) Expedited procedure. The Board may act without providing an
opportunity for a hearing, if it determines that expeditious action is necessary in
order to protect the public interest. When the Board finds that it is necessary to act
without providing an opportunity for a hearing, the Board, solely in its discretion,

may:

(i) Provide the foreign bank that is the subject of the termination order with
notice of the intended termination order;
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(ii) Grant the foreign bank an opportunity to present a written submission
opposing issuance of the order; or

(i) Take any other action designed to provide the foreign bank with notice
and an opportunity to present its views concerning the order.

(e) Termination of federal branch or federal agency. The Board may
transmit to the Comptroller a recommendation that the license of afederal branch
or federal agency be terminated if the Board has reasonable cause to believe that the
foreign bank or any &ffiliate of the foreign bank has engaged in conduct for
which the activities of a state branch or state agency may be terminated pursuant to
this section.

(f) Voluntary termination. A foreign bank shall notify the Board at least 30
days prior to terminating the activities of any office. Notice pursuant to this
paragraph (f) isin addition to, and does not satisfy, any other federal or state
requirements relating to the termination of an office or the requirement for
prior notice of the closing of a branch, pursuant to section 39 of the FDIA (12
U.S.C. 1831p).

§ 211.26 Examination of offices and affiliates of foreign banks.

(@ Conduct of examinations--(1) Examination of branches, agencies,
commercial lending companies, and affiliates. The Board may examine:

(i) Any branch or agency of aforeign bank;

(i) Any commercial lending company or bank controlled by one or more
foreign banks, or one or more foreign companies that control a foreign bank; and

(i) Any other office or affiliate of aforeign bank conducting businessin any
state.

(2) Examination of representative offices. The Board may examine any
representative office in the manner and with the frequency it deems appropriate.

(b) Coordination of examinations. To the extent possible, the Board shall
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coordinate its examinations of the U.S. offices and U.S. affiliates of aforeign bank
with the licensing authority and, in the case of an insured branch, the Federa
Deposit Insurance Corporation (FDIC), including through simultaneous
examinations of the U.S. officesand U.S. affiliates of aforeign bank.

(c) Freguency of on-site examination-(1) General. Each branch or agency
of aforeign bank shall be examined on-site at least once during each 12-month
period (beginning on the date the most recent examination of the office ended)
by —

(i) The Board;

(i) The FDIC, if the branch of the foreign bank accepts or maintains insured
deposits;

(iii) The Comptroller, if the branch or agency of the foreign bank is licensed
by the Comptroller; or

(iv) The state supervisor, if the office of the foreign bank is licensed or
chartered by the state.

(2) 18-month cycle for certain small indtitutions--(i) Mandatory standards.
The Board may conduct a full-scope, on-site examination at least once during each
18-month period, rather than each 12-month period as required in paragraph (c)(1)
of this section, if the branch or agency --

(A) Hastotal assets of $250 million or less;

(B) Has received a composite ROCA supervisory rating (which rates risk
management, operational controls, compliance, and asset quality) of 1 or 2 at its
most recent examination,

(C) Satisfies the requirement of either the following paragraph (c)(2)(i)(C)(2)
or (2):

(1) The foreign bank’s most recently reported capital adequacy position
consists of, or is equivalent to, tier 1 and total risk-based capital ratios of at least 6
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percent and 10 percent, respectively, on a consolidated basis; or

(2) The branch or agency has maintained on adaily basis, over the past three
guarters, digible assets in an amount not less than 108 percent of the preceding
guarter’ s average third-party liabilities (determined consistent with applicable
federal and state law) and sufficient liquidity is currently available to meet its
obligations to third parties,

(D) Is not subject to aformal enforcement action or order by the Board,
FDIC, or OCC; and

(E) Has not experienced a change in control during the preceding 12-month
period in which afull-scope, on-site examination would have been required but for
this section.

(i) Discretionary standards. In determining whether a branch or agency of a
foreign bank that meets the standards of paragraph (c)(2)(i) of this section should
not be digible for an 18-month examination cycle pursuant to this paragraph (c)(2),
the Board may consider additional factors, including whether --

(A) Any of the individual components of the ROCA supervisory rating of a
branch or agency of aforeign bank israted “3" or worse;

(B) The results of any off-gite surveillance indicate a deterioration in the
condition of the office;

(C) The size, relative importance, and role of a particular office when
reviewed in the context of the foreign bank’ s entire U.S. operations otherwise
necessitate an annua examination; and

(D) The condition of the foreign bank gives rise to such a need.
(3) Authority to conduct more frequent examinations. Nothing in

paragraphs (¢)(1) and (2) of this section limits the authority of the Board to examine
any U.S. branch or agency of aforeign bank as frequently as it deems necessary.

§ 211.27 Disclosure of supervisory information to foreign supervisors.
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(@ Disclosure by Board. The Board may disclose information obtained in
the course of exercising its supervisory or examination authority to aforeign bank
regulatory or supervisory authority, if the Board determines that disclosureis
appropriate for bank supervisory or regulatory purposes and will not prejudice the
interests of the United States.

(b) Confidentidity. Before making any disclosure of information pursuant
to paragraph (a) of this section, the Board shall obtain, to the extent necessary, the
agreement of the foreign bank regulatory or supervisory authority to maintain the
confidentiality of such information to the extent possible under applicable law.

§211.28 Provisions applicable to branches and agencies: limitation on
loans to one borrower .

(& Limitation on loans to one borrower. Except as provided in paragraph
(b) of this section, the total loans and extensions of credit by al the state branches
and state agencies of aforeign bank outstanding to a single borrower at one time
shall be aggregated with the total loans and extensions of credit by all federa
branches and federal agencies of the same foreign bank outstanding to such
borrower at the time; and shall be subject to the limitations and other provisions of
section 5200 of the Revised Statutes (12 U.S.C. 84), and the regulations
promulgated thereunder, in the same manner that extensions of credit by afedera
branch or federal agency are subject to section 4(b) of the IBA (12 U.S.C. 3102(b))
as if such state branches and state agencies were federal branches and federal
agencies.

(b) Preexisting loans and extensions of credit. Any loans or extensions of
credit to a single borrower that were originated prior to December 19, 1991, by a
state branch or state agency of the same foreign bank and that, when aggregated
with loans and extensions of credit by all other branches and agencies of the
foreign bank, exceed the limits set forth in paragraph (&) of this section, may be
brought into compliance with such limitations through routine repayment, provided
that any new loans or extensions of credit (including renewals of existing
unfunded credit lines, or extensions of the maturities of existing loans) to the same
borrower shall comply with the limits et forth in paragraph (@) of this section.

8§ 211.29 Applications by state branches and state agencies to conduct

168



activities not permissible for federal branches.

(@) Scope. A sate branch or state agency shall file with the Board a prior
written application for permission to engage in or continue to engage in any type of
activity that:

(1) Isnot permissible for afedera branch, pursuant to statute, regulation,
officia bulletin or circular, or order or interpretation issued in writing by the
Comptroller; or

(2) Isrendered impermissible due to a subsequent change in statute,
regulation, official bulletin or circular, written order or interpretation, or decision of
acourt of competent jurisdiction.

(b) Exceptions. No agpplication shall be required by a state branch or state
agency to conduct any activity that is otherwise permissible under applicable state
and federa law or regulation and that:

(1) Has been determined by the FDIC, pursuant to 12 CFR 362.4(c)(3)(i)-
(3)(i))(A), not to present a significant risk to the affected deposit insurance fund;

(2) Ispermissible for afedera branch, but the Comptroller imposes a
guantitative limitation on the conduct of such activity by the federal branch;

(3) Isconducted as agent rather than as principal, provided that the activity
is one that could be conducted by a state-chartered bank headquartered in the same
state in which the branch or agency islicensed; or

(4) Any other activity that the Board has determined may be conducted by
any state branch or state agency of aforeign bank without further application to the
Board.

(c) Contents of application. An application submitted pursuant to paragraph
(a) of this section shal be in letter form and shall contain the following information:

(1) A brief description of the activity, including the manner in which it will be
conducted, and an estimate of the expected dollar volume associated with the
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activity;

(2) Ananalysis of the impact of the proposed activity on the condition of
the U.S. operations of the foreign bank in general, and of the branch or agency in
particular, including a copy, if available, of any feasihility study, management plan,
financia projections, business plan, or smilar document concerning the conduct of
the activity;

(3) A resolution by the applicant's board of directors or, if aresolution is
not required pursuant to the applicant's organizational documents, evidence of
approval by senior management, authorizing the conduct of such activity and the
filing of this application;

(4) If the activity isto be conducted by a state branch insured by the FDIC,
statements by the applicant:

(i) Of whether or not it isin compliance with 12 CFR 346.19 (Pledge of
Assets) and 12 CFR 346.20 (Asset Maintenance);

(i) That it has complied with all requirements of the FDIC concerning an
application to conduct the activity and the status of the application, including a
copy of the FDIC's disposition of such application, if available; and

(iii) Explaining why the activity will pose no significant risk to the deposit
insurance fund; and

(5) Any other information that the Reserve Bank deems appropriate.
(d) Factors considered in determination. (1) The Board shall consider the

following factors in determining whether a proposed activity is consistent with
sound banking practice:

(i) Thetypesof risks, if any, the activity poses to the U.S. operations of the
foreign banking organization in general, and the branch or agency in particular;

(i) If the activity poses any such risks, the magnitude of each risk; and
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(iii) If arisk isnot de minimis, the actual or proposed procedures to control
and minimize the risk.

(2) Each of the factors set forth in paragraph (d)(1) of this section shall be
evauated in light of the financial condition of the foreign bank in general and the
branch or agency in particular and the volume of the activity.

(e) Application procedures. Applications pursuant to this section shall be
filed with the appropriate Federal Reserve Bank. An application shal not be
deemed complete until it contains all the information requested by the Reserve Bank
and has been accepted. Approval of such an application may be conditioned on
the applicant's agreement to conduct the activity subject to specific conditions or
limitations.

(f) Divestiture or cessation. (1) If an application for permission to continue
to conduct an activity is not approved by the Board or, if applicable, the FDIC, the
applicant shall submit a detailed written plan of divestiture or cessation of the
activity to the appropriate Federal Reserve Bank within 60 days of the disapproval.

(i) Thedivestiture or cessation plan shal describe in detail the manner in
which the applicant will divest itself of or cease the activity, and shall include a
projected timetable describing how long the divestiture or cessation is expected to
take.

(i) Divedtiture or cessation shall be complete within one year from the date
of the disapproval, or within such shorter period of time as the Board shall direct.

(2) If aforeign bank operating a state branch or state agency chooses not to
apply to the Board for permission to continue to conduct an activity that is not
permissible for afederal branch, or which is rendered impermissible dueto a
subsequent change in statute, regulation, officia bulletin or circular, written order or
interpretation, or decision of a court of competent jurisdiction, the foreign bank
shall submit awritten plan of divestiture or cessation, in conformance with
paragraph (f)(1) of this section within 60 days of the effective date of this part or of
such change or decision.

§211.30 Criteriafor evaluating U.S. operations of foreign banks not
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subject to consolidated supervision.

(@ Development and publication of criteria. Pursuant to the Foreign Bank
Supervision Enhancement Act, Pub. L. 102-242, 105 Stat. 2286 (1991), the Board
shall develop and publish criteriato be used in evauating the operations of any
foreign bank in the United States that the Board has determined is not subject to
comprehensive consolidated supervision.

(b) Criteria considered by Board. Following a determination by the Board
that, having taken into account the standards set forth in § 211.24(c)(1), aforeign
bank is not subject to CCS, the Board shall consider the following criteriain
determining whether the foreign bank's U.S. operations should be permitted to
continue and, if so, whether any supervisory constraints should be placed upon the
bank in connection with those operations:

(1) The proportion of the foreign bank's total assets and total liabilities that
are located or booked in its home country, as well as the distribution and location
of its assets and liabilities that are located or booked elsewhere;

(2) The extent to which the operations and assets of the foreign bank and
any affiliates are subject to supervision by its home country supervisor;

(3) Whether the home country supervisor of such foreign bank is actively
working to establish arrangements for comprehensive consolidated supervision of
the bank, and whether demonstrable progress is being made;

(4) Whether the foreign bank has effective and reliable systems of internal
controls and management information and reporting, which enable its management
properly to oversee its worldwide operations;

(5 Whether the foreign bank’s home country supervisor has any objection
to the bank continuing to operate in the United States;

(6) Whether the foreign bank's home country supervisor and the home

country supervisor of any parent of the foreign bank share material information
regarding the operations of the foreign bank with other supervisory authorities,
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(7) Therelationship of the U.S. operations to the other operations of the
foreign bank, including whether the foreign bank maintains fundsin its U.S. offices
that are in excess of amounts due to its U.S. offices from the foreign bank's
non-U.S. offices;

(8) The soundness of the foreign bank's overall financial condition;

(9) The manageria resources of the foreign bank, including the competence,
experience, and integrity of the officers and directors, and the integrity of its
principa shareholders;

(10) The scope and frequency of externa audits of the foreign bank;

(11) The operating record of the foreign bank generaly and itsrole in the
banking system in its home country;

(12) The foreign bank's record of compliance with relevant laws, aswell as
the adequacy of its anti-money-laundering controls and procedures, in respect of its
worldwide operations,

(13) The operating record of the U.S. offices of the foreign bank;

(14) The views and recommendations of the Comptroller or the relevant
state supervisors in those states in which the foreign bank has operations, as

appropriate;

(15) Whether the foreign bank, if requested, has provided the Board with
adeguate assurances that such information will be made available on the operations
or activities of the foreign bank and any of its affiliates as the Board deems
necessary to determine and enforce compliance with the IBA, the BHC Act, and
other U.S. banking statutes; and

(16) Any other information relevant to the safety and soundness of the U.S.
operations of the foreign bank.

(c) Redtrictionson U.S. operations. (1) Terms of agreement. Any foreign
bank that the Board determines is not subject to CCS may be required to enter into
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an agreement to conduct its U.S. operations subject to such restrictions as the
Board, having considered the criteria set forth in paragraph (b) of this section,
determines to be appropriate in order to ensure the safety and soundness of its
U.S. operations.

(2) Falureto enter into or comply with agreement. A foreign bank that is
required by the Board to enter into an agreement pursuant to paragraph (c)(1) of
this section and either fails to do so, or fails to comply with the terms of such
agreement, may be subject to:

(i) Enforcement action, in order to ensure safe and sound banking
operations, under 12 U.S.C. 1818; or

(i) Termination or a recommendation for termination of its U.S. operations,
under § 211.25(a) and (e) and section (7)(e) of the IBA (12 U.S.C. 3105(e)).

Subpart C - Export Trading Companies

§211.31 Authority, purpose, and scope.

(@ Authority. Thissubpart isissued by the Board of Governors of the
Federal Reserve System (Board) under the authority of the Bank Holding Company
Act of 1956 (BHC Act) (12 U.S.C. 1841 et seq.), the Bank Export Services Act
(title 1, Pub. L. 97-290, 96 Stat. 1235 (1982)) (BESA), and the Export Trading
Company Act Amendments of 1988 (title I11, Pub. L. 100-418, 102 Stat. 1384
(1988)) (ETC Act Amendments).

(b) Purpose and scope. This subpart isin furtherance of the purposes of
the BHC Act, the BESA, and the ETC Act Amendments, the latter two statutes
being designed to increase U.S. exports by encouraging investments and
participation in export trading companies by bank holding companies and the
specified investors. The provisions of this subpart apply to digible investors as
defined in this subpart.

8 211.32 Definitions.

The definitionsin 88§ 211.1 and 211.2 of subpart A apply to this subpart,
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subject to the following:

(& Appropriate Federal Reserve Bank has the same meaning asin
§211.21(c).

(b) Bank has the same meaning as in section 2(c) of the BHC Act (12
U.S.C. 1841(c)).

(c) Company has the same meaning as in section 2(b) of the BHC Act (12
U.S.C. 1841(b)).

(d) Eligible investors means:

(1) Bank holding companies, as defined in section 2(a) of the BHC Act (12
U.S.C. 1841(a));

(2) Edge and agreement corporations that are subsidiaries of bank holding
companies but are not subsidiaries of banks,

(3) Banker's banks, as described in section 4(c)(14)(F)(iii) of the BHC Act
(12 U.S.C. 1843(c)(14)(F)(iii)); and

(4) Foreign banking organizations, as defined in § 211.21(0).
(e) Export trading company means a company that is exclusively engaged in

activities related to international trade and, by engaging in one or more export trade
services, derives.

(1) At least one-third of its revenues in each consecutive four-year period
from the export of, or from facilitating the export of, goods and services produced
in the United States by persons other than the export trading company or its
subsidiaries; and

(2) More revenues in each four-year period from export activities as
described in paragraph (€)(1) of this section than it derives from the import, or
facilitating the import, into the United States of goods or services produced outside
the United States. The four-year period within which to calculate revenues derived
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from its activities under this section shall be deemed to have commenced with the
first fiscal year after the respective export trading company has been in operation
for two years.

(f) Revenues shall include net sales revenues from exporting, importing, or
third-party trade in goods by the export trading company for its own account and
gross revenues derived from all other activities of the export trading company.

(g) Subsidiary has the same meaning as in section 2(d) of the BHC Act (12
U.S.C. 1841(d)).

(h) Wdll capitalized has the same meaning asin 8 225.2(r) of Regulation Y
(12 CFR 225.2(r)).

(i) Wdl managed has the same meaning asin 8§ 225.2(s) of Regulation Y (12
CFR 225.2(9)).

8 211.33 Investments and extensions of credit.

(@ Amount of investments. In accordance with the procedures of § 211.34,
an eligible investor may invest no more than 5 percent of its consolidated capita
and surplus in one or more export trading companies, except that an Edge or
agreement corporation not engaged in banking may invest as much as 25 percent of
its consolidated capital and surplus but no more than 5 percent of the consolidated
capital and surplus of its parent bank holding company.

(b) Extensions of credit. (1) Amount. An digibleinvestor in an export
trading company or companies may extend credit directly or indirectly to the export
trading company or companiesin atotal amount that at no time exceeds 10 percent
of the investor's consolidated capital and surplus.

(2) Terms. (i) Andigibleinvestor in an export trading company may not
extend credit directly or indirectly to the export trading company or any of its
customers or to any other investor holding 10 percent or more of the shares of the
export trading company on terms more favorable than those afforded similar
borrowers in similar circumstances, and such extensions of credit shall not involve
more than the normal risk of repayment or present other unfavorable features.
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(ii) For the purposes of this section, an investor in an export trading
company includes any affiliate of the investor.

(3) Coallatera requirements. Covered transactions between a bank and an
affiliated export trading company in which a bank holding company has invested
pursuant to this subpart are subject to the collateral requirements of section 23A of
the Federal Reserve Act (12 U.S.C. 371c), except where a bank issues a letter of
credit or advances funds to an affiliated export trading company solely to finance
the purchase of goods for which:

(i) The export trading company has a bona fide contract for the subsequent
sale of the goods; and

(ii) The bank has a security interest in the goods or in the proceeds from
their sale at least equal in value to the letter of credit or the advance.

§ 211.34 Proceduresfor filing and processing notices.

(@ General policy. Direct and indirect investments by eligible investorsin
export trading companies shall be made in accordance with the general consent or
prior notice procedures contained in this section. The Board may at any time,
upon notice, modify or suspend the general-consent procedures with respect to any
eligible investor.

(b) General consent. (1) Eligibility for general consent. Subject to the other
limitations of this subpart, the Board grants its genera consent for any investment
an export trading company:

(i) If thedigibleinvestor iswell capitalized and well managed;

(i) Inan amount equa to cash dividends received from that export trading
company during the preceding 12 calendar months; or

(iii) That isacquired from an affiliate at net asset vaue or through a
contribution of shares.

(2) Post-investment notice By the end of the month following the month in
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which the investment is made, the investor shall provide the Board with the
following information:

(i) The amount of the investment and the source of the funds with which the
Investment was made; and

(i) Inthe caseof aninitid investment, a description of the activitiesin which
the export trading company proposes to engage and projections for the export
trading company for the first year following the investment.

(c) Filing notice (1) Prior notice An digible investor shal give the Board
60 days prior written notice of any investment in an export trading company that
does not qualify under the general consent procedure.

(2) Notice of change of activities. (i) Andigible investor shdl give the
Board 60 days prior written notice of changes in the activities of an export trading
company that is asubsidiary of the investor if the export trading company expands
its activities beyond those described in the initial notice to include:

(A) Taking title to goods where the export trading company does not have a
firm order for the sale of those goods;

(B) Product research and design;
(C) Product modification; or

(D) Activities not specifically covered by the list of activities contained in
section 4(c)(14)(F)(ii) of the BHC Act (12 U.S.C. 1843(c)(14)(F)(ii)).

(i) Such an expansion of activities shall be regarded as a proposed
investment under this subpart.

(d) Time period for Board action. (1) A proposed investment that has not
been disapproved by the Board may be made 60 days after the appropriate Federal
Reserve Bank accepts the notice for processing. A proposed investment may be
made before the expiration of the 60-day period if the Board notifies the investor in
writing of its intention not to disapprove the investment.
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(2) The Board may extend the 60-day period for an additional 30 daysif the
Board determines that the investor has not furnisned all necessary information or
that any materia information furnished is substantially inaccurate. The Board may
disapprove an investment if the necessary information is provided within atime
insufficient to alow the Board reasonably to consider the information received.

(3) Within three days of a decision to disapprove an investment, the Board
shdl notify the investor in writing and state the reasons for the disapproval.

(e) Time period for investment. An investment in an export trading
company that has not been disapproved shall be made within one year from the
date of the notice not to disapprove, unless the time period is extended by the
Board or by the appropriate Federal Reserve Bank.

PART 265 - RULES REGARDING DELEGATION OF AUTHORITY
1. The authority citation for part 265 continues to read as follows:
Authority: 12 U.S.C. 248(i) and (k).

2. Section 265.5 is amended by adding a new paragraph (d)(3) to read as
follows:

§ 265.5 Functions delegated to Secretary of the Board.

* %k % * %
(d) * % %
(3) Investments in Edge and Agreement Corporations. To approve an

application by a member bank to invest more than 10 percent of capital and surplus
in Edge and agreement corporation subsidiaries.

3. Section 265.6 is amended by revising paragraph (f) to read as follows:

§ 265.6 Functions delegated to General Counsel.
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* * % % %

(f) International banking. (1) After-the-fact applications. With the
concurrence of the Board's Director of the Division of Banking Supervision and
Regulation, to grant arequest by aforeign bank to establish a branch, agency,
commercial lending company, or representative office through certain acquisitions,
mergers, consolidations, or similar transactions, in conjunction with which:

(i) Theforeign bank would be required to file an after-the-fact application
for the Board's approval under § 211.24(a)(6) of Regulation K (12 CFR
211.24(a)(6)); or

(i) The Genera Counsel may waive the requirement for an after-the-fact
gpplication if:

(A) Thesurviving foreign bank commits to wind down the U.S. operations
of the acquired foreign bank; and

(B) The merger or consolidation raises no significant policy or supervisory
| SSues.

(2) To modify the requirement that a foreign bank that has submitted an
application or notice to establish a branch, agency, commercia lending company,
or representative office pursuant to 8 211.24(a)(6) of Regulation K (12 CFR
211.24(a)(6)) shal publish notice of the application or notice in a newspaper of
generd circulation in the community in which the applicant or notificant proposes
to engage in business, as provided in § 211.24(b)(2) of Regulation K (12 CFR
211.24(b)(2)).

(3) With the concurrence of the Board' s Director of the Division of Banking
Supervision and Regulation, to grant a request for an exemption under section
4(c)(9) of the Bank Holding Company Act (12 U.S.C. 1843(c)(9)), provided that
the request raises no significant policy or supervisory issues that the
Board has not aready considered.

(4) To return applications and notices filed under the International Banking
Act for informationa deficits.
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(5) To determine that an entity qualifies as a“ specia-purpose foreign
government-owned bank” for purposes of § 211.24(d)(3) (12 CFR 211.24(d)(3)).

4. Section 265.7 is amended by:
a. Revising paragraph (d)(4); and

b. Adding new paragraphs (d)(9), (d)(10), (d)(11), (d)(12), (d)(13), and
(d)(14). Therevision and additions read as follows:

§ 265.7 Functions delegated to Director of Division of Banking Supervision
and Regulation.

* * % % %

(d)***

(4) Authority under general-consent and prior-notice procedures. (i) With
regard to a prior notice to establish a branch in aforeign country under § 211.3 of
Regulation K (12 CFR 211.3):

(A) To waive the notice period;

(B) To suspend the notice period,;

(C) To determine not to object to the notice; or

(D) To require the notificant to file an application for the Board' s specific
consent.

(il) With regard to a prior notice to make an investment under § 211.9(f) of
Regulation K (12 CFR 211.9(f)):

(A) To waive the notice period;
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(B) To suspend the notice period; or

(C) To require the notificant to file an application for the Board' s specific
consent.

(i) With regard to a prior notice of aforeign bank to establish certain U.S.
offices under 8§ 211.24(a)(2)(i) of Regulation K (12 CFR 211.24(a)(2)(i)):

(A) To waive the notice period;
(B) To suspend the notice period; or

(C) Torequire the notificant to file an application for the Board' s specific
consent.

(iv) To suspend the ahbility:

(A) Of aforeign banking organization to establish an office under the prior-
notice procedures in § 211.24(a)(2)(i) of Regulation K (12 CFR 211.24(a)(2)(i)) or
the general-consent proceduresin § 211.24(a)(3) of Regulation K (12 CFR
211.24(a)(3));

(B) Of aU.S. banking organization to establish a foreign branch under the
prior-notice or general-consent procedures in § 211.3(b) of Regulation K (12 CFR
211.3(b));

(C) Of an investor to make investments under the general-consent or prior-
notice proceduresin § 211.9 of Regulation K (12 CFR 211.9); and

(D) Of an digibleinvestor to make an investment in an export trading
company under the general-consent proceduresin § 211.34(b) of Regulation K (12
CFR 211.34(b)).

* * % % %

(9) Allowing use of general-consent procedures. To alow an investor that is
not well-capitalized and well-managed to make investments under the genera-
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consent proceduresin 8§ 211.9 or 211.34(b) of Regulation K (12 CFR 211.9 or
211.34(b)), provided that:

(i) Theinvestor has implemented measures to become well-capitalized and
well-managed;

(ii) Granting such authority raises no significant policy or supervisory
concerns; and

(iii) Authority granted by the Director under this paragraph (d)(9) expires
after one year, but may be renewed.

(10) Exceeding general-consent investment limits. To alow an investor to
exceed the general-consent investment limits under § 211.9 of Regulation K (12
CFR 211.9), provided that:

(i) Theinvestor demongtrates adequate financia and manageria strength;
(i) Theinvestor'sinvestment strategy is not unsafe or unsound;

(ili) Granting such authority raises no significant policy or supervisory
concerns,; and

(iv) Authority granted by the Director under this paragraph (d)(10) expires
after one year, but may be renewed.

(11) Approval of temporary U.S. offices. To alow aforeign bank to
operate a temporary office in the United States, pursuant to § 211.24 of Regulation
K (12 CFR 211.24), provided that:

(i) Thereisno direct public accessto such office, with respect to any
branch or agency function; and

(ii) The proposal raises no significant policy or supervisory issues.

(12) With the concurrence of the General Counsel, to approve applications,
notices, exemption requests, waivers and suspensions, and other related matters
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under Regulation K (12 CFR part 211), where such matters do not raise any
significant policy or supervisory issues.

(13) With the concurrence of the General Counsel, to approve:

() The establishment by a bank holding company or member bank of an
agreement corporation under section 25 of the Federal Reserve Act; and

(i) Any initid investment associated with the establishment of such
agreement corporation.

(14) With the concurrence of the General Counsdl, to determine that an
election by aforeign bank to become or to be treated as a financia holding
company is effective, provided that:

(i) The foreign bank mesets the criteriafor becoming or being treated as a
financia holding company; and

(i) The election raised no significant policy or supervisory iSsues.
5. Section 265.11 is amended by:

a. Revising paragraph (d)(8);

b. Revising paragraph (d)(11); and

c. Adding new paragraph (d)(12). Therevision and additions read as
follows:

§265.11 Functions delegated to Federal Reserve Banks.

* * % % %

(d)***
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(8) Authority under prior-notice procedures. (i) With regard to a prior
notice to make an investment under 8§ 211.9(f) of Regulation K (12 CFR 211.9(f)):

(A) To suspend the notice period; or

(B) Torequire the notificant to file an application for the Board' s specific
consent.

(if) With regard to aprior notice of aforeign bank to establish certain U.S.
offices under 8§ 211.24(a)(2)(i) of Regulation K (12 CFR 211.24(a)(2)(i)):

(A) To suspend the notice period; or

(B) Torequire that the foreign bank file an gpplication for the Board's
specific consent.

* * % % %

(11) Investmentsin Edge and agreement Corporation subsidiaries. To
approve an application by a member bank to invest more than 10 percent of capita
and surplus in Edge and agreement corporation subsidiaries.

(12) Amendments to Edge corporation charters. To approve amendments to
Edge corporation charters.

* %k %k % %

By order of the Board of Governors of the Federal Reserve System,
October 16, 2001.

(signed) Robert deV. Frierson
Robert deV. Frierson
Deputy Secretary of the Board
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