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SUMMARY:: The Office of the Comptroller of the Currency (OCC), the Board of Governors of the
Federal Reserve System (Board), the Federal Deposit Insurance Corporation (FDIC), and the Office
of Thrift Supervision (OTS) (collectively, the agencies) are changing their regulatory capitd sandardsto
address the treatment of recourse obligations, resdud interests and direct credit subgtitutes that expose
banks, bank holding companies, and thrifts (collectively, banking organizations) primarily to credit risk.
The find rule trests recourse obligations and direct credit subgtitutes more consistently than the
agencies current risk-based capita standards and adds new standards for the treatment of residud
interests, including a concentration limit for credit-enhancing interest-only strips. In addition, the
agencies use credit ratings and certain dternative gpproaches to match the risk-based capita
requirement more closdaly to a banking organization’ s relative risk of loss for certain positions in asset
securitizations. The fina rule does not include the proposed requirement that the sponsor of arevolving
credit securitization that involves an early amortization feature hold capital againgt the amount of assets
under managemen.

Thisruleisintended to result in amore consstent treetment for Imilar transactions among the
agencies, more consstent regulatory capita trestment for certain transactions involving smilar risk, and
capita requirements that more closely reflect a banking organization’s relative exposure to credit risk.

DATES: Thisruleiseffective January 1, 2002. Any transactions settled on or after January 1, 2002,
are subject to thisfina rule. Banking organizations that enter into transactions before January 1, 2002,
may elect early adoption, as of [INSERT THE DATE OF PUBLICATION IN THE FEDERAL
REGISTER], of any provison of the find rule that resultsin a reduced capital requirement. Conversdly,
banking organizations that enter into transactions before January 1, 2002, that result in increased capita
requirements under the find rule may delay the application of this rule to those transactions until
December 31, 2002.
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. Introduction

The agencies are amending their regulatory capital sandards to change the treatment of certain
recourse obligations, direct credit subgtitutes, resdua interests and other positionsin securitized
transactions that expose banking organizations to credit risk. Thisfind rule amends the agencies
regulatory capital standards to aign more closdly the risk-based capita trestment of recourse
obligations and direct credit subgtitutes, to vary the capital requirements for positionsin securitized
transactions (and certain other credit exposures) according to their relative risk, and to require capital
commensurate with the risks associated with resdud interests.



A. Asset Securitization

Thisfina rule builds on the agencies earlier work with respect to the appropriate risk-based
capital treatment for recourse obligations and direct credit subgtitutes. On May 25, 1994, the agencies
published in the Federal Register a proposdl to reduce the capital requirement for low-level recourse
transactions, and to treat first-loss (but not second-loss) direct credit substitutes like recourse. 59 FR
27116, May 25, 1994 (the 1994 Notice). The 1994 Notice also contained, in an advance notice of
proposed rulemaking, a proposd to use credit ratings from nationaly recognized Satistica rating
organizations (rating agencies) to determine the capital trestment of certain recourse obligations and
direct credit subgtitutes. The OCC, the Board, and the FDIC subsequently implemented the capital
reduction for low-level recourse transactions, thereby satisfying the requirements of section 350 of the
Riegle Community Development and Regulatory Improvement Act, Pub. L. 103-325, sec. 350, 108
Stat. 2160, 2242 (1994) (CDRI Act).! The OTS risk-based capita regulation aready included the
low-leve recourse trestment required by the statute. The agencies did not issue afind regulation on the
remaining eements of the 1994 Notice.

On November 5, 1997, the agencies published another notice of proposed rulemaking. 62 FR
59943, November 5, 1997 (1997 Proposal). Inthe 1997 Proposal, the agencies proposed to use
credit ratings from rating agencies to determine the capita requirements for recourse obligations, direct
credit substitutes, and senior asset-backed securities in asset securitizations. Additiondly, the 1997
Proposal requested comment on a series of options and aternatives to supplement or replace the
proposed ratings-based approach.

On March 8, 2000, the agencies published a third notice of proposed rulemaking on recourse
and direct credit subgtitutes. 65 FR 12320, March 8, 2000 (2000 Recourse Proposal). The 2000
Recourse Proposa built on the ratings-based approach and eliminated severd options from the 1997
Proposd, including the modified gross-up approach, the ratings benchmark approach, and the historica
losses approach. The 2000 Recourse Proposa dso permitted the limited use of abanking
organization’s qualifying internd risk rating system, arating agency’s or other appropriate third party’s
review of the credit risk of pogitionsin structured programs, or qualifying software to determine the
capital requirement for certain unrated direct credit subgtitutes. Findly, the 2000 Recourse Proposal
required a sponsor of arevolving credit securitization that contained an early amortization feeture to
hold capitd againgt the amount of assets under management in that securitization.

In the internationd arena, the Base Committee on Banking Supervision (of which the OCC, the
Board, and the FDIC are members) issued a consultative paper entitled, "A New Capita Adequacy
Framework” in January 2001,? on possible revisionsto the 1988 Basdl Accord.® The Basdl

1 See 60 FR 17986, April 10, 1995 (OCC); 60 FR 8177, February 13, 1995 (Board); 60 FR 15858, March 28, 1995
(FDIC).

2 The January 2001 Basel Consultative Paper amends and refines a Consultative Paper issued in June 1999.

3 International Convergence of Capital Measurement and Capital Standards (July 1988).
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Consultative Paper discusses potentia modifications to the current capital sandards, including the
capitd trestment of securitizations. The standards established by thisfind rule are consgtent in many
respects with the Basdl Consultative Paper. In particular, the use of external credit ratings issued by
rating agencies as abasis for determining the credit quaity and the resulting capita treatment of
securitizations is consistent with the gpproach outlined by the Basd Committee. While the agencies
believe that it is essentid to address securitizations by rule at thistime, they intend to consider additiona
changes to this rule when revisions to the Basel Accord are findized.

B. Residual Interests

In response to the increased use of securitizations by indtititutions, the agencies published
Interagency Guidance on Assat Securitization Activities* in December 1999 (Securitization Guidance),
which addresses the supervisory concerns with the risk management and oversight of securitization
programs.® The Securitization Guidance highlighted the most significant risks associated with asset
Securitization, emphasized the agencies concerns with certain resdud interests generated from the
Securitization and sde of assets, and et forth fundamenta risk management practices for banking
organizations that engage in securitization activities. In addition, the Securitization Guidance stressed
the need for management to implement policies and procedures that include limits on the amount of
resdua interests that may be carried as a percentage of capita. Furthermore, the Guidance stated that,
given the risks presented by these activities, the agencies would actively consider the establishment of
regulatory regtrictions that would limit or diminate the amount of certain residud interests that could be
recognized in determining the adequacy of regulatory capitd.

In September 2000, the agencies published a notice of proposed rulemaking on residual
interests in asset securitizations and other transfers of financial assets. 65 FR 57993, September 27,
2000 (Residuas Proposal). The proposal more directly addressed the agencies concerns with residua
interests, which were highlighted in the Securitization Guidance. The Resduas Proposa defined
residua interests and proposed a deduction from Tier 1 capital® for the amount of residua interests held
by abanking organization that exceed 25% of Tier 1 capitad (concentration limit). The agencies further
proposed that risk-based capital be held dollar-for-dollar against the remaining resduas (dollar-for-
dollar capitd charge) even if the resulting capital charge exceeded the full risk-based capitd charge
(e.q., 8%) typicaly held againgt the trandferred assets that are supported by the resdua. The Residuds
Proposa aso permitted banking organizations to ca culate the amount of aresdua " net-of-associated
deferred tax liability” in determining the gppropriate amount of capita required. In no event would the

4 See OCC Bulletin 99-46 (December 14, 1999) (OCC); FDIC Financial Ingtitution Letter 109-99 (December 13,
1999) (FDIC); SR Letter 99-37(SUP) (December 13, 1999) (Board); and CEO LTR 99-119 (December 14, 1999) (OTS).

5 The agencies previously considered, but declined to adopt, capital rulesimposing concentration limits on
certain residual assets, i.e, interest-only strips. See 63 FR 42668 (August 10, 1998). This 1998 rulemaking is
discussed more fully at section 11.C.3. of this preamble.

6 The OTS also uses the term "core capital" to describe Tier 1 capital.
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amount of capital have exceeded the residua interest balance.

C. The Combined Final Rule

The agencies collectively received 32 comments on the 2000 Recourse Proposa and 34
comments on the Residuals Proposal. Comments were received from banks and thrifts, law and
accounting firms, trade associations, and government-sponsored enterprises. Commenters generaly
favored the ratings-based approach proposed in the 2000 Recourse Proposal, but were concerned
about the increased capitd requirements outlined for resduds in the Residuas Proposdl.

The two proposals overlap in scope in that both address leveraged credit risk. As many
commenters noted, for certain postions the Residuals Proposal required capital trestment that differed
from that required under the 2000 Recourse Proposal. Recognizing the overlap and interaction
between the two proposdls, the agencies have developed a single final rule that combines aspects of the
Residuals Proposal and the 2000 Recourse Proposal.

II. Background

A. Asset Securitization

Asset securitization is the process by which loans or other credit exposures are pooled and
recondtituted into securities, with one or more classes or positions, that may then be sold.
Securitization’ provides an efficient mechanism for banking organizations to buy and sdll loan assets or
credit exposures and thereby to increase the organization's liquidity.

Securitizations typicaly carve up therisk of credit losses from the underlying assets and
digribute it to different parties. The "first dollar,” or most subordinate, loss postion isfirst to absorb
credit losses; the most "senior” investor position is last to absorb losses; and there may be one or more
loss positions in between (“second dollar” loss positions). Each loss position functions as a credit
enhancement for the more senior postionsin the structure.

For resdentia mortgages sold through certain Federaly-sponsored mortgage programs, a
Federal government agency or Federd government-sponsored enterprise (GSE) guarantees the
securities sold to investors and may assume the credit risk on the underlying mortgages. However,
many of today's asset securitization programs involve assets that are not Federdly supported in any
way. Sdlersof these privately securitized assets therefore often provide other forms of credit

" For purposes of this discussion, references to "securitization" also include structured finance transactions or
programs and synthetic transactions that generally create stratified credit risk positions, which may or may not bein
the form of a security, whose performance is dependent upon a pool of loans or other credit exposures. Synthetic
transactions bundle credit risks associated with on-balance sheet assets and off-bal ance sheet items and resell them
into the market. For examples of synthetic securitization structures, see Banking Bulletin 99-43, November 15, 1999
(OCC); SR Letter 99-32, Capital Treatment for Synthetic CL Os, November 17, 1999 (Board).
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enhancement -- that is, they take first or second dollar loss positions -- to reduce investors credit risk.

A sdler may provide this credit enhancement itself through recourse arrangements. The
agencies use the term "recourse” to refer to the credit risk that a banking organization retainsin
connection with the transfer of its assets. Banking organizations have long provided recoursein
connection with sales of whole loans or loan participations; today, recourse arrangements frequently are
aso associated with asset securitization programs. Depending on the type of securitization transaction,
the sponsor of a securitization may provide a portion of the tota credit enhancement interndly, as part
of the securitization structure, through the use of excess spread accounts, overcollaterdization, retained
subordinated interests, or other smilar on-balance sheet assets. When these or other on-balance sheet
internal enhancements are provided, the enhancements are "residua interests’ for regulatory capita
purposes. Such residud interests are aform of recourse.

A sdler may dso arrange for athird party to provide credit enhancement® in an asset
securitization. If the third-party enhancement is provided by another banking organization, that
organization assumes some portion of the assats credit risk. In thisfina rule, dl forms of third-party
enhancements, i.e., al arrangements in which a banking organization assumes credit risk from third-
party assets or other claimsthat it has not transferred, are referred to as "direct credit substitutes.” The
economic substance of a banking organization's credit risk from providing adirect credit subgtitute can
be identicd to its credit risk from retaining recourse on assetsit has transferred.

Many asset securitizations use a combination of recourse and third-party enhancements to
protect investors from credit risk. When third-party enhancements are not provided, the salling banking
organization ordinarily retains virtudly al of the credit risk on the assets trandferred.

B. Risk Management of Exposures Arising from Securitization Activities

While asset securitization can enhance both credit availability and a banking organization’s
profitability, managing the risks associated with this activity can pose sgnificant chalenges. Therisks
involved, while not new to banking organizations, may be less obvious and more complex than therisks
of traditiona lending. Specificaly, securitization can involve credit, liquidity, operationd, legd, and
reputationa risksin concentrations and forms that may not be fully recognized by management or
adequatdly incorporated into a banking organization's risk management systems.

The capita trestment required by the find rule provides one important way of addressing the
credit risk presented by securitization activities. However, a banking organization’s compliance with
capita standards should be complemented by effective risk management Strategies. The agencies
expect that banking organizations will identify, measure, monitor and control the risks of their

8 Asused in thisfinal rule, the terms "credit enhancement” and "enhancement" refer to both recourse
arrangements, including residual interests, and direct credit substitutes.

® For purposes of thisrule, purchased credit-enhancing interest-only strips are also "residual interests.”
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securitization activities (including synthetic securitizations using credit derivatives) and explicitly
incorporate the full range of risks into ther risk management systems. Management is responsible for
having adequate policies and procedures in place to ensure that the economic substance of their risksis
fully recognized and appropriately managed. Banking organizations should be able to measure and
manage their risk exposure from risk positions in the securitizations, either retained or acquired, and
should be able to assess the credit qudity of any retained resdud portfolio. The formdity and
sophigtication with which the risks of these activities are incorporated into a banking organization's risk
management system should be commensurate with the nature and volume of its securitization activities.
Banking organizations with significant securitization activities, no matter what the size of their on-baance
sheet assets, are expected to have more advanced and formal gpproaches to manage the risks.

The Securitization Guidance addresses the fundamenta risk management practices that should
be in place a banking organizations that engage in securitization activities. The Guidance stressesthe
need for management to implement policies and procedures that include limits on the amount of resdua
interests that may be carried as a percentage of capita. Moreover, the Securitization Guidance sets
forth the supervisory expectation that the vaue of aresdud interest in a securitization must be
supported by objectively verifiable documentation of the asset's fair market value using reasonable,
conservative vauation assumptions. Residud interests that do not meet this expectation, or thet fail to
meet the supervisory standards set forth in the Securitization Guidance, should be classified as “loss™
and disallowed as assets of the banking organization for regulatory capita purposes.

Moreover, the agenciesindicated in the Securitization Guidance that banking organizations
found to be lacking effective risk management programs or engaging in practices that present safety and
soundness concerns will be subject to more frequent supervisory review, limitations on resdua interest
holdings, more stringent capita requirements, or other supervisory response. Thus, failure to
understand the risks inherent in securitization activities and to incorporate them into risk management
systems and internd capita dlocations may congtitute an unsafe or unsound banking practice and may
result in adowngrading of an banking organization's CAMELS or BOPEC™ rating.

C. Current Risk-Based Capital Treatment of Recour se, Residual I nterests and Direct Credit
Substitutes

Currently, the agencies risk-based capita standards apply different treatments to recourse
obligations, including resdud interests, and direct credit subgtitutes. Asaresult, capita requirements
gpplicable to credit enhancements do not consistently reflect credit risk, even though the risk
characteristics are amilar. The current rules of the OCC, Board, and FDIC (the banking agencies) are
aso not entirdly consistent with those of the OTS. One objective of thefind rule is to remove or
reduce these inconsstencies.

10 CAMEL Sisthe acronym for the supervisory rating assigned to banks and thrifts. It measures Capital, Asset
quality, Management, Earnings, Liquidity and Sensitivity to market risk. BOPEC isthe acronym for the supervisory
rating assigned to bank holding companies. It measures performance of Banking subsidiaries, Other subsidiaries,
the Parent holding company, Earnings and Capital.
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1. Recourse and Retained Residua Interests

The agencies risk-based capitd guiddines prescribe asingle trestment for assets transferred
with recourse (including retained residud interests), regardless of whether the transaction is reported as
asde of assets or as afinancing in a bank's Consolidated Report of Condition and Income (Call
Report), a bank holding company’s FR Y-9 reports, or athrift’s Thrift Financia Report. For a
transaction reported as a financing, the transferred assets remain on the balance sheet and are risk-
weighted. For atransaction reported as a sde, the entire outstanding amount of the assets sold with
recourse (not just the contractual amount of the recourse obligation) is converted into an on-baance
sheet credit equivaent amount using a 100% credit converson factor. This credit equivaent amount
(less any applicable recourse liability account recorded on the balance sheet) isthen risk-weighted ! If
the sdler’ s balance sheet includes as an asset (other than a servicing asset) any interest that actsasa
credit enhancement to the assets sold, that interest is not risk-weighted a second time as an on-baance
sheet item. Thus, regardless of the method used to account for the transfer, risk-based capita isheld
againg the full, risk-weighted amount of the assets transferred with recourse, unless the transaction is
subject to the low-level recourse rule.'?

The low-levd recourse rule limits the maximum risk-based capita requirement to the lesser of
the banking organization's maximum contractua exposure or the full capital charge againgt the
outstanding amount of assets transferred with recourse. When the low-level recourse rule applies, a
banking organization generaly holds capital on a dollar-for-dollar bass againgt the amount of its
maximum contractua exposure. In the absence of any other recourse provisions, the on-baance sheet
amount of aresdud interest represents the maximum contractua exposure. For example, assume that
abanking organization securitizes $100 million of credit card loans and records aresidud interest on
the balance sheet of $5 million that serves as a credit enhancement for the assats transferred. Before
the low-level recourse rule was issued, the banking organization was required to hold $8 million of
risk-based capital againgt the $100 million in loans sold, as though the loans had not been sold. Under
the low-leve recourse rule, the banking organization is required to hold $5 million in capitd, thet is,
"dollar-for-dollar" capita up to the banking organization's maximum contractua exposure. However, if
the banking organization has recorded aresidud interest of $10 million (rather than $5 million), the low-
level recourse rule would not have gpplied. The banking organization would have been required to hold
the full capitd charge, i.e., $8 million in this example, even though its maximum contractua exposure
was $10 million.

1 Consistent with statutory requirements, the agencies’ current rules also provide for special treatment of sales
of small business obligations with recourse. See 12 CFR part 3, appendix A, Section 3(c) (OCC); 12 CFR parts 208
and 225, appendix A, I1.B.5 (FRB); 12 CFR part 325, appendix A, 11.B.6 (FDIC); 12 CFR 567.6(8)(3) (OTS). Seealso
discussionin section 111.B.11 of this preamble.

12 Section 350 of the CDRI Act required the agencies to prescribe regulations providing that the risk-based
capital requirement for assets transferred with recourse could not exceed a banking organization’s maximum
contractual exposure. The agencies may require a higher amount if necessary for saf ety and soundness reasons.
See 12 U.S.C. 4808.
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For leverage capita ratio purposes, if atransfer with recourse is reported as a financing, the
transferred assets remain on the transferring banking organization’ s balance sheet and the banking
organization must hold leverage capitd againgt these assets. If atransfer with recourse is reported as a
sde, the assets sold do not remain on the selling banking organization’ s bal ance sheet and the banking
organization need not hold leverage capitd againgt these assets. However, because certain recourse
obligations (e.q., retained residua interests) are recorded as an asset on the saller’ s balance shest,
leverage capitd must be held againgt those obligations.

2. Direct Credit Substitutes

Direct credit subgtitutes are treated differently from recourse obligations under the existing risk-
based capitd standards. Currently, off-balance sheet direct credit substitutes, such asfinancid standby
letters of credit provided for third-party assets, carry a 100% credit conversion factor. However, only
the face amount of the direct credit subgtitute is converted into an on-balance sheet credit equivaent
amount. Asaresult, capita is held only againgt the face amount of the direct credit subgtitute. The
capitd requirement for arecourse arrangement, in contrast, generdly is based on the full amount of the
assets enhanced.

If adirect credit subgtitute covers less than 100% of the potentia losses on the assets
enhanced, the current capita trestment resultsin alower capital charge for adirect credit subgtitute than
for acomparable recourse arrangement even though the economic risk of lossissmilar. For example,
if adirect credit substitute covers losses up to the first 20% of $100 of enhanced assets, then the on-
balance sheet credit equivaent amount equals $20, and risk-based capitd is held againg only the $20
amount. In contrast, required capita for afirgt-loss 20% recourse arrangement on $100 of transferred
assets is higher because capita is held against the entire $100 of the assats enhanced.

Currently, under the banking agencies risk-based capital guidelines, purchased subordinated
interests recalve the same capital trestment as off-balance sheet direct credit subgtitutes; that is, only the
dollar amount of the purchased subordinated interest is placed in the appropriate risk-weight category.
In contrast, a banking organization that retains a subordinated interest in connection with the transfer of
its own assets is consdered to have transferred the assets with recourse, even though the economic and
credit risksare amilar. Asaresult, the banking organization must hold capitd againgt the carrying
amount of the retained subordinated interest aswell as the outstanding dollar amount of al senior
interests that it supports, subject to the low-level recourse rule.

The OTS risk-based capitd regulation treats some forms of direct credit subgtitutes (e.g.,
financia standby letters of credit) in the same manner as the banking agencies guidelines. However,
unlike the banking agencies, the OT S treats purchased subordinated interests (except for certain high
qudity subordinated mortgage-related securities) under its genera recourse provisons. The risk-based
capital requirement is based on the carrying amount of the subordinated interest plus al senior interests,
as though the thrift owned the full outstanding amount of the assets enhanced.
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3. Concerns Raised by Current Capitd Treatment

The agencies current leverage and risk-based capital standards raise significant concerns with
respect to the treatment of recourse and direct credit subgtitutes. First, banking organizations are often
required to hold different amounts of capita for recourse arrangements and direct credit subgtitutes that
expose the banking organization to Smilar credit risks. Banking organizations are taking advantage of
this anomaly, for example, by taking firg-loss postions through financid standby letters of credit, i.e,
direct credit subgtitutes, in asset-backed commercia paper conduits that lend directly to corporate
customers. These direct credit subgtitutes are accorded a significantly lower capital requirement than if
abanking organization were to retain a subordinated position in a securitization comprised of loans that
had originaly been carried on its balance shet, i.e. a recourse obligation, notwithstanding thet the
credit risks of both pogitions are virtually the same. Moreover, the current capital standards do not
recognize differencesin risk associated with different loss positionsin asset securitizations, nor do they
provide uniform definitions of recourse, resdua interes, direct credit substitute, and associated terms.

Resdud interests, including retained or purchased credit-enhancing interest-only strips (credit-
enhancing 1/0s), raise further supervisory concerns. Fair valueisthe basisfor the initia measurement
and, in most cases, the ongoing measurement of resdud interests on banking organizations baance
sheets. In addition, declinesin fair value trigger determinations as to whether other than temporary
imparments of resdud interests should be recognized. Banking organizations far vaue estimates for
these instruments, however, are often based on unwarranted assumptions about expected future cash
flows. No active market exigts for many residua interests, including credit-enhancing 1/0s. As aresullt,
there is no marketplace from which an arm's length market price can readily be obtained to support the
resdud interest vauation. Recent examinations have highlighted the inherent uncertainty and volatility
regarding the initid and ongoing vauation of credit-enhancing 1/0s and other residud interests. A
banking organization that securitizes assets may overvaueitsresdud interests, including its
credit-enhancing 1/Os, and thereby ingppropriately generate "paper profits' (or mask actual 10sses)
through incorrect cash flow modeling, flawed |oss assumptions, inaccurate prepayment estimates, and
ingppropriate discount rates. This often leads to an inflation of capital, making the banking organization
gppear more financidly sound than it is. Embedded within residud interests, including credit-enhancing
I/Os, isaggnificant level of credit and prepayment risk that make their vauation extremely sengtive to
changes in underlying assumptions. Market events can affect the discount rate, prepayment speed or
performance of the underlying assets in a securitization transaction and can swiftly and dramatically dter
their vdue. A banking organization that holds an excessve concentration of resdud interestsin relation
to capital presents sgnificant safety and soundness concerns.

Exigting regulatory capital rules do not adequately reflect the risks associated with resdua
interests. Often, banking organizations that securitize and sall higher risk assets are required to retain a
large resdud interest (often greater than the full capital charge of 8 percent on 100 percent
risk-weighted assets) to ensure that the more senior positions in the securitization or other asset sale can
receive the desired investment ratings. The booking of aresidud interest using gain-on-sde accounting
can increase the sdlling banking organization's capital and thereby alow the banking organization to
leverage the capitd created from the securitization. This creation of capita is most commonly
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associated with credit-enhancing 1/0s and other spread-related assets. Write-downs of the recorded
vaue of the resdud interest due to changes in assumptions concerning 1oss, prepayment or discount
rates can subsequently result inlosses. Any lossesin excess of the full capital charge (8 percent in the
example above) will negatively affect the capital adequacy of the banking organization and, thereby, its
safety and soundness.

Moreover, the current capital rules aso do not subject either purchased or retained credit-
enhancing I/Os to a concentration limit. In 1998, the agencies amended their capita rules to impose
grict limits on the amount of nonmortgage servicing assets that may beincluded in Tier 1 capitd.™®
These drict limitations were imposed due to the lack of depth and maturity of the marketplace for such
assts, and related concerns about their vauation, liquidity, and volatility.

The agencies, however, consdered but declined to adopt smilar concentration limits for 1/0
gripsin that 1998 rulemaking, notwithstanding that certain 1/O strips possessed cash flow
characterigics Smilar to servicing assets and presented Smilar vauation, liquidity, and volatility
concerns. The agencies chose not to impose such alimitation in recognition of the “prudentid effects of
banking organizations relying on their own risk assessment and vauation tools, particularly their interest
rate risk, market risk, and other andytical models.™'* The agencies expresdy indicated that they would
continue to review banking organizations vauation of 1/0 drips and the concentrations of these assets
relative to capital. Moreover, the agencies noted that they “may, on a case-by-case badis, require
banking organizations that the agencies determine have high concentrations of these assets rlative to
their capital, or are otherwise at risk from these assets, to hold additiona capitad commensurate with
their risk exposures.”*®

When the servicing assets find rule wasissued in 1998, most 1/0O strips used as credit
enhancements did not exceed the full-capitd charge on the transferred assets. However, the
securitization of higher risk loans has resulted in residud interests, such as credit-enhancing 1/0 strips,
that exceed the full-capita charge. In addition, certain banking organizations engaged in such
securitization transactions have sgnificant concentrations in highly volatile credit-enhancing I1/0Os as a

percentage of capital.

[I1.  Description of the Final Rule: Treatment of Recour se, Residual Interests and Direct
Credit Substitutes

Thisfina rule amends the agencies regulatory capitd standards as follows.

* |t defines the terms "recourse” "residud interest” and rdated terms and revises the definition of
"direct credit substitute';

13 See 63 FR 42668, August 10, 1998.
141d. at 42672.

1d.
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* It provides more cons stent risk-based capitd treatment for recourse obligations and direct credit
subdtitutes;

* It variesthe capitd requirements for pogitionsin securitization transactions according to their
relative risk exposure, using credit ratings from rating agencies to measure the leve of risk;

* It permitsthe limited use of a banking organization's quaifying internd risk rating system to
determine the capitd requirement for certain unrated direct credit subgtitutes,

* |t permitsthe limited use of arating agency's review of the credit risk of postionsin structured
programs and qudifying software to determine the capita requirement for certain unrated direct credit
subgtitutes and recourse exposures (but not resdua interests);

* It requires a banking organization to deduct credit-enhancing interest-only strips, whether retained
or purchased, that are in excess of 25% of Tier 1 capital from Tier 1 capital and from assets
(concentration limit);

* |t requires a banking organization to maintain risk-based capital in an amount equal to the face
amount of aresdud interest that does not qualify for the ratings-based approach (including credit-
enhancing interest-only strips that have not been deducted from Tier 1 capita) (dollar-for-dollar
capitd); and

* |t permits each agency to modify a stated risk-weight, credit conversion factor or credit equivaent
amount, if warranted, on a case-by-case basis.

The agencies intend to gpply thisfind rule to the substance, rather than the form, of a
Securitization transaction. Regulatory capita will be assessed based on the risks inherent in aposition
within a securitization, regardless of its characterization.

A. TheGeneral Approach Taken in the Final Rule

1. Combined Find Rule

As noted above, thisfina rule harmonizes the proposed capitd treatment for resduas with the
broader capita treatment for recourse and direct credit subgtitutes. It also permits the use of ratingsto
match the risk-based capita requirement more closely to the relative risk of loss in asset securitizations
(see discusson below at section 111.C.). Highly rated investment-grade positions in securitizations
receive afavorable (less than 100 percent) risk-weight. Below-investment grade or unrated positions
in securitizations would receive aless favorable risk-weight (generaly greater than 100 percent
risk-weight). A resdud interest retained by a banking organization in an asset securitization (other than
a credit-enhancing 1/0 strip) would be subject to this capital framework. Therefore, if the externd
rating provided to such aresdua interest isinvestment grade or no more than one category below
investment grade, the find rule affords that resdud interest more favorable capita trestment than the
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dollar-for-dollar capita requirement otherwise required for residuals (see discussion below in section
111.C.).

2. Managed Assets Capita Charge

The 2000 Recourse Proposal proposed to assess a risk-based capital charge on sponsors of
revolving credit securitizations that contain an early amortization feature (managed assets capita
charge). All commenters that addressed the managed assets issue opposed the adoption of such a
capital charge. Commenters noted that the risks the managed assets capital charge is meant to address
(eg., liquidity risk and credit risk) are not unique to securitizations with early amortization fegtures.
Severd commenters observed that liquidity risk exigsin varying degrees in every banking organization,
and implicit recourse arises any time that a banking organization securitizes assets. Commenters dso
noted that a banking organization faces the credit risk associated with future receivables resulting from
revolving loan commitments even if the banking organization is not involved in securitization.

For these reasons, the agencies have agreed at this time not to assess risk-based capital against
securitized off-baance sheet assets in revolving securitizations incorporating early amortization
provisons. The agencies strongly believe, however, that the risks associated with securitization,
including those posed by an early amortization feeture, are not fully captured in current regulatory
capital rules and need to be addressed. Therefore, the agencies plan to make a more comprehensive
assessment of the risks to a salling banking organization posed by the securitization process, including
the risks arigng from early-amortization fegtures, implicit recourse arrangements and non-credit risks.
The agencies have not, as yet, determined whether they will issue a proposed capita rule or supervisory
guidance on this matter.

3. Capitd Chargefor Resdud Interests

Thefind rule imposes a "dollar-for-dollar capitd charge on resdud interestsand a
concentration limit on a subset of residua interests -- credit-enhancing 1/0 strips.’® Under the
combined approach, credit-enhancing 1/0 drips are limited to 25% of Tier 1 capitd. Everything above
that amount will be deducted from Tier 1 capita. Generdly, al other resdua interests that do not
qudify for the ratings-based approach (including any credit-enhancing I/O strips that were not deducted
from Tier 1 capitd) are subject to adollar-for-dollar capital charge. In no event will this combined
capital charge exceed the face amount of a banking organization’s resdud interests.

a  Concentration Limit Capitd Charge

The find rule imposes a concentration limit on a subset of resdud interests. It limitsthe
inclusion of interest-only strips that serve in a credit-enhancing capacity (credit-enhancing 1/O gtrips),
whether retained or purchased, to 25% of Tier 1 capita for regulatory capital purposes (see discussion
below at I11.B.4).

16 The definitions of residual interests and credit-enhancing 1/Os are discussed in Sections I11.B.3 and 4, below.
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For regulatory capita purposes only, any amount of credit-enhancing 1/0 strips that exceeds
the 25% limit will be deducted from Tier 1 capitd and from assets. Credit-enhancing 1/O drips thet are
not deducted from Tier 1 capitd, dong with al other resdud interests not subject to the concentration
limit are subject to the dollar-for-dollar capital requirement (as described below). In caculating the
capital requirement in this manner, banking organizations will not be required to hold capita for more
than 100% of the amount of the resdud interest. The following example illustrates the concentration
caculation required for banking organizations that hold credit-enhancing I/0O gtrips:

A banking organization has purchased and retained credit-enhancing 1/O gtrips with aface
amount of $100 on its balance sheet and Tier 1 capitd of $320 (before any disallowed servicing assats,
disalowed purchased credit card relationships, disdlowed credit-enhancing /0 strips and disallowed
deferred tax assets). To determine the amount of credit-enhancing 1/0 sripsthat fal within the
concentration limit, the banking organization would multiply the Tier 1 capitd of $320 by 25%, whichis
$80. The amount of credit-enhancing 1/0 strips that exceed the concentration limit, in this case $20, is
deducted from Tier 1 capital and from assets. For risk-based capital purposes (but not for leverage
capitd purposes), the remaining $80 is then subject to the dollar-for-dollar capitd charge, which is
discussed below.

Of those organizations commenting on the proposed concentration limit, most believed that a
concentration limit should not be included in the find rule. However, the narrower concentration limit is
congstent with commenters suggestions that only interest-only strips be included in this limit.

Moreover, credit-enhancing 1/O strips are not aggregated with any servicing assets or purchased credit
card relationships for purposes of caculating the 25% concentration limit. In that respect, the
concentration limit in the find rule is aless binding congtraint than the proposed limit.

The agencies narrowed the scope of assets subject to the concentration limit to
credit-enhancing interest-only gtrips in recognition of the fact that these assets generdly servein afirgt
loss capacity and are typicaly the most vulnerable to significant write-downs due to changesin
vauation assumptions. In addition, interest-only strips are the asset type most often associated with the
crestion of capitd as aresult of gain-on-sale accounting, which alows a banking organization to
leverage the capitd created based on the current recognition of uncertain future cash flows.

b. Dadlla-for-Dollar Capital Charge

For risk-based capital purposes (but not for leverage capital purposes), dl resdua interests
that do not qualify for the ratings-based approach (including retained and purchased credit-enhancing
1/0 gtrips that have not been deducted from Tier 1 capita) are assessed a dollar-for-dollar capita
charge. This charge requires tha banking organizations hold adollar in capitd for every dallar in
resdud interests, even if this capital requirement exceeds the full risk-based capita charge on the assets
transferred. The agencies bdieve that the current limited capitd requirement could, in certain instances,
be insufficient given the risk inherent in large resdud interest positions. Because these assets are a
subordinated interest in the future cash flows of the securitized assets, they have a concentration of
credit and prepayment risk that, depending upon the life of the underlying asset, makes them vulnerable
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to sudden and sizeable impairment. In addition, when given accounting recognition, certain resduals,
such asretained credit-enhancing 1/0 srips, have the effect of creating capital, which may not be
available to support these assets if write-downs become necessary. Recent experience has shown that
resduad interests can be among the riskiest assets on the balance sheet and, therefore, most deserving
of ahigher capita charge.

Continuing the above illugtration for credit-enhancing 1/O gtrips, once a banking organization
deducts the $20 in disdlowed credit-enhancing I/O grips, it must hold $80 in tota capita for the $30
that represents the credit-enhancing 1/0O strips not deducted from Tier 1 capital. The $20 deducted
from Tier 1 capita, plusthe $80 in tota risk-based capita required under the dollar-for-dollar
trestment, equals $100, the face amount of the credit-enhancing 1/0 gtrips. Banking organizations may
apply a net-of-tax gpproach to any credit-enhancing 1/0 strips that have been deducted from Tier 1
capital, aswdl asto the remaining residud interests subject to the dollar-for-dollar trestment. This
cdculation isillugrated in the preamble of the Residuas Proposd at 65 FR 57998. Under this method,
abanking organization is permitted, but not required, to net the deferred tax liabilities recorded on its
balance shest, if any, that are associated with the resdud interests. This may result in a banking
organization holding less than 100% capitd againg resdud interests.

Severad commenters on the Residuals Proposal opposed the proposed capital treatment,
believing that concerns associated with residud interests should be handled on a case-by-case basis
under the agencies existing supervisory authority. These commenters often referred to the
Securitization Guidance, which highlights the supervisory concerns associated with resdud interests

The agencies believe that aminimum capitd standard that more closaly digns capitd with risk,
aong with supervisory review, isthe appropriate course of action in deding with resdud interests. The
agencies remain concerned with the credit risk exposure associated with these deeply subordinated
assts, particularly subinvestment grade and unrated resdud interests. The lack of an active market
makes these assets difficult to value and rdaively illiquid.

Most commenters considered the dollar-for-dollar risk-based capital treatment to be overly
broad and too harsh, particularly when gpplied to higher quality resdua interests. Commenters also
were concerned that the proposed treatment could increase the capita requirement for aresidua
interest above the capita requirement for the transferred assets when they were held on the banking
organization's balance shest.

The agencies have revised the Resduas Proposa in response to some of the industry's
concerns. The agencies understand that the dollar-for-dollar capita requirement could result in a
banking organization holding more capital on resdud interests than on the underlying assets had they
not been sold. However, in many cases the reative size of the retained exposure by the originating
banking organization reveds additiona market information about the quality of the securitized asset
pool. To facilitate a transaction in amanner that meets with market acceptance, the securitization
sponsor will often increase the Sze of theresdud. This practice is often indicative of the qudity of the
underlying assetsin the pool. In other words, large resdud pogtions often signa the lower credit



-19-

quality of the sold assets. Further, a banking organization's use of gain-on-sale accounting affords it the
opportunity to create capita, the amount of which isrelated to aresdud interest that may not be worth
its reported carrying vaue. Thus, to mitigate the effects of these gains, the find rule requires banks to
hold dollar-for-dollar capital against the related assets.

Commenters suggested severd dternative capitd trestments such as using the ratings based
approach presented in the 2000 Recourse Proposal to set capita requirements for resdua interests,
excluding certain types of assets from the dollar-for-dollar trestment, and revising the existing capita
trestment by requiring additiona capital only againgt the gain-on-sde "asset.” Other commenters
proposed to limit the maximum capita requirement to the full cgpital charge plus any gain-on-sae
amount.

The agencies have decided not to dter the dollar-for-dollar capital charge for residua interests
that are unrated or rated B or below, dthough certain resdua interests rated BB or better will be
dligible for the ratings-based approach.!’ Certain types of assets were not excluded from the definition
of "resdud interest" because every resdud reflects a concentration of credit risk and is, therefore,
subject to vauation concerns associated with estimating future losses. Further, gain-on-sde accounting,
while a concern, was not the only criterion in the agencies determination of a suitable method for
cdculating the capita charge for residud interests. Basing the capitd charge on the gain-on-sde
amount would have made the rule more complex, and would not necessarily result in the maintenance of
adequate capitd for aresdud interest Snce the gain-on-sale amount can be significantly less than the
carrying vaue of the resdud.

B. Definitions and Scope of the Final Rule

1. Recourse

Thefind rule defines the term "recourse’ to mean an arrangement in which abanking
organization retains, in form or in substance, the credit risk in connection with an asset sdein
accordance with generaly accepted accounting principles), if the credit risk exceeds a pro rata share of
the banking organization's claim on the assets. The definition of recourse is congstent with the banking
agencies longstanding use of this term, and incorporates existing agency practices regarding retention of
rsk in asset sales.

Currently, the term "recourse” is not defined explicitly in the banking agencies risk- based
capitd guideines. Ingtead, the guiddines use the term "sde of assets with recourse,” which is defined
by reference to the Call Report Ingtructions. See Call Report Ingructions, Glossary (entry for "Saes of
Assatsfor Risk-Based Capital Purposes’). With the adoption of a definition for recoursein the find
rule, the cross-reference to the Call Report ingtructionsin the guidelines is no longer necessary and has
been removed. The OTS capita regulation currently provides a definition of the term "recourse,” which
has a so been revised.

7 Credit-enhancing 1/0Os are not eligible for the ratings-based approach.
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Severa commenters sought clarification as to whether second lien positions condtitute recourse.
While second liens are subordinate to firg liens, the agencies bdieve that second liens will not, in most
ingtances, condtitute recourse. Second mortgages or home equity loans generally will not be considered
recourse arrangements unless they actualy function as credit enhancements.

Commenters aso requested clarification that third-party enhancements, e.g. insurance
protection, purchased by the originator of a securitization for the benefit of investors do not condtitute
recourse. The agencies generdly agree. The purchase of enhancements for a securitization, where the
banking organization is completely removed from any credit risk will not, in most ingtances, condtitute
recourse. However, if the purchase or premium priceis paid over time and the Size of the payment isa
function of the third-party’s loss experience on the portfolio, such an arrangement indicates an
assumption of credit risk and would be considered recourse.

2. Direct Credit Substitute

The definition of "direct credit subgtitute’ complements the definition of recourse. The term
"direct credit subgtitute” refers to an arrangement in which a banking organization assumes, in form or in
substance, credit risk associated with an on- or off-balance sheet asset or exposure that was not
previousy owned by the banking organization (third-party asset) and the risk assumed by the banking
organization exceeds the pro rata share of the banking organization's interest in the third-party asst.
Asrevisad, it dso explicitly includes items such as purchased subordinated interests, agreements to
cover credit losses that arise from purchased |oan servicing rights, credit derivatives and lines of credit
that provide credit enhancement. Some purchased subordinated interests, such as credit-enhancing 1/0
grips, are dso resdud interests for regulatory capital purposes (see discussion in section 111.B.4).

3. Reddud Intereds

The agencies define resdud interests in the find rule as any on-baance sheet asset that
represents an interest (including a beneficid interest) created by atransfer that qudifiesasasde (in
accordance with generdly accepted accounting principles) of financid assets, whether through a
Securitization or otherwise, and that exposes a banking organization to any credit risk directly or
indirectly associated with the transferred asset that exceeds apro rata share of that banking
organization's claim on the asset, whether through subordination provisions or other credit enhancement
techniques. Residud interests do not include interests purchased from athird party, except for credit-
enhancing interest-only grips. Examples of these types of assets include credit-enhancing interest-only
strips receivable; spread accounts; cash collateral accounts; retained subordinated interests; accrued
but uncollected interest on transferred assets that, when collected, will be available to serve in a credit-
enhancing capacity; and Smilar on-baance sheet assets that function as a credit enhancement. The
functiona-based definition reflects the fact that securitization structures vary in the way they use certain
assets as credit enhancements. Therefore, residud interests include any retained on-baance sheet asset
that functions as a credit enhancement in a securitization, regardiess of how a banking organization
refersto the asset in itsfinancid or regulatory reports. In addition, due to their Smilar risk profile,
purchased credit-enhancing 1/0 gtrips are residud interests for regulatory capita purposes.
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Some commenters thought that the definition of residua interest was too broad and captured
assets that are not subject to vauation concerns. The agencies have considered these comments and,
as aresult, have refined the definition of resdud interest in the find rule. In generd, the definition of
resdud interests includes only an on-baance sheet asset that represents an interest created by a
transfer of financial assetstreated as a sdle under GAAP. Interests retained in a securitization or
transfer of assets accounted for as afinancing under GAAP are generdly excluded from the resdud
interest definition and capita trestment. In the case of GAAP financings, the transferred assets remain
on the transferring banking organization's balance sheet and are, therefore, directly included in both the
leverage and risk-based capital caculations. Further, when atransaction is treated as a financing, no
gain is recognized from an accounting standpoint, which serves to mitigate some of the agencies
concerns. The agencies, however, will monitor securitization transactions that are accounted for as
financings under GAAP and will factor into the banking organization's capital adequacy determination
the risk exposures being assumed or retained in connection with a securitization transaction.

Some commenters stated that sdllers interests should not congtitute residua interests because
they do not involve a subordinated interest in a stream of cash flows, but rather a pro-rata interest. The
agencies agree that sdlers interests generally do not function as a credit enhancement and should not be
captured by therule. Thus, if asdler'sinterest shares|osses on apro rata basis with investors, such an
interest would not be aresidud interest for purposes of the rule. However, banking organizations
should recognize that sellers interests that are structured to absorb a disproportionate share of losses
will be resdud interests and subject to the capitd treestment described in the find rule.

Other commenters suggested that overcollaterdization accounts are not residud interests
because the banking organization does not suffer a potentia loss from the assets transferred. They
argue that certain residua interests, such as interest-only strips, are subject to va uation concerns that
might lead to losses. However, other assets, such as overcollateraization or spread accounts, do not
present the same level of vauation concerns and, therefore, should not be included in the definition of
resdud interest.

Overcollaterdization and spread accounts are susceptible to the potentid future credit losses
within the loan poals that they support and, thus, are subject to vauation inaccuracies. Further, the
agencies do not want to encourage arbitrage of the find rule by affording banking organizations the
opportunity to retain a subordinated position in an asset labeled "overcollaterdization™ when that asset
represents the same level of credit risk as another residud interest, just otherwise named. Asaresult,
the definition of resdud interest continues to include overcollaterdization. The agencies agree that
gpread accounts and overcollaterdization that do not meet the definition of credit-enhancing interest-
only strips generaly do not expose a banking organization to the same leve of risk as credit-enhancing
interest-only strips, and thus, have excluded them from the concentration limit. The agencies aso
believe that where a banking organization provides additiond loans to a securitization at inception, but
does not book as an asset a beneficid interest for the present vaue of the future cash flows from these
loans, the mere contribution of excess assets, athough it condtitutes a credit enhancement, will not
condtitute aresdud interest under the find rule because the banking organization has no on-baance
sheet asset that is susceptible to awrite-down.
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The capita trestment designated for aresdud interest will gpply when a banking organization
effectively retains the risk associated with that resdud interest, even if theresidud issold. The agencies
intend to look to the economic substance of the transaction to determine whether the banking
organization has transferred the risk associated with the residud interest exposure. Banking
organizations that trandfer the risk on residud interests, either directly through a sale, or indirectly
through guarantees or other credit risk mitigation techniques, and then reassume this risk in any form will
be required to hold risk-based capita as though the residua interest remained on the banking
organization's books. For example, if abanking organization sells an asset that is an on-balance sheet
credit enhancement to athird party and then writes a credit derivative to cover the credit risk
associated with that asset, the sdlling banking organization must continue to risk weight, and hold capita
againg, that asset asaresdud asif the asset had not been sold.

4, Credit-Enhancing Interest-Only Strips

A credit-enhancing 1/0O grip is defined in the fina rule as "an on-baance sheet asset that, in
form or in substance, (i) represents the contractud right to receive some or dl of the interest due on
transferred assets; and (i) exposes the banking organization to credit risk that exceeds its pro rata dam
on the underlying assets whether through subordination provisons or other credit enhancing
techniques.” Thus, credit-enhancing 1/0 stripsinclude any balance sheet asset that represents the
contractud right to receive some or al of the remaining interest cash flow generated from assets that
have been trandferred into atrust (or other specid purpose entity), after taking into account trustee and
other adminigtrative expenses, interest payments to investors, servicing fees, and reimbursements to
investors for losses atributable to the beneficid interests they hold, as well as reinvestment income and
ancillary revenues'® on the transferred assets. Credit-enhancing 1/0 strips are generdly carried on the
bal ance sheet at the present value of the expected net cash flow that the banking organization
reasonably expects to receive in future periods on the assets it has securitized, adjusted for some level
of prepaymentsif relevant to that asset class, and discounted at an gppropriate market interest rate.
Typicaly, when assats are transferred in a securitization transaction that is accounted for as a sde under
GAAP, the accounting recognition given to the credit-enhancing 1/0 strip on the sdller’ s ba ance sheet
resultsin the recording of a gain on the portion of the transferred assets that has been sold. Thisgainis
recognized as income, thus increasing the banking organization's capita pogtion. In determining
whether a particular interest cash flow functions as a credit-enhancing 1/O gtrip, the agencies will ook
to the economic substance of the transaction, and will reserve the right to identify other cash flows or
spread-related assets as credit-enhancing 1/0 strips on a case-by-case basis. For example, including
some principa payments with interest and fee cash flows will not otherwise negate the regulatory capitd
treatment of that asset as a credit-enhancing 1/0 strip.  Credit-enhancing 1/0 strips include both
purchased and retained interest-only strips thet serve in a credit-enhancing capacity, even though
purchased 1/O gtrips generdly do not result in the creation of capita on purchaser's baance sheet.

18 According to FASB Statement No. 140, "Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities," ancillary revenuesinclude such revenues as late charges on the transferred assets.
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5. Credit Deivétives

The proposed definitions of "recourse” and "direct credit subgtitute” cover credit derivativesto
the extent that a banking organization's credit risk exposure exceeds its pro rata interest in the
underlying obligation. The ratings-based gpproach therefore gpplies to rated instruments such as
credit-linked notes issued as part of a synthetic securitization. With the issuance of thisfind rule, the
agencies reaffirm the validity of the structural and risk-management requirements of the December 1999
guidance on synthetic securitizationsissued by the Board and the OCC,*® while modifying the risk-
based capita trestment detailed therein with the treatment presented in thisfind rule.

6. Credit-Enhancing Representations and Warranties

When a banking organization transfers assets, including servicing rights, it customarily makes
representations and warranties concerning those assets. When a banking organization purchases loan
servicing rights, it may aso assume representations and warranties made by the seller or aprior
sarvicer. These representations and warranties give certain rights to other parties and impose
obligations upon the seller or servicer of the assets. The 2000 Recourse Proposal addressed those
particular representations and warranties that function as credit enhancements, i.e., those where,
typicaly, abanking organization agrees to protect purchasers or some other party from losses due to
the default or non-performance of the obligor or insufficiency in the value of collatera. To the extent a
banking organization's representations and warranties function as credit enhancements to protect asset
purchasers or investors from credit risk, the fina rule treats them as recourse or direct credit substitutes.

Thefind ruleis consgtent with the agencies longstanding recourse trestment of
representations and warranties that effectively guaranty performance or credit quality of transferred
loans. However, the agencies dso recognize that banking organizations typicaly make a number of
factua warranties unrelated to ongoing performance or credit quaity. These warranties ental
operationd risk, as opposed to the open-ended credit risk inherent in afinancid guaranty, and are
excluded from the definitions of recourse and direct credit substitute. Warranties that create
operationd risk include: warranties that assets have been underwritten or collateral gppraised in
conformity with identified standards, and warranties that provide for the return of assets in instances of
incomplete documentation, fraud or misrepresentation.

Warranties can impose varying degrees of operationa risk. For example, awarranty that asset
collateral has not suffered damage from hazard entails risk that is offset to some extent by prudent
underwriting practices requiring the borrower to provide hazard insurance to the banking organization.
A warranty that asset collatera is free of environmental hazards may present acceptable operationa
risk for certain types of properties that have been subject to environmental assessment, depending on
the circumstances. The agencies address gppropriate limits for these operationa risks through
supervison of a banking organization's loan underwriting, sale, and servicing practices. Also, abanking

19 See, Banking Bulletin 99-43, December , 1999 (OCC); SR Letter 99-32, Capital Treatment for Synthetic CLOs,
November 17, 1999 (Board).
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organization that provides warranties to loan purchasers and investors must include associated
operaiond risksin its risk management of exposures ariang from loan sae or securitization-related
activities. Banking organizations should be prepared to demongtrate to examiners that operationd risks
are effectively managed.

The fina rule requires recourse or direct credit subgtitute trestment for warranties providing
assurances about the actual value of asset collaterd, including that the market vaue correspondsto its
gppraised vaue or that the gppraised vaue will be redlized in the event of foreclosure and sale.
Warranties such as these, which make representations about the future vaue of aloan or related
collatera congtitute an enhancement of the loan trandferred and, thus, are recourse arrangements or
direct credit subgtitutes. One commenter suggested that a representation that the seller "has no
knowledge' of circumstances that could cause aloan to be other than investment qudity isan
operational warranty. The agencies agreethat if a sdller represents thet it has no knowledge of the
existence of such circumstances at the time that the loans are transferred the representation would not
be recourse.

Commenters sought clarification of the agencies statement in the 2000 Recourse Proposdl that
early-default clauses are recourse. Early-default clauses typicaly give the purchaser of aloan the right
to return the loan to the sdller if the loan becomes 30 or more days ddinquent within a stated period
after the transfer — four months after transfer, for example. Once the stated period has expired, the
early-default clause will no longer trigger recourse trestment, provided that there is no other provision
that congtitutes recourse.

Severa commenters Sated that early-default clauses are not recourse because they are
designed to cover loansthat, due to their non-payment within the first few months of origination, most
likely contained underwriting deficiencies. Early-default clauses can alow for areasonable but limited
period of time for a purchaser to review loan file documentation. Therefore, the find rule specificaly
exempts from recourse trestment, for alimited period of time, these types of warranties on certain 1-4
family resdentiad mortgage loans. The agencies have modified the definition of "credit-enhancing
representations and warranties' to exclude warranties, such as early-default clauses and smilar
warranties that permit the return of qudifying 1-4 family resdentid first mortgage loans for a maximum
period of 120 days from the date of transfer. To be excluded from the definition, however, these
warranties must cover only 1-4 family resdentid mortgage loans thet are digible for the 50% risk
welight and that were originated within 1 year of the date of transfer. All other early-default clauses,
including those for periods of greater than 120 days on qualifying 1-4 family residentid first mortgages,
are recourse or direct credit substitutes.

The 2000 Recourse Proposd dso sought comment on premium refund clauses. A premium
refund clause is awarranty that obligates a sdler who has sold aloan at apricein excess of par, i.e., at
apremium, to refund the premium, ether in whole or in part, if the loan defaults or is prepaid within a
certain period of time. Commenters responded that premium refund clauses are not recourse because
they reflect interest rate risk, not credit risk.
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Although premium refund clauses can be triggered as a result of prepayments, they can dso be
triggered by defaults. Accordingly, premium refund clauses are generdly credit-enhancing
representations and warranties under the fina rule. However, the agencies have included an exception
for premium refund clauses on U.S. government-guaranteed loans and qudifying 1-4 family first
mortgage loans that impose a refund obligation on a seller for a period not to exceed 120 days from the
date of transfer. These types of loans hold significantly reduced credit risk.

For those warranties not exempt from recourse or direct credit substitute treatment under the
find rule, industry concerns about assets that are ddinquent at the time of transfer or unsound
originations may be dedt with by warranties directly addressing the condition of the asset a the time of
transfer (i.e., creation of an above described operationa warranty) and compliance with stated
underwriting standards. Alternatively, banking organizations might creste warranties with exposure
caps that would permit the banking organization to take advantage of the low-leve recourserule.

7. Clean-up Cdls

Thefind rule darifies the agencies longstanding interpretations on the use of clean-up cdlsina
Securitization. A clean-up cdl is an option that permits aservicer or its afiliate (which may bethe
originator) to take investors out of their postionsin a securitization before dl of the transferred loans
have been repaid. The servicer accomplishes this by repurchasing the remaining loans in the pool once
the pool balance has falen below some specified level. This option in a securitizetion raises
longstanding agency concerns that a banking organization may implicitly assume a credit-enhancing
position by exercisng the option when the credit quality of the securitized loansis deteriorating. An
excessvey large clean-up cdl facilitates a securitization servicer’s ability to take investors out of a pool
to protect them from absorbing credit losses and, thus, may indicate thet the servicer has retained or
assumed the credit risk on the underlying pool of loans.

Asaresult, clean-up calls are treated generdly as recourse and direct credit subgtitutes.
However, because clean-up calls can dso serve an adminigrative function in the operation of a
securitization, the agencies have included a limited exemption for these options. Under the find rule, an
agreement that permits a banking organization thet is a servicer or an affiliate of the servicer to eect to
purchase loansin a pool is not recourse or adirect credit substitute if the agreement permits the banking
organization to purchase the remaining loans in a pool when the balance of those loansis equd to or
less than 10 percent of the origind pool balance. However, an agreement that permits the remaining
loans to be repurchased when their balance is greater than 10 percent of the origind pool baanceis
considered to be recourse or adirect credit substitute. The exemption from recourse or direct credit
substitute treatment for a clean-up call of 10 percent or less recognizes the rea market need to be able
to cdl atransaction when the cogts of keeping it outstanding are burdensome.  However, to minimize
the potentia for using such afeature as a means of providing support for atroubled portfolio, abanking
organization that exercises a clean-up cal should not repurchase any loansin the pool that are 30 days
or more past due. Alternatively, the banking organization should repurchase the loans & the lower of
their estimated fair vaue or ther par value plus accrued interest. Regardless of the Sze of the clean-up
cdl, the agencies will closdly scrutinize any transaction where the banking organization repurchases
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deteriorating assets for an amount gregater than a reasonable estimate of their fair value and will take
action accordingly.

8. Loan Servicing Arrangements

The definitions of "recourse’ and "direct credit subgtitute’ cover loan servicing arrangements if
the banking organization, as servicer, is responsible for credit |osses associated with the serviced loans.
However, cash advances made by resdentiad mortgage servicers to ensure an uninterrupted flow of
payments to investors or the timely collection of the mortgage loans are specificdly excluded from the
definitions of recourse and direct credit substitute, provided that the resdentid mortgage servicer is
entitled to rembursement for any significant advances and this reimbursement is not subordinate to
other clams. To be excluded from recourse and direct credit subgtitute trestment, the banking
organization, as servicer, should make an independent credit assessment of the likelihood of repayment
of the servicer advance prior to advancing funds and should only make such an advance if prudent
lending standards are met. Risk-based capitd is assessed only against the amount of the cash advance,
and the advance is assigned to the risk-weight category appropriate to the party obligated to reimburse
the servicer.°

If aresdentia mortgage servicer is not entitled to full rembursement, then the maximum
possible amount of any nonreimbursed advances on any one loan must be contractudly limited to an
inggnificant amount of the outstanding principa on that loan. Otherwise, the servicer's obligation to
make cash advances will not be excluded from the definitions of recourse and direct credit subdtitute.
This trestment reflects the agencies traditiona view that servicer cash advances meeting these criteria
are part of the norma mortgage servicing function and do not congtitute credit enhancement.

Commenters responding to the 2000 Recourse Proposa generally supported the proposed
definition of servicer cash advances. Some commenters, however, expressed concern over the
description of "inggnificant” nonreimbursed advances as advances on any one loan that are
contractualy limited to no more than 1% of the outstanding principa amount on that loan. They argued
that this 1% limit would unfairly pendize smdler loans and was unnecessary.

The agencies suggested the 1% limit in the 2000 Recourse Proposdl in response to
commenters requests for guidance from commenters on the 1997 Proposal. However, upon
recond deration, the agencies agree that the 1% limit is unnecessarily redtrictive for smaler loans.
Accordingly, the find rule does not contain this benchmark.

Banking organizations that act as servicers, however, should establish policies on servicer
advances and use discretion in determining what condtitutes an "inggnificant” servicer advance. The

2 The Board has issued a notice of proposed rulemaking that considers whether a special purpose entity should
be characterized as abank affiliate and whether asset securitizations should be classified as covered transactions
pursuant to section 23A of the Federal Reserve Act, 12 U.S.C. 371c. See"Transactions between Banks and Their
Affiliates', 66 FR 24186, May 11, 2001 and 66 FR 33649, June 25, 2001. Any fina rule resulting from this Proposal
could affect the regulatory capital treatment of servicer cash advances.
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agencies will monitor industry practice and may revist theissue if this exemption from recourse
treatment is used ingppropriately. Further, the agencies will exercise their supervisory authority to apply
recourse or direct credit subgtitute treatment to servicer cash advances that expose a banking
organization acting as servicer to excessve levels of credit risk.

9. Interaction with Market Risk Rule

Some commenters responding to the 2000 Recourse Proposal and the Residuals Proposal
asked for clarification of the treatment of atransaction covered by both the market risk rule and the
recourse rule. Thisfind rule generally appliesto positions held in the banking book.?* For banking
organizations that comply with the market risk rules?? positionsin the trading book arising from asset
Securitizations, including recourse obligations, resdud interests, and direct credit subgtitutes, should be
treated for risk-based capital purposesin accordance with those rules. However, these banking
organizations remain subject to the 25 percent concentration limit for credit-enhancing 1/O gtrips.

10. Resarvation of Authority

Banking organizations are developing nove transactions that do not fit well into the risk-weight
categories and credit converson factors in the current sandards. Banking organizations also are
devisng novd ingtruments that nomindly fit into a particular risk-weight category or credit converson
factor, but that impose risks on the banking organization at levels that are not commensurate with the
nomina risk-weight or credit converson factor for the asset, exposure or instrument. Accordingly, the
agencies have clarified their authority, on a case-by-case bas's, to determine the appropriate
risk-weight for assets and credit equivaent amounts and the appropriate credit conversion factor for
off-baance sheet items in these circumstances.

Exercise of this authority by the agencies may result in a higher or lower risk weight for an asset
or credit equivalent amount or a higher or lower credit conversion factor for an off-balance sheet item.
This reservation of authority explicitly recognizes the agencies retention of sufficient discretion to ensure
that banking organizations, asthey develop nove financid assets, will be treated gppropriately under
the regulatory capita standards. Under this authority, the agencies reserve the right to assign risk
positions in securitizations to gppropriate risk categories on a case-by-case basisif the credit rating of
the risk position is determined to be ingppropriate.

11. Altarnative Capitd Cdculation for Smal Business Obligations

Certain commenters noted that the capitd treatment in the Residuals Proposa would have a
ggnificant negative impact on banking organizations smdl business lending. According to these

2 Thisrule applies also to banking organizations that hold positionsin their trading book, but are not otherwise
subject to the market risk rules.

2 The OTSdid not participate in the market risk rulemaking. Asaresult, certain OTS definitions —for example,
the OTS s definition of “face amount” — differ from those of the other agencies.
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commenters, the dollar-for-dollar capita requirement and concentration limits for resdud interests
arising from asset securitizations under the Residuals Proposa would apply to asset securitizations
involving the transfer of small business obligations. These commenters concluded that, unless the
Resduas Proposd is amended to exclude smdl business obligations from coverage, the capita
trestment in the fina rule would contravene section 208 of the CDRI Act. Thefind rule retainsthe
dternative capita cdculation for amdl business obligations that implements section 208 of the CDRI
Act.

C. Ratings-based Approach: Traded and Non-traded Positions

As described in section 11.A., each loss position in an asset securitization structure functions as
a credit enhancement for the more senior loss positions in the structure. Currently, the risk-based
capita sandards do not vary the capita requirement for different credit enhancements or |oss positions
to reflect differencesin the rdative credit risk represented by the positions.

To address thisissue, the agencies are implementing a multi-leve, ratings-based gpproach to
assess capital requirements on recourse obligations, residua interests (except credit-enhancing 1/0
srips), direct credit substitutes, and senior and subordinated securities in asset securitizations based on
their relative exposure to credit risk. The gpproach uses credit ratings from the rating agenciesto
measure relative exposure to credit risk and determine the associated risk-based capital requirement.
The use of credit ratings provides away for the agencies to use determinations of credit qudity relied
upon by investors and other market participants to differentiate the regulatory capitd treatment for loss
positions representing different gradations of risk. This use permits the agencies to give more equitable
treatment to awide variety of transactions and structures in administering the risk-based capita system.

The use of credit ratingsin the fina rule is smilar to the 2000 Recourse Proposd. Although
many commenters expressed concerns about specific aspects of the 2000 Recourse Proposd,
commenters generaly supported the god of making the capita requirements for asset securitizations
more rationa and efficient, and viewed the 2000 Recourse Proposa as a positive step toward thisgod.
The agencies have made severd changes to the 2000 Recourse Proposal and Residud Proposd in
response to commenters concerns and based on further consderation of the issues.

Severa commenters on the 2000 Recourse Proposal expressed concern over reliance on
externd rating agency ratings for the purposes of assessing risk-based capitd charges for banking
organizations. They asserted that credit ratings are not intended to measure risks associated with
regulatory capitd and that, without market discipline imposed on them, the ratings may not be relidble
for that purpose. They dso noted an inherent conflict of interest between arating agency's ability to
objectively assign arating upon which regulators can rely in imposing capital charges and one that
measures the risks in a securitization for the banking organization who is paying for the rating.

Investors rely on ratings to make investment decisons. This reliance exerts market discipline on
the rating agencies and gives ther ratings market credibility. The market’ sreliance on ratings, in turn,
gives the agencies confidence that it is gppropriate to consider ratings as amajor factor in the risk
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weighting of assats for regulatory capital purposes. Further, the use of asingle rating will only be
adequate under the ratings-based approach for a position that istraded. The agencies, however,
reserve the authority to override the use of certain ratings or the ratings on certain instruments, either on
a case-by-case basis or through broader supervisory policy, if necessary or appropriate to address the

risk that an instrument poses to banking organizations.

Under the ratings-based approach, the capital requirement for a position is computed by
multiplying the face amount of the position by the gppropriate risk weight determined in accordance
with the following tables?® The first chart shown below maps long-term ratings to the appropriate risk-
welights under the find rule. In response to requests from commenters, the agencies have aso included
another chart (the second chart shown below) that maps short-term ratings for asset-backed

commercial paper to the gppropriate risk-weights under thisrule.

Long-Term Rating Category Examples Risk Weight
Highest or second highest investmentgrade . . ... ... ... AAA or AA 20%
Third highest investmentgrade . ..................... A 50%
Lowestinvesmentgrade ..., BBB 100%
One category below investmentgrade . . . .. ............ BB 200%
More than one category below investment grade, or unrated Not digible for
ratings-based
B or unrated approach.

Short-Term Rating Category Examples Risk Weight
Highest invesmentgrade .......................... A-1, P-1 20%
Second highest investmentgrade. . ................... A-2, P-2 50%
Lowestinvesmentgrade .......................... A-3, P-3 100%
Bdowinvesmentgrade .............. ... Not Prime Not digible for
ratings-based
approach.

Z Therating designations (e.g., "AAA," "BBB," “A-1,” and “P-1") used in the charts are illustrative only and do
not indicate any preference for, or endorsement of, any particular rating agency designation system.
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The chart for short-term ratingsis not identica to the long-term ratings table because the rating
agencies do not assgn short-term ratings using the same methodology as long-term ratings. Each short-
term rating category covers arange of longer-term rating categories®* For example, aP-1 rating could
map to along-term rating as high as Aaa or aslow as A3.

Under the find rule, the ratings-based approach is available for asset-backed securities®
recourse obligations, direct credit substitutes and residud interests (other than credit-enhancing 1/O
grips). The agencies have excluded credit-enhancing 1/O gtrips from the ratings-based approach based
on their high risk profile, discussed above at section 111.B.4.

While the ratings-based gpproach is available for both traded and untraded positions, the rule
applies different requirement to these positions. A traded position, for example, is only required to be
rated by onerating agency. A position is defined as "traded” if, at thetimeit is rated by an externa
rating agency, thereis a reasonable expectation that in the near future: (1) the position may be sold to
unafffiliated investors relying on the rating; or (2) an unaffiliated third party may enter into a transaction
(eg., aloan or repurchase agreement) involving the position in which the third party relies on the rating
of the postion.

A few commenters expressed concern over the provision in the 2000 Recourse Proposal that
alowed a banking organization to use the single highest rating obtained on a traded position, Sating that
doing so encourages rating-shopping. The agencies agree and, therefore, the fina rule requiresa
banking organization to use the lowest Single rating assgned to atraded position. Moreover, if araing
changes, the banking organization must use the new rating.

Rated, but untraded, asset-backed securities, recourse obligations, direct credit substitutes and
resdud interests may aso be eigible for the ratings-based gpproach if they meet certain conditions. To
qudify, the position must be rated by more than one rating agency, the ratings must be one category
below investment grade or better for long-term positions (or investment grade or better for short-term
positions) by al rating agencies providing arating, the ratings must be publicly available, and the ratings
must be based on the same criteria used to rate securitiesthat are traded. If the ratings are different,
the lowest sngle rating will determine the risk-weight category.

Recourse obligations and direct credit subgtitutes (other than residua interests) that do not

2 See, for example, Moody's Global Ratings Guide, June 2001, p.3.

% Similar to the banking agencies' current approach under which "stripped" mortgage-backed securities are not
eligiblefor risk weighting at 50% on a " pass-through” basis, stripped mortgage-backed securities are ineligible for
the 20% or 50% risk categories under the ratings-based approach. Currently, OTS also includes most interest-only
and principal-only stripsin the 100% risk-weight category. See 12 CFR 567.6(a)(1)(iv) (introductory statement) and
@) (iv)(M). However, certain high-quality stripped mortgage-related securities are eligible for a 20% risk weight
under the OTS capital standards. OTS recently proposed to conform its capital treatment for high-quality stripped
mortgage-rel ated securitiesto that of the other agencies, and received no commentsin opposition to this change.
See 66 FR 15049, March 15, 2001. Accordingly, OTSis conforming these aspects of its rule to those of the other
agencies.
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qudify for the ratings-based approach (or the internd ratings, program ratings or computer program
ratings approaches outlined below) recaive "gross-up" treatment, that is, the banking organization
holding the position must hold capital againgt the amount of the position plus al more senior positions,
subject to the low-level exposure rule?® This grossed-up amount is placed into a risk-weight category
according to the obligor or, if relevant, the guarantor or the nature of the collatera. The grossed-up
amount multiplied by both the risk-weight and 8 percent is never greater than the full capita charge that
would otherwise be imposed on the assets if they were on the banking organization's ba ance sheet.’

Resdua interests that are not eligible for the ratings-based gpproach receive dollar-for-dollar
treatment. Dollar-for-dollar trestment means, effectively, that one dollar in tota risk-based capitd must
be held againgt every dollar of aresdud interest, except for credit-enhancing I/Os that have dready
been deducted from Tier 1 capital under the concentration limit.?2 Thus, the capital requirement for
resdud interestsis not limited by the 8 percent cap in place under the current risk-based capita
system.

Findly, an unrated position that is senior or preferred in al respects (including collaterdization
and maturity) to arated position that is traded is treated asiif it had the rating assigned to the rated
position. The banking organization, however, must satisfy its supervisory agency that such treatment is
gppropriate. Senior unrated positions qualify for the risk weighting of the subordinated rated positions
in the same securitization transaction aslong as the subordinated rated position (1) istraded and (2)
remains outstanding for the entire life of the unrated position, thus providing full credit support for the
term of the unrated pogition.

%" Gross-up" treatment means that a position is combined with all more senior positionsin the transaction. The
result is then risk-weighted based on the obligor or, if relevant, the guarantor or the nature of the collateral. For
example, if abanking organization retains afirst-loss position (other than aresidual interest) in apool of mortgage
loans that qualify for a 50% risk weight, the banking organization would include the full amount of the assetsin the
pool, risk-weighted at 50%, in its risk-weighted assets for purposes of determining its risk-based capital ratio. The
low-level exposure rule provides that the dollar amount of risk-based capital required for assets transferred with
recourse should not exceed the maximum dollar amount for which a banking organization is contractually liable. See
12 CFR part 3, appendix A, Section 3(d) (OCC); 12 CFR 208 and 225, appendix A, 111.D.1(g) (FRB); 12 CFR part 325,
appendix A, 11.D.1 (FDIC); 12 CFR 567.6(8)(2)(i)(C) (OTS).

2 For assets that are assigned to the 100 percent risk-weight category, the minimum capital chargeis 8 percent
of the amount of assets transferred, and banking organizations are required to hold 8 cents of capital for every dollar
of assetstransferred with recourse. For assets that are assigned to the 50 percent risk-weight category, the minimum
capital chargeis 4 cents of capital for every dollar of assets transferred with recourse.

% Residual interests that are retained or purchased credit-enhancing 1/0 strips are first subject to a capital
concentration limit of 25 percent of Tier 1 capital. For risk-based capital purposes (but not for leverage capital
purposes), once this concentration limit is applied, a banking organization must then hold dollar-for-dollar capital
against the face amount of credit-enhancing 1/0 strips remaining.
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D. Unrated Positions

In response to the 2000 Recourse Proposal and earlier proposals, commenters expressed
concern over the expense and inefficiency of requiring the purchase of ratings to qudify for the ratings-
based approach and advocated aternative approaches. In response to these concerns, the find rule
incorporates three dternative gpproaches for determining the capital requirements for certain unrated
direct credit substitutes and recourse obligations. Under each of these gpproaches, the banking
organization must satisfy its supervisory agency that the use of the gpproach is gppropriate for the
particular banking organization and for the exposure being evaluated. The find rule limits, however, the
risk weight that may be gpplied to an exposure under these dternative approaches to a minimum of
100%.

Under the 2000 Recourse Proposd, only direct credit substitutes could qudify for beneficia
risk-weighting using the three dternatives to externa ratings (i.e,, internd ratings, program ratings, and
computer programs). Commenters questioned the agencies limitation of the application of these
dternative gpproaches to direct credit subgtitutes. After consdering the arguments for extending the
gpplication of these approaches to recourse obligations, the agencies have decided not to permit the
internd ratings-based approach to gpply to any positions other than direct credit substitutesissued in
connection with an asset-backed commercia paper program. Industry research and empirical evidence
indicates that these pogtions are more likely than recourse positions to be of investment-grade credit
quality, and that the banking organizations providing these direct credit substitutes are more likely to
have internd risk rating sysems for these credit enhancements that are sufficiently religble for
risk-based capital caculations.

However, the agencies have reconsdered their position with respect to qualifying program
ratings and computer program ratings. Thefind rule extends beneficid risk-weighting trestment,
through the use of qualifying program and computer ratings, to off-balance sheet recourse obligations to
accommodate structured finance programs. By extending this trestment to off-balance sheet recourse
obligations the find rule facilitates the structuring of these programsin a more efficient manner. The
agencies believe this result is gppropriate because of the smilarity of economic risks between off-
bal ance sheet direct credit substitutes and off-balance sheet recourse obligations.

Thefina rule, however, does not extend the use of internd ratings, program ratings or computer
program ratings to resdud interests. Such a change would not facilitate existing asset-backed
commercia paper programs and structured finance programs, which generaly do not book any
on-baance sheet resduds. Further, resdud interests by their nature are generdly illiquid,
hard-to-value assets, often with limited performance history. These characteristics make determining
interna capital requirements difficult. The agencies aso believe that the economic risk differs between
resdua interests and off-balance sheet recourse and direct credit substitute exposures. Therefore,
based on the risks associated with resdud interests, the agencies have decided for the present not to
alow banking organizations to use interna ratings, program ratings or computer programsto gpply a
risk-based capitd treatment more favorable than a dollar-for-dollar capita requirement to these

positions.
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The agencies will continue to eva uate the effectiveness and rdiability of these dternative

approaches for assessing regulatory capital a banking organizations and may revist thisissueif, over
time, new information indicates that recondderation is warranted.

1. Useof Banking Organizations Internd Risk Ratings

Thefind rule permits a banking organization with a qudifying internd risk rating system to use that
system to apply the ratings-based gpproach to the banking organization's unrated direct credit
subgtitutes in asset-backed commercia paper programs. Internd risk ratings could be used to qudify
such a credit enhancement for arisk weight of 100% or 200% under the ratings-based approach, but
not for arisk weight of lessthan 100%. This relaively limited use of internd risk ratings for risk-based
capital purposesis a step toward potential adoption of a broader use of internd risk ratings as
discussed in the Basd Committee's June 1999 and January 2001 Consultative Papers on anew Basdl
Capital Accord.

Mogt sophisticated banking organizations that participate extengvely in the asset securitization
business assgn interna risk ratings to their credit exposures, regardless of the form of the exposure.
Usudly, internd risk ratings more findly differentiate the credit qudity of a banking organization's
exposures than the categories that the agencies use to evauate credit risk during examinations of
banking organizations (pass, substandard, doubtful, 10ss). Individua banking organizations internd risk
ratings may be associated with a certain probability of default, lossin the event of default, and loss
voldtility.

The credit enhancements that sponsors obtain for their commercid paper conduits are rarely
rated or traded. If aninternd risk ratings approach were not available for these unrated credit
enhancements, the provider of the enhancement would have to obtain two ratings solely to avoid the
gross-up trestment that would otherwise gpply to non-traded positions in asset securitizations for
risk-based capital purposes. However, before a provider of an enhancement decides whether to
provide a credit enhancement for a particular transaction (and at whet price), the provider will generaly
perform its own andysis of the transaction to evauate the amount of risk associated with the
enhancement.

Allowing banking organizations to use internd credit ratings harnesses information and anayses
that they aready generate rather than requiring them to obtain independent but potentialy redundant
ratings from outside rating agencies. An internd risk ratings approach therefore has the potentid to be
less codtly than a ratings-based gpproach that relies exclusvely on ratings by the rating agencies for the
risk-weighting of these postions.

Internd risk ratings that correspond to the rating categories of the rating agencies could be
mapped to risk weights under the agencies capital standardsin away that would make it possble to
differentiate the riskiness of various unrated direct credit substitutes in asset-backed commercid paper
programs based on credit risk. However, the use of internal risk ratings raises concerns about the
accuracy and consgstency of the ratings, especially because the mapping of ratings to risk-weight
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categories will give banking organizations an incentive to rate their risk exposuresin away that
minimizes the effective capita requirement. A banking organization engaged in asset-backed
commercid paper securitization activities that wishes to use the internd risk ratings gpproach must be
able to demondtrate to the satisfaction of its primary regulator, prior to relying upon its use, that the
bank'sinternd credit risk rating system is adequate. Adequate internd risk rating systems usualy:

(1) Areanintegrd part of an effective risk management system that explicitly incorporates the full
range of risks arisng from an organization's participation in securitization activities. The sysem must
aso fully take into account the effect of such activities on the organization's risk profile and capitd
adequacy as discussed in Section 11.B.

(2) Link thelr ratings to measurable outcomes, such as the probability that a position will experience
any losses, the expected losses on that position in the event of default, and the degree of variance in
losses given default on that position.

(3) Separately consider the risk associated with the underlying loans and borrowers and the risk
associated with the specific positionsin a securitization transaction.

(4) Identify gradations of risk among "pass’ assets, not just among assets that have deteriorated to
the point that they fdl into "watch" grades. Although it is not necessary for a banking organization to
use the same categories as the rating agencies, itsinterna ratings must correspond to the ratings of the
rating agencies so that the agencies can determine which internd risk rating corresponds to each rating
category of the rating agencies. A banking organization would have the responsibility to demonstrate to
the satisfaction of its primary regulator how these ratings correspond with the rating agency standards
used as the framework for thisfind rule. Thisis necessary so that the mapping of credit ratingsto risk
weight categories in the ratings-based gpproach can be applied to internd ratings.

(5) Classify assetsinto each risk grade, using clear, explicit criteria, even for subjective factors.

(6) Have independent credit risk management or loan review personnel assign or review credit risk
ratings. These personnel should have adequate training and experience to ensure that they are fully
qudified to perform this function.

(7) Periodicdly verify, through an interna audit procedure, that internd risk ratings are assigned in
accordance with the banking organization's established criteria

(8) Track the performance of itsinterna ratings over time to evaduate how well risk grades are
being assgned, make adjustments to its rating system when the performance of itsrated positions
diverges from assigned ratings, and adjust individua ratings accordingly.

(9) Make credit risk rating assumptions that are consgstent with, or more conservative than, the
credit risk rating assumptions and methodologies of the rating agencies.
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If abanking organization's rating system is no longer found to be adequate, the banking
organization's primary regulator may preclude the banking organization from gpplying the internd risk
ratings approach to new transactions for risk-based capita purposes until it has remedied the
deficiencies. Additiondly, depending on the severity of the problems identified, the primary regulator
may aso declineto rely on the internd risk ratings that the banking organization had applied to previous
transactions for purposes of determining the banking organization's regulatory capital requirements.

2. Ratings of Specific Podtions in Structured Financing Programs

Under the find rule, abanking organization may use arating obtained from arating agency for
unrated direct credit subgtitutes or recourse obligations (but not residud interests) in structured finance
programs that satisfy specifications set by the rating agency. The banking organization would need to
demondtrate that the rating meets the same rating standards generaly used by the rating agency for
rating traded positions. In addition, the banking organization must so demonstrate to its primary
regulator's satisfaction that the criteria underlying the rating agency's assgnment of ratings for the
program are satisfied for the particular direct credit substitute or recourse exposure.

To use this gpproach, a banking organization must demondtrate to its primary regulator thet it is
reasonable and consistent with the stlandards of thisfina rule to rely on the rating of postionsin a
Securitization structure under a program in which the banking organization participates if the sponsor of
that program has obtained arating. This aspect of the find rule is most likely to be useful to banking
organizations with limited involvement in securitization activities. In addition, some banking
organizations extensively involved in securitization activities dready rey on ratings of the credit risk
positions under their securitization programs as part of their risk management practices. Such banking
organizations aso could rely on such ratings under thisfind rule if the ratings are part of asound overal
risk management process and the ratings reflect the risk of non-traded positions to the banking
organizations.

This gpproach can be used to qualify adirect credit subgtitute or recourse obligation (but not a
resdud interest) for arisk weight of 100% or 200% of the face vaue of the postion under the
ratings-based approach, but not for arisk weight of less than 100%.

3. Useof Qudifying Rating Software Mapped to Public Rating Standards

The agencies will dso dlow banking organizations, particularly those with limited involvement in
Securitization activities, to rely on qualifying credit assessment computer programs that the rating
agencies have developed to rate otherwise unrated direct credit substitutes and recourse obligations
(but not resdud interests) in asset securitizations.

To qudify for use by abanking organization for risk-based capital purposes, a computer
program’s credit assessments must correspond credibly and reliably to the rating standards of the rating
agencies for traded pogitions in securitizations. A banking organization must demongtrate the credibility
of the computer program in the financid markets, which would generaly be shown by the significant use
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of the computer program by investors and other market participants for risk assessment purposes. A
banking organization must dso demondrate the reliability of the program in assessing credit risk.

A banking organization may use a computer program for purposes of gpplying the
ratings-based gpproach under thisfina rule only if the banking organization satiffies its primary regulator
that the program results in credit assessments that credibly and reliably correspond with the ratings of
traded positions by the rating agencies. The banking organization should also demondrate to its
primary regulator’ s satisfaction that the program was designed to apply to its particular direct credit
substitute or recourse exposure and that it has properly implemented the computer program.
Sophisticated banking organizations with extensve securitization activities generdly should use this
goproach only if itisan integrd part of their risk management systems and their sysems fully capture
the risks from the banking organizations securitization activities.

This gpproach can be used to qualify adirect credit substitute or recourse obligation (but not a
resdud interest) for arisk weight of 100% or 200% of the face vaue of the position under the
ratings-based approach, but not for arisk weight of less than 100%.

V. Effective Date of the Final Rule

Thisfind ruleis effective January 1, 2002, a date that comports with the delayed effective
date requirements of both the Administrative Procedure Act (APA) and the CDRI Act.® Any
transaction covered by thisfina rule that is settled on or after that date is subject to the capitd
requirements established by the rule. Banking organizations that have entered into transactions prior to
the effective date of the find rule may eect early adoption, as of [INSERT THE DATE OF
PUBLICATION IN THE FEDERAL REGISTER], of any provision of thefind rule that resultsin a
reduced risk-based capita requirement. Conversdly, banking organizations that enter into transactions
prior to the effective date of thisfina rule that result in increased regulatory capitd requirements may
dday the application of this rule to those transactions until December 31, 2002.

Although the Residud Proposal indicated that the agencies intended to permit banking
organizations to continue to apply exigting capita rules to certain assat securitizations for up to two
years dfter the effective date of the find rule, the agencies believe that the one year effective date should
give banking organizations ample time to bring their capita requirements in line with the economic risks
that they have dready assumed through their securitization activities. The agencies have, through the
issuance of supervisory guidance and four separate notices of proposed rulemaking, identified the risks
to banking organizations from securitizations and demonsgtrated the agencies concern over the
management of these risks by banking organizations. These rulemakings and guidance have placed the
industry on notice that, among other things, the agencies have concluded that the securitization activities

2 See 5 U.S.C. 553(d) (APA provision prescribing 30-day delayed effective date); 12 U.S.C. 4802(b) (CDRI
provision requiring that aregulation take effect on the first day of the calendar quarter following publication in final
form if the regulation imposes “ reporting, disclosures or other new requirements” on insured depository
institutions.)
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of banking organizations often expose them to grester economic risk than their capita levels reflect.
Therefore, thisfina rule requiresthat al transactions, whether entered into before its effective date or
not, be subject to the capita requirements stated in the rule, but dlows for flexibility in the time by
which that must occur.

V. Miscellaneous Changes
Each of the agencies has made miscellaneous changes to its proposed regulatory text to
conform its rule to the texts of the other agencies. In addition, the agencies have made revisonsto

existing rules to appropriately accommodate the revised treatment of recourse, direct credit substitutes
and residud interests.

VI.  Regulatory Analysis

A. Regulatory Flexibility Act

OCC: Pursuant to section 605(b) of the Regulatory Hexihility Act, the OCC certifies that this
fina rule will not have a ggnificant impact on a subgtantial number of small entities. 5 U.S.C. 601 et
seg. The provisons of thisfina rule that increase capita requirements are likely to affect large nationd
banks dmogt exclusvely. Smal national banks rarely sponsor or provide direct credit subgtitutesin
asset securitizations. Accordingly, aregulatory flexibility andysisis not required.

Board: Pursuant to section 605(b) of the Regulatory Hexibility Act, the Board has determined
that thisfind rule will not have asgnificant impact on a substantial number of smal business entities
within the meaning of the Regulatory Hexibility Act (5 U.S.C. 601 et seq.). The Board's comparison of
the gpplicability section of this proposa with Cal Report Dataon dl existing banks shows that
gpplication of the proposd to smdll entities will be the rare exception. Accordingly, aregulatory
flexibility analyssisnot required. In addition, because the risk-based capitd standards generdly do not
apply to bank holding companies with consolidated assets of |ess than $150 million, this proposa will
not affect such companies.

FDIC: Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.) the
FDIC hereby certifiesthat the find rule will not have a Sgnificant economic impact on a substantial
number of small entities. Comparison of Cal Report data on FDIC-supervised banks to the items
covered by the proposa that result in increased capita requirements shows that application of the
proposal to smdl entities will be the infrequent exception.

OTS: Pursuant to section 605(b) of the Regulatory Flexibility Act, the OTS certifies thet this
fina rule will not have a Sgnificant impact on a substantia number of smdl entities. The provisons of
thisfina rule that increase capita requirements for thrifts — the provisons on resdud interests and
certain direct credit subgtitutes (e.g., financid standby |etters of credit) — are unlikely to affect small
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savings associaions. Current TFR datareved that few small savings associations hold resdud interests
and that no small thrift holds resdud interests in excess of 25 percent of core capital. Further, the
gpplication of the revised capita requirements to exigting resdua interests will not result in achangein
the capitd category of any smdl thrift. Few small savings associations issue sandby letters of credit. In
addition, virtudly dl of the standby letters of credit that are issued by smal thrifts will not be subject to
an increased capita requirement since these positions will continue to be digible for lower risk weights
under the dternative gpproaches outlinesin the fina rule. Accordingly, OTS concludes that a

regulatory flexibility analysisis not required.

B. Paperwork Reduction Act

The agencies have determined that this fina rule does not involve a collection of information
pursuant to the provisions of the Paperwork Reduction Act of 1995 (44 U.S.C. 3501, et seq.).

C. Executive Order 12866

OCC: The OCC has determined thet thisfind rule is not a sgnificant regulatory action for
purposes of Executive Order 12866. The OCC expects that any increase in nationa banks' risk-based
capita requirement, resulting from the trestment of residud interests largely will be offset by the ability
of those banks to reduce their capital requirement in accordance with the ratings-based approach.

OTS: The Director of the OTS has determined that thisfind rule does not condtitute a
"ggnificant regulatory action” under Executive Order 12866. Thefind rule prescribes ratings-based
and other aternative approaches that are likely to reduce the risk-based capitd requirement for most
recourse obligations and direct credit subgtitutes. The rule will, however, increase capita requirements
for certain direct credit subgtitutes (e.g., standby letters of credit) and residud interests. OTS has
reviewed current TFR data to determine whether current OT S-regulated ingtitutions hold these
positions in Sgnificant amounts. These dataindicate that, while these inditutions hold some residua
interests, most standby letters of credit issued by thrifts continue to be digible for alower risk weight
under one of the dternative gpproaches outlined in the find rule. OTS has andyzed the additiona cost
of capitd that will be incurred by thrift ingtitutions that hold residua interests and direct credit subgtitutes
that are subject to increased capita requirements. Based on this analys's, it has concluded that the
likely increases to the industry’s cost of capita will not have a significant impact on the economy, as
described in the Executive Order.

D. Unfunded Mandates Reform Act of 1995

OCC: Section 202 of the Unfunded Mandates Reform Act of 1995, Pub. L. 104-4,
(Unfunded Mandates Act), requires that an agency prepare a budgetary impact statement before
promulgating arule that includes a Federa mandate that may result in the expenditure by state, locd,
and triba governments, in the aggregete, or by the private sector, of $100 million or more in any one
year. If abudgetary impact statement is required, section 205 of the Unfunded Mandates Act dso
requires an agency to identify and consider a reasonable number of regulatory aternatives before
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promulgating arule. The OCC has determined that thisfina rule will not result in expenditures by date,
locd, and tribal governments, or by the private sector, of more than $100 million or morein any one
year. Therefore, the OCC has not prepared a budgetary impact statement or specificaly addressed the
regulatory dternatives consdered. Asdiscussad in the preamble, thisfind rule will reduce
incongstencies in the agencies risk-based capita sandards and, in certain circumstances, will alow
banking organizations to maintain lower amounts of capita againgt certain rated recourse obligations,
resdua interests and direct credit subgtitutes.

OTS: Section 202 of the Unfunded Mandates Reform Act of 1995, Pub. L. 104-4 (Unfunded
Mandates Act), requires an agency to prepare a budgetary impact statement before promulgating arule
that includes a Federd mandate that may result in the expenditure by state, loca, and tribal
governments, in the aggregate, or by the private sector, of $100 million or morein any oneyear. As
discussed in the preamble, the final rule prescribes ratings-based and other dternative approaches that
are likely to reduce the risk-based capita requirement for most recourse obligations and direct credit
subgtitutes. The rule will, however, increase capital requirements for certain direct credit subgtitutes
(e.g., standby letters of credit) and residud interests. OTS has reviewed current TFR data to
determine whether current OT S-regulated indtitutions hold these positions in significant amounts. These
dataindicate that, while these indtitutions hold some resdud interests, most standby letters of credit
issued by thrifts continue to be digible for alower risk weight under one of the dternative gpproaches
outlined in thefina rule. OTS has andlyzed the additiona cost of capitd that will be incurred by thrift
ingtitutions that hold resdud interests and direct credit subgtitutes that are subject to increased capita
requirements. Based on this andysis, it has concluded that the likely increases to the industry’ s cost of
capitd will not result in the expenditure by state, local, and triba governments, in the aggregete, or by
the private sector, of $100 million or more in any one year.

E. Plain Language

The 2000 Recourse Proposal and the Residua's Proposal sought comment on the agencies
compliance with the "plain language' requirement of Section 722 of the Gramm:-Leach-Bliley Act (12
U.S.C. 4809). No comments were received.

List of Subjects
12 CFR Part 3

Adminigtrative practice and procedure, Capital, National banks, Reporting and recordkeeping
requirements, Risk.

12 CER Part 208

Accounting, Agriculture, Banks, banking, Confidentiad business information, Crime, Currency,
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Federal Reserve System, Mortgages, Reporting and recordkeeping requirements, Securities.

12 CER Part 225

Adminigrative practice and procedure, Banks, banking, Federa Reserve System, Holding
companies, Reporting and recordkeeping requirements, Securities.

12 CFR Part 325

Adminigrative practice and procedure, Bank deposit insurance, Banks, banking, Capita adequacy,
Reporting and recordkeeping requirements, Savings associations, State non-member banks.

12 CER Part 567

Capita, Reporting and recordkeeping requirements, Savings associations.
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DEPARTMENT OF THE TREASURY

Office of the Comptroller of the Currency

12 CFR Chapter |

Authority and I ssuance

For the reasons set out in the preamble, part 3 of chapter | of title 12 of the Code of Federa
Regulationsis amended asfollows:

PART 3--MINIMUM CAPITAL RATIOS; ISSUANCE OF DIRECTIVES

1. The authority citation for part 3 continues to read as follows:

Authority: 12 U.S.C. 93a, 161, 1818, 1828(n), 1828 note, 1831n note, 1835, 3907, and 3909.
§ 3.4 [Amended]

2. In83.4:

A. The undesignated paragraph is desgnated as paragraph (a);

B. A heading is added to newly designated paragraph (a);

C. The second and third sentences in the newly designated paragraph () are revised; and

D. New paragraph (b) is added to read as follows:

§ 3.4 Reservation of authority.

(a) Deductionsfrom capital.* * * Smilarly, the OCC may find that a particular intangible
asset, deferred tax asset or credit-enhancing interest-only strip need not be deducted from Tier 1 or
Tier 2 capitd. Conversdy, the OCC may find that a particular intangible asset, deferred tax ass,
credit-enhancing interest-only strip or other Tier 1 or Tier 2 capital component has characteristics or
terms that diminish its contribution to a bank's ability to absorb losses, and may require the deduction
from Tier 1 or Tier 2 capita of al of the component or of a grester portion of the component than is
otherwise required.

(b) Risk weight categories. Notwithstanding the risk categories in sections 3 and 4 of gppendix A
to this part, the OCC will ook to the substance of the transaction and may find that the assigned risk

weight for any asset or the credit equivalent amount or credit conversion factor for any off-baance
sheet item does not appropriately reflect the risks imposed on a bank and may require another risk
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weight, credit equivalent amount, or credit conversion factor that the OCC deems gppropriate.
Smilarly, if norisk weight, credit equivaent amount, or credit conversion factor is specificaly assgned,
the OCC may assign any risk weight, credit equivalent amount, or credit conversion factor thet the
OCC deems appropriate. In making its determination, the OCC consders risks associated with the
asset or off-balance sheet item aswell as other relevant factors.

Appendix A to Part 3--[Amended]

3. In gppendix A to Part 3, revise dl referencesto “financia guarantee-type standby letter of
credit” to read “financid standby letter of credit”.

4. In section 2 of gppendix A,

A.

B.

E

F.

Remove the word "and" a the end of paragraph (c)(1)(ii);
Revise paragraph (c)(1)(iii)(B);

Add anew paragraph (c)(1)(iv);

Footnote 6 isrevised;

The second sentence of paragraph (¢)(2)(i) isrevised;

Paragraph (c)(4) is redesignated as paragraph (c)(5);

G. A new paragraph (c)(4) is added.

Appendix A to Part 3--Risk-Based Capital Guiddines

*x * * * %

Section 2. Components of Capital

*x * * * %

(C)* * %

(l***

(iiiy* * *

(B) 10% of Tier 1 capita, net of goodwill and dl intangible assets other than purchased credit card
rel ationships, mortgage servicing assets and non-mortgage servicing assets; and
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(iv) Credit-enhancing interest-only strips (as defined in section 4(a)(3) of this appendix A), as
provided in section 2(c)(4).

*x * * * *

(2)***6***

(i)* * * Cdculation of these limitations must be based on Tier 1 capitd net of goodwill and all
other identifiable intangibles, other than purchased credit card relationships, mortgage servicing assets
and non-mortgage servicing assets.

*x * * * %

(4) Credit-enhancing interest-only srips. Credit-enhancing interest-only strips, whether purchased
or retained, that exceed 25% of Tier 1 capital must be deducted from Tier 1 capital. Purchased and
retained credit-enhancing interest-only strips, on anon-tax adjusted bas's, are included in the tota
amount that is used for purposes of determining whether a bank exceedsits Tier 1 capitd.

(i) The 25% limitation on credit-enhancing interest-only stripswill be based on Tier 1 capita net of
goodwill and dl identifiable intangibles, other than purchased credit card relationships, mortgage
servicing assets and non-mortgage servicing assets.

(i) Banks mugt vaue each credit-enhancing interest-only strip included in Tier 1 capitd at lesst
quarterly. The quarterly determination of the current fair vaue of the credit-enhancing interest-only strip
must include adjustments for any sgnificant changesin origind vauation assumptions, including changes
in prepayment estimates.

(i) Banks may elect to deduct disallowed credit-enhancing interest-only strips on abasisthat is net
of any associated deferred tax ligbility. Deferred tax ligbilities netted in this manner cannot dso be

netted againgt deferred tax assets when determining the amount of deferred tax assetsthat are
dependent upon future taxable income.

* % * % %

4. Insection 3 of gppendix A:

A. Footnote 11ain paragraph (8)(3)(v) isrevised,

8 Intangibl e assets are defined to exclude 10 strips receivable rel ated to these mortgage and non-mortgage
servicing assets. See section 1(c)(14) of this appendix A. Consequently, 1O strips receivable related to mortgage
and non-mortgage servicing assets are not required to be deducted under section 2(c)(2) of this appendix A.
However, credit-enhancing interest-only strips as defined in section 4(a)(3) are deducted from Tier 1 capital in
accordance with section 2(c)(4) of thisappendix A. Any non credit-enhancing | O strips receivable are subject to a
100% risk weight under section 3(a)(4) of this appendix A.
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B. Paragraph (b) introductory text is amended by adding a new sentence &t its end;
C. Paragraph (b)(2)(i) and footnote 13 are removed and reserved,;

D. Paragraph (b)(1)(ii) is revised;

E. Paragraph (b)(1)(iii) and footnote 14 are removed and reserved,

F. Footnote 16 in paragraph (b)(2)(i) isrevised;

G. Footnote 17 in paragraph (b)(2)(ii) is revised;

H. Paragraph (c) is removed; and

|. Paragraph (d) is removed.

* * * * *

Section 3. Risk Categories/Weightsfor On-Balance Sheet Assets and Off-Balance Sheet
[tems

(a) * x %
(3) * x %
(V) * % % 1lla

*x * * * %

(b)* * * However, direct credit subgtitutes, recourse obligations, and securitiesissued in
connection with asset securitizations are treated as described in section 4 of this gppendix A.

(1) * * %

(il) Risk participations purchased in bankers acceptances,

12 The portion of multifamily residential property loansthat is sold subject to apro rataloss sharing
arrangement may be treated by the selling bank as sold to the extent that the sales agreement provides for the
purchaser of the loan to sharein any lossincurred on the loan on a pro rata basis with the selling bank. The portion
of multifamily residential property loans sold subject to any loss sharing arrangement other than pro rata sharing of
the loss shall be accorded the same treatment as any other asset sold under an agreement to repurchase or sold with
recourse under section 4(b) of this appendix A.
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(2) * * %

(I)* * *x 16x *x *
(”)* * % 17 % * *

* * * * *

5. Section 4 is redesignated Section 5.

6. A new section 4 is added to read as follows;

Section 4. Recour se, Direct Credit Substitutes and Positionsin Securitizations

(a) Ddinitions. For purposes of this section 4 of this gppendix A, the following definitions apply:

(1) Credit derivative means a contract that alows one party (the protection purchaser) to transfer
the credit risk of an asset or off-baance sheet credit exposure to another party (the protection
provider). The vaue of a credit derivative is dependent, at least in part, on the credit performance of a
"reference ass&t."

(2) Credit-enhancing interest-only sirip means an on-baance sheet asset that, inform or in
substance:

(1) Represents the contractua right to receive some or al of the interest due on transferred assets,
and

(i) Exposes the bank to credit risk directly or indirectly associated with the transferred assets that
exceedsiits pro rata claim on the assets whether through subordination provisions or other credit
enhancing techniques.

(3) Credit-enhancing representations and warranties means representations and warranties that are

18 For purposes of this section 3(b)(2)(i), a"performance-based standby letter of credit” is any letter of credit, or
similar arrangement, however named or described, which represents an irrevocable obligation to the beneficiary on
the part of the issuer to make payment on account of any default by the account party in the performance of anon-
financial or commercial obligation. Participationsin performance-based standby letters of credit aretreated in
accordance with section 4 of this appendix A.

7 Participations in commitments are treated in accordance with section 4 of this appendix A.
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made or assumed in connection with a transfer of assets (including loan servicing assets) and that
obligate a bank to protect investors from losses arising from credit risk in the assets transferred or the
loans serviced. Credit-enhancing representations and warranties include promises to protect a party
from losses resulting from the default or nonperformance of another party or from an insufficiency in the
vaue of the collaterd. Credit-enhancing representations and warranties do not include:

(i) Early-default clauses and smilar warranties that permit the return of, or premium refund clauses
covering, 1-4 family resdentid first mortgage loans (as described in section 3(a)(3)(iii) of this gppendix
A) for aperiod not to exceed 120 days from the date of transfer. These warranties may cover only
those loans that were originated within 1 year of the date of trandfer;

(i1) Premium refund clauses that cover assets guaranteed, in whole or in part, by the U.S.
Government, aU.S. Government agency, or a U.S. Government-sponsored enterprise, provided the
premium refund clauses are for aperiod not to exceed 120 days from the date of transfer; or

(iif) Warranties that permit the return of assets in instances of fraud, misrepresentation or incomplete
documentation.

(4) Direct credit subgtitute means an arrangement in which abank assumes, in form or in substance,
credit risk associated with an on- or off-baance sheet asset or exposure that was not previoudy owned
by the bank (third-party asset) and the risk assumed by the bank exceeds the pro rata share of the
bank's interest in the third-party asset. If abank has no claim on the third-party asst, then the bank’s
assumption of any credit risk isadirect credit subgtitute. Direct credit substitutes include;

(i) Financid standby letters of credit that support financid clams on athird party that exceed a
bank’ s pro rata sharein the financid dam;

(i) Guarantees, surety arrangements, credit derivatives and amilar instruments backing financia
clamsthat exceed abank’s pro rata share in the financid dam;

(iii) Purchased subordinated interests that absorb more than their pro rata share of losses from the
underlying assts,

(iv) Credit derivative contracts under which the bank assumes more than its pro rata share of credit
risk on athird-party asset or exposure;

(v) Loansor lines of credit that provide credit enhancement for the financia obligations of athird
party;

(vi) Purchased loan sarvicing assets if the servicer isresponsble for credit losses or if the servicer
makes or assumes credit-enhancing representations and warranties with respect to the loans serviced.
Mortgage servicer cash advances that meet the conditions of section 4(a)(8)(i) and (ii) of this appendix
A, are not direct credit subgtitutes; and
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(vii) Clean-up cdls on third-party assets. Clean-up cdlsthat are 10% or less of the origina pool
balance and that are exercisable a the option of the bank are not direct credit substitutes.

(5) Externdly rated means that an instrument or obligation has received a credit rating from at least
one nationaly recognized satistica rating organization.

(6) Face amount means the notiona principa, or face vaue, amount of an off-baance sheet item;
the amortized cost of an asset not held for trading purposes, and the fair value of atrading asst.

(7) Einancia asset means cash or other monetary instrument, evidence of debt, evidence of an
ownership interest in an entity, or a contract that conveys aright to receive or exchange cash or another
financid indrument from another party.

(8) Einancid standby letter of credit means aletter of credit or Smilar arrangement that represents
an irrevocable obligation to a third-party beneficiary:

(i) To repay money borrowed by, or advanced to, or for the account of, a second party (the
account party); or

(i) To make payment on behdf of the account party, in the event that the account party failsto fulfill
its obligation to the beneficiary.

(9) Mortgage servicer cash advance means funds that aresidential mortgage servicer advances to
ensure an uninterrupted flow of payments, including advances made to cover foreclosure costs or other
expenses to facilitate the timely collection of the loan. A mortgage servicer cash advanceisnot a
recourse obligation or adirect credit subgtitute if:

(1) The servicer is entitled to full reimbursement and thisright is not subordinated to other claims on
the cash flows from the underlying asset poal; or

(i) For any one loan, the servicer’ s obligation to make nonreimbursable advances is contractualy
limited to an inggnificant amount of the outstanding principa amount of that [oan.

(10) Nationaly recognized detistical rating organizetion (NRSRO) means an entity recognized by
the Divison of Market Regulation of the Securities and Exchange Commission (or any successor
Divison) (Commission) as a nationally recognized Satistica rating organization for various purposes,
including the Commission’s uniform net capita requirements for brokers and dedlers.

(11) Recourse means abank's retention, in form or in substance, of any credit risk directly or
indirectly associated with an asst it has sold that exceeds a pro rata share of that bank's claim on the
asst. If abank has no claim on a sold asst, then the retention of any credit risk isrecourse. A
recourse obligation typicaly arises when a bank transfers assets and retains an explicit obligation to
repurchase assets or to absorb losses due to a default on the payment of principa or interest or any
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other deficiency in the performance of the underlying obligor or some other party. Recourse may aso
exigt implicitly if abank provides credit enhancement beyond any contractua obligation to support
asstsit hassold. The following are examples of recourse arrangements.

(i) Credit-enhancing representations and warranties made on transferred assets,

(i) Loan servicing assets retained pursuant to an agreement under which the bank will be
responsible for losses associated with the loans serviced. Mortgage servicer cash advances that meet
the conditions of section 4(a)(8)(i) and (ii) of this gppendix A, are not recourse arrangements,

(i) Retained subordinated interests that absorb more than their pro rata share of 1osses from the
underlying assets,

(iv) Assats sold under an agreement to repurchase, if the assets are not aready included on the
balance shest;

(v) Loan strips sold without contractua recourse where the maturity of the transferred portion of
the loan is shorter than the maturity of the commitment under which the loan is drawn;

(vi) Credit derivativesissued that absorb more than the bank's pro rata share of losses from the
transferred assets; and

(vii) Clean-up cdls. Clean-up cdlsthat are 10% or less of the origina pool balance and that are
exercisable at the option of the bank are not recourse arrangements.

(12) Residud interest means any on-balance sheet asset that represents an interest (including a
beneficid interest) created by atrandfer that qualifies as a sde (in accordance with generdly accepted
accounting principles) of financid assets, whether through a securitization or otherwise, and that
exposes a bank to any credit risk directly or indirectly associated with the transferred asset that
exceeds a pro rata share of that bank's claim on the asset, whether through subordination provisons or
other credit enhancement techniques. Residud interests generdly include credit-enhancing interest-only
strips, spread accounts, cash collatera accounts, retained subordinated interests (and other forms of
overcollaterlization) and Smilar assets that function as a credit enhancement. Residua interests further
include those exposures that, in substance, cause the bank to retain the credit risk of an asset or
exposure that had quaified as aresdud interest before it was sold. Residua interests generdly do not
include interests purchased from athird party.

(13) Risk participation means a participation in which the originating party remains ligble to the
beneficiary for the full amount of an obligation (e.q. adirect credit subgtitute) notwithstanding that
another party has acquired a participation in that obligation.

(14) Securitization means the pooling and repackaging by a specia purpose entity of assets or other
credit exposures that can be sold to investors.  Securitization includes transactions that create Stratified
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credit risk positions whose performance is dependent upon an underlying pool of credit exposures,
including loans and commitments.

(15) Structured finance program means a program where receivable interests and asset-backed
securities issued by multiple participants are purchased by a specia purpose entity that repackages
those exposures into securities that can be sold to investors. Structured finance programs dlocate
credit risks, generdly, between the participants and credit enhancement provided to the program.

(16) Traded position means a position retained, assumed or issued in connection with a
Securitization that is externdly rated, where there is a reasonable expectation that, in the near future, the
rating will be relied upon by:

(i) Uneffiliated investors to purchase the pogtion; or

(i) An unaffiliated third party to enter into a transaction involving the position, such as a purchase,
loan or repurchase agreement.

(b) Credit equivaent amounts and risk weights of recourse obligations and direct credit subdtitutes-
-(1) Credit-equivalent amount. Except as otherwise provided, the credit-equivalent amount for a
recourse obligation or direct credit subgtitute is the full amount of the credit-enhanced assets for which
the bank directly or indirectly retains or assumes credit risk multiplied by a 100% conversion factor.

(2) Risk-weight factor. To determine the bank’ s risk-weighted assets for off-balance sheet
recourse obligations and direct credit subgtitutes, the credit equivaent amount is assigned to the risk
category appropriate to the obligor in the underlying transaction, after considering any associated
guarantees or collateral. For adirect credit subgtitute that is an on-balance sheet asst (eg., a
purchased subordinated security), a bank must cal culate risk-weighted assets using the amount of the
direct credit substitute and the full amount of the assets it supports, i.e., dl the more senior positionsin
the structure.

(c) Credit equivaent amount and risk weight of participationsin, and syndications of, direct credit
subgtitutes.  The credit equivaent amount for a participation interest in, or syndication of, adirect credit
subdtitute is caculated and risk weighted as follows:

(1) Inthe case of adirect credit subgtitute in which a bank has conveyed arisk participation, the full
amount of the assets that are supported by the direct credit substitute is converted to a credit equivaent
amount using a 100% converson factor. The pro rata share of the credit equivaent amount that has
been conveyed through arisk participation is then assgned to whichever risk-weight category is lower:
the risk-weight category appropriate to the obligor in the underlying transaction, after consdering any
associated guarantees or collaterd, or the risk-weight category appropriate to the party acquiring the
participation. The pro rata share of the credit equivaent amount that has not been participated out is
assigned to the risk-weight category appropriate to the obligor after consdering any associated
guarantees or collateral.
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(2) Inthe case of adirect credit substitute in which the bank has acquired arisk participation, the
acquiring bank’ s pro rata share of the direct credit substitute is multiplied by the full amount of the
assets that are supported by the direct credit substitute and converted using a 100% credit conversion
factor. The resulting credit equivaent amount is then assigned to the risk-weight category appropriate
to the obligor in the underlying transaction, after consdering any associated guarantees or collaterd.

(3) Inthe case of adirect credit substitute that takes the form of a syndication where each bank or
participating entity is obligated only for its pro rata share of the risk and there is no recourse to the
originating entity, each bank’ s credit equivaent amount will be caculated by multiplying only its pro rata
share of the assets supported by the direct credit substitute by a 100% converson factor. The resulting
credit equivaent amount is then assigned to the risk-weight category appropriate to the obligor in the
underlying transaction, after condgdering any associated guarantees or collaterd.

(d) Externdly rated positions. credit-equivalent amounts and risk weights.--(1) Traded positions.
With respect to arecourse obligation, direct credit substitute, residua interest (other than a credit-
enhancing interest-only strip) or asset- or mortgage-backed security that is a"traded position” and that
has received an externd rating on along-term postion that is one grade below investment grade or
better or a short-term position that isinvestment grade, the bank may multiply the face amount of the
position by the gppropriate risk weight, determined in accordance with Tables B or C of this appendix
A.?* |f atraded position receives more than one externd rating, the lowest single rating will apply.

TABLEB
Long-Term Rating Category Examples Risk Weight
Highest or second highest investmentgrade . . ... ........ AAA, AA 20%
Third highest investmentgrade . ..................... A 50%
Lowestinvesmentgrade ..., BBB 100%
One category below investmentgrade . . . .. ............ BB 200%

2 Stripped mortgage-backed securities or other similar instruments, such as interest-only or principal-only
strips, that are not credit enhancing must be assigned to the 100% risk category.
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TABLEC
Short-Term Rating Category Examples Risk Weight
Highestinvesmentgrade . ..., A-1, P-1 20%
Second highest investmentgrade. . ... ...l A-2, P-2 50%
Lowestinvesmentgrade . ..., A-3, P-3 100%

(2) Non-traded poditions. A recourse obligation, direct credit substitute, resdua interest (but not a
credit-enhancing interest-only strip) or asset- or mortgage-backed security extended in connection with
a securitization that isnot a "traded position” may be assgned arisk weight in accordance with section

A(d)(1) of this appendix A if:

(i) It has been externdly rated by more than one NRSRO;

(ii) It has received an externd rating on along-term position that is one category below investment
grade or better or a short-term position that is investment grade by al NRSROs providing arating;

(iii) Theratings are publicly available; and
(iv) The ratings are based on the same criteria used to rate traded positions.

If the ratings are different, the lowest rating will determine the risk category to which the recourse
obligation, resdud interest or direct credit substitute will be assgned.

(€) Senior positions not externdly rated. For arecourse obligation, direct credit subgtitute, residud
interest or asset- or mortgage-backed security that is not externdly rated but is senior or preferred in al
features to atraded pogtion (including collaterdization and maturity), a bank may apply arisk weight to
the face amount of the senior position in accordance with section 4(d)(1) of this appendix A, based
upon the traded position, subject to any current or prospective supervisory guidance and the bank
satisfying the OCC that this treatment is appropriate. This section will apply only if the traded position
provides substantive credit support to the unrated position until the unrated position matures.

(f) Residud Interests--(1) Concentration limit on credit-enhancing interet-only drips. In addition
to the capita requirement provided by section 4(f)(2) of this gppendix A, abank must deduct from Tier
1 capitd dl credit-enhancing interest-only stripsin excess of 25 percent of Tier 1 capital in accordance
with section 2(c)(2)(iv) of this appendix A.
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(2) Credit-enhancing interest-only strip capita requirement. After gpplying the concentration limit to
credit-enhancing interest-only stripsin accordance with section (f)(1), a bank must maintain risk-based
capitd for a credit-enhancing interest-only srip equa to the remaining amount of the credit-enhancing
interest-only gtrip (net of any existing associated deferred tax ligbility), even if the amount of risk-based
capita required to be maintained exceeds the full risk-based capita requirement for the assets
transferred. Transactions that, in substance, result in the retention of credit risk associated with a
transferred credit-enhancing interest-only strip will be treated as if the credit-enhancing interest-only
strip was retained by the bank and not transferred.

(3) Other residua interests capital requirement. Except as provided in sections (d) or (e) of this
section, abank must maintain risk-based capitd for aresdud interest (excluding a credit-enhancing
interest-only strip) equad to the face amount of the resdud interest that is retained on the bal ance sheet
(net of any exigting associated deferred tax liability), even if the amount of risk-based capitd required to
be maintained exceeds the full risk-based capita requirement for the assets transferred. Transactions
that, in substance, result in the retention of credit risk associated with atransferred residua interest will
be treated asif the resdud interest was retained by the bank and not transferred.

(4) Residud interests and other recourse obligations. Where the aggregate capita requirement for
resdua interests (including credit-enhancing interest-only strips) and recourse obligations arising from
the same transfer of assets exceed the full risk-based capital requirement for those assets, a bank must
maintain risk-based capital equal to the greater of the risk-based capita requirement for the residua
interest as calculated under sections 4(f)(1) through (3) of this appendix A or the full risk-based capita
requirement for the assets transferred.

(g) Positions that are not rated by an NRSRO. A position (but not aresidud interest) extended in
connection with a securitization and that is not rated by an NRSRO may be risk-weighted based on the
bank's determination of the credit rating of the position, as specified in Table D of this gppendix A,
multiplied by the face amount of the position. In order to qudify for this trestment, the bank's system
for determining the credit reting of the position must meet one of the three dternative standards set out
in section 4(g)(1)through (3) of this appendix A.

TABLED
Rating Category Examples Risk Weight
Invesmentgrade . ... BBB, or better 100%
One category below investmentgrade . . . .. ........... ... BB 200%

(1) Internal risk rating used for asset-backed programs. A direct credit subgtitute (but not a
purchased credit-enhancing interest-only strip) is assumed by a bank in connection with an asset-




-B3-

backed commercid paper program sponsored by the bank and the bank is able to demonstrate to the
satisfaction of the OCC, prior to relying upon its use, that the bank'sinternd credit risk rating system is
adequate. Adequate interna credit risk rating systems usudly contain the following criteria

(i) Theinternd credit risk sysem isan integra part of the bank’ s risk management system that
explicitly incorporates the full range of risks arisng from abank’s participation in securitization activities,

(i) Internd credit ratings are linked to measurable outcomes, such as the probability that the
position will experience any loss, the position’s expected |oss given default, and the degree of variance
in losses given default on thet pogtion;

(i) The bank’sinternd credit risk system must separately consider the risk associated with the
underlying loans or borrowers, and the risk associated with the structure of a particular securitization
transaction;

(iv) The bank’sinternd credit risk system mugt identify gradations of risk among "pass' assets and
other risk pogtions;

(v) The bank must have clear, explicit criteriathat are used to classify assets into each interna risk
grade, including subjective factors,

(vi) The bank must have independent credit risk management or loan review personnd assigning or
reviewing the credit risk ratings,

(vii) Aninternd audit procedure should periodicaly verify that internd risk ratings are assgned in
accordance with the bank’ s established criteria

(viii) The bank must monitor the performance of theinterna credit risk ratings assgned to nonrated,
nontraded direct credit subgtitutes over time to determine the appropriateness of the initiad credit risk
rating assgnment and adjust individud credit risk ratings, or the overdl internd credit risk ratings
system, as needed; and

(iX) Theinternd credit risk system must make credit risk rating assumptions that are consstent with,
or more conservative than, the credit risk rating assumptions and methodologies of NRSROs.

(2) Program Ratings. A direct credit subgtitute or recourse obligation (but not aresidud interest) is
assumed or retained by abank in connection with a structured finance program and aNRSRO has
reviewed the terms of the program and stated a rating for positions associated with the program. If the
program has options for different combinations of assets, Sandards, interna credit enhancements and
other relevant factors, and the NRSRO specifies ranges of rating categories to them, the bank may
apply the rating category applicable to the option that corresponds to the bank’ s position. In order to
rely on a program rating, the bank must demondtrate to the OCC' s satisfaction that the credit risk rating
assigned to the program meets the same standards generally used by NRSROs for rating traded
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positions. The bank must dso demondrate to the OCC' s satisfaction that the criteria underlying the
NRSRO'’s assgnment of ratings for the program are satisfied for the particular position. 1f abank
participates in a securitization sponsored by another party, the OCC may authorize the bank to usethis
approach based on a program rating obtained by the sponsor of the program.

(3) Computer Program. The bank is using an acceptable credit assessment computer program to
determine the rating of a direct credit subgtitute or recourse obligation (but not aresdua interest)
extended in connection with a sructured finance program. A NRSRO must have developed the
computer program and the bank must demongtrate to the OCC' s satisfaction that ratings under the
program correspond credibly and rdliably with the rating of traded positions.

(h) Limitations on risk-based capita requirements--(1) Low-level exposure rule. If the maximum
contractual exposure to loss retained or assumed by a bank is less than the effective risk-based capita
requirement, as determined in accordance with section 4(b) of this appendix A, for the asset supported
by the bank’ s position, the risk based capita required under this gppendix A islimited to the bank’s
contractua exposure, less any recourse liability account established in accordance with generdly
accepted accounting principles. This limitation does not apply when abank provides credit
enhancement beyond any contractua obligation to support assets that it has sold.

(2) Related on-balance sheet assets. If an assat isincluded in the calculation of the risk-based
capital requirement under this section 4 of this gppendix A and also gppears as an asset on abank’s
bal ance sheet, the asset is risk-weighted only under this section 4 of this gppendix A, except in the case
of loan servicing assets and Smilar arrangements with embedded recourse obligations or direct credit
subgtitutes. In that case, both the on-balance sheet servicing assets and the related recourse obligations
or direct credit substitutes must both be separately risk weighted and incorporated into the risk-based
capitd caculaion.

(i) Alternative Capitd Cdculation for Smal Busness Obligations. (1) Dfinitions. For purposes of
this section 4(i):

(1) Qudified bank means abank thet:

(A) Iswell capitalized as defined in 12 CFR 6.4 without gpplying the capita treatment described in
this section 4(i), or

(B) Is adequatdly capitaized as defined in 12 CFR 6.4 without applying the capita treatment
described in this section 4(i) and has received written permission from the appropriate district office of
the OCC to gpply the capita treatment described in this section 4(i).

(i) Recourse has the meaning given to such term under generdly accepted accounting principles.

(iif) Small business means a business that meets the criteria for asmall business concern established
by the Small Business Adminigration in 13 CFR part 121 pursuant to 15 U.S.C. 632.
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(2) Capital and reserve requirements. Notwithstanding the risk-based capital trestment outlined in
section 2(c)(4) and any other subsection (other than subsection (i)) of this section 4, with respect to a
transfer of asmall business |oan or alease of persond property with recourse thet is a sae under
generdly accepted accounting principles, aqudified bank may dect to gpply the following treatment:

(i) The bank establishes and maintains a non-capita reserve under generaly accepted accounting
principles sufficient to meet the reasonable estimated liability of the bank under the recourse
arrangement; and

(i) For purposes of calculating the bank’ s risk-based capitd ratio, the bank includes only the face
amount of itsrecoursein its risk-weighted assets.

(3) Limit on aggregate amount of recourse. The total outstanding amount of recourse retained by a
qudified bank with respect to transfers of smal business loans and leases of persond property and
included in the risk-weighted assets of the bank as described in section 4(i)(2) of this gppendix A may
not exceed 15 percent of the bank's total capitd after adjustments and deductions, unless the OCC
specifies a greater amount by order.

(4) Bank that ceases to be qudified or that exceeds aggregate limit. If a bank ceasesto be a
quaified bank or exceeds the aggregate limit in section 4(i)(3) of this gppendix A, the bank may
continue to apply the capital treatment described in section 4(i)(2) of this appendix A to transfers of
smdl business loans and leases of persond property that occurred when the bank was qudified and did
not exceed the limit.
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(5) Prompt Corrective Action not affected. (i) A bank shal compute its capital without regard to
this section 4(i) for purposes of prompt corrective action (12 U.S.C. 18310 and 12 CFR part 6) unless
the bank is an adequately or well capitalized bank (without gpplying the capita treatment described in
this section 4(i)) and, after gpplying the capita trestment described in this section 4(i), the bank would
be well capitdized.

(i) A bank shdl compuite its capital without regard to this section 4(i) for purposes of 12 U.S.C.
18310(g) regardiess of the bank's capitd level.

*x * * * %

6. In appendix A, Table 2, "100 Percent Conversion Factor," Item 1 isrevised to read asfollows:
* * * * *
TABLE 2--CREDIT CONVERSION FACTORS FOR OFF-BALANCE SHEET ITEMS

100 Percent Conversion Factor

1. [Reserved]

*x * * * %

Date: October 23, 2001

(Si gned) John D. Hawke, Jr.

John D. Hawke, Jr.,

Comptroller of the Currency.
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FEDERAL RESERVE SYSTEM
12 CFR CHAPTER II
Authority and I ssuance

For the reasons st forth in the joint preamble, parts 208 and 225 of chapter 11 of title 12 of the
Code of Federa Regulations are amended as follows:

PART 208 -- MEMBERSHIP OF STATE BANKING INSTITUTIONSIN THE FEDERAL
RESERVE SYSTEM (REGULATION H)

1. The authority citation for part 208 continues to read as follows:

Authority: 12 U.S.C. 24, 24a, 36, 92a, 933, 248(a), 248(c), 321-338a, 371d, 461, 481-486,
601, 611, 1814, 1816, 1818, 1820(d)(9), 1823(j), 1828(0), 18310, 1831p-1, 1831r-1, 1831w,
1835a, 1882, 2901-2907, 3105, 3310, 3331-3351, and 3906-3909; 15 U.S.C. 78b, 78I(b), 78I(g),
78l(i), 780-4(c)(5), 780, 78g-1, and 78w; 31 U.S.C. 5318; 42 U.S.C. 40123, 41044, 4104b, 4106,
and 4128.

2. In gppendix A to part 208:

A. Thethreeintroductory paragraphs of section I1, the firgt five paragraphs of section 1.A.1, and
the first seven paragraphs of section [1.A.2. are revised and footnote 5 is removed and reserved;

B. Insection I1.B., anew paragraph (i)(c) is added, section 11.B.1.b. and footnote 14 are revised,
new sections 11.B.1.c. through 11.B.1.g. are added, and section 11.B.4. isrevised;

C. Insection l11.A., anew undesignated fifth paragraph is added at the end of the section;

D. Insection 111.B., paragraph 3 isrevised and footnote 23 is removed, and in paragraph 4,
footnote 24 is removed;

E. Insection 111.C., paragraphs 1 through 3, footnotes 25 through 39 are redesignated as footnotes
23 through 37, and paragraph 4 is revised,

F. Insection I11.D., theintroductory paragraph and paragraph 1 are revised,

G. Insections|ll.D. and I11.E., footnote 46 is removed and footnotes 47 through 51 are
redesignated as footnotes 44 through 48;

H. Insection 1V.B., footnote 52 is removed; and
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|. Attachment Il isrevised.

Appendix A To Part 208 — Capital Adequacy Guidelines For State Member Banks. Risk-
Based Measure

* % * % %

II * k% %

A bank’s qudifying tota capitd conssts of two types of capitd components: * core capita
eements’ (comprising tier 1 capita) and “supplementary capitd dements’ (comprising tier 2 capita).
These capitd eements and the various limits, restrictions, and deductions to which they are subject, are
discussed below and are set forth in Attachment I1.

The Federd Reserve will, on a case-by-case bas's, determine whether and, if so, how much of any
instrument that does not fit wholly within the terms of one of the capitd categories set forth below or
that does not have an ability to absorb losses commensurate with the capita treatment otherwise
specified below will be counted as an element of tier 1 or tier 2 cgpitd. In making such a
determination, the Federd Reserve will congder the smilarity of the insrument to instruments explicitly
treated in the guiddines, the ahility of the instrument to absorb losses while the bank operates as a going
concern, the maturity and redemption features of the instrument, and other relevant terms and factors.
To qualify asan dement of tier 1 or tier 2 capitd, a capita instrument may not contain or be covered by
any covenants, terms, or restrictions that are inconsistent with safe and sound banking practices.

Redemptions of permanent equity or other capitd instruments before stated maturity could have a
sgnificant impact on a bank’s overdl capitd Sructure. Consequently, abank considering such a step
should consult with the Federal Reserve before redeeming any equity or debt capitd instrument (prior
to maturity) if such redemption could have a materid effect on the level or compostion of the
ingtitution’s capital base.

A * k% %

1. Core capital elements (tier 1 capital). Thetier 1 component of abank’s qudifying capitd must
represent at least 50 percent of qualifying total capital and may consist of the following items that are
defined as core capital eements:

(i) Common stockholders equity;

4 Consultation would not ordinarily be necessary if an instrument were redeemed with the proceeds of, or
replaced by, alike amount of asimilar or higher quality capital instrument and the organization’s capital positionis
considered fully adequate by the Federal Reserve.
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(i) Qudifying noncumulative perpetud preferred stock (including related surplus); and
(i) Minority interest in the equity accounts of consolidated subsdiaries.

Tier 1 capita is generdly defined as the sum of core capital dements’ less goodwill, other intangible
assets, and interest-only strips recelvables that are required to be deducted in accordance with section
11.B.1. of this gppendix.

* k% * % %

2. Supplementary capital elements (tier 2 capitd). Thetier 2 component of abank’s qudifying
capitd may congst of the following items that are defined as supplementary capitd dements:

(i) Allowance for loan and lease losses (subject to limitations discussed below);
(ii) Perpetua preferred stock and related surplus (subject to conditions discussed below);
(iif) Hybrid capita instruments (as defined below), and mandatory convertible debt securities,

(iv) Term subordinated debt and intermediate-term preferred stock, including related surplus
(subject to limitations discussed below);

(v) Unredized holding gains on equity securities (subject to limitations discussed in section 11.A.2.e.
of this gppendix).

The maximum amount of tier 2 capitd that may be included in a bank’s qudifying totd capitd is

limited to 100 percent of tier 1 capital (net of goodwill, other intangible assets, and interest-only strips
receivables that are required to be deducted in accordance with section 11.B.1. of this appendix).

* % * % %

B.***
(i)***

(¢) Certain credit-enhancing interest-only strips receivables — deducted from the sum of core
capita dements in accordance with sections 11.B.1.c. through e. of this gppendix.

* % * % %

1. Goodwill, other intangible assets, and resdud interests. * * *

5> Reserved.
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b. Other intangible assets. i. All servicing assets, including servicing assets on

assets other than mortgages (i.e., nonmortgage servicing assets), are included in this appendix as
identifiable intangible assets. The only types of identifiable intangible assets that may be included in, that
is, not deducted from, abank’s capitd are readily marketable mortgage servicing assets, nonmortgage
servicing assets, and purchased credit card relationships. The total amount of these assets that may be
included in capital is subject to the limitations described below in sections 11.B.1.d. and e. of this

appendix.

ii. The trestment of identifiable intangible assats st forth in this section generdly will be used in the
caculation of abank’s capita ratios for supervisory and applications purposes. However, in making an
overdl assessment of abank’s capita adequacy for applications purposes, the Board may, if it deems
gopropriate, take into account the quality and composition of abank’s capita, together with the qudity
and vdue of itstangible and intangible assets.

c. Credit-enhancing interest-only strips receivables (1/0Os). i. Credit-enhancing I/Os are on-
bal ance sheet assets thet, in form or in substance, represent the contractua right to receive some or al
of the interest due on transferred assets and expose the bank to credit risk directly or indirectly
associated with transferred assets that exceeds a pro rata share of the bank’ s claim on the assets,
whether through subordination provisons or other credit enhancement techniques. Such I/Os, whether
purchased or retained, including other smilar “spread” assets, may be included in, thet is, not deducted
from, abank’s capita subject to the limitations described below in sections 11.B.1.d. and e. of this

appendix.

ii. Both purchased and retained credit-enhancing 1/0Os, on a non-tax adjusted basis, areincluded in
the total amount that is used for purposes of determining whether a bank exceedsthetier 1 limitation
described below in this section. In determining whether an 1/0 or other types of spread assets serve as
a credit enhancement, the Federal Reserve will ook to the economic substance of the transaction.

d. Farvduelimitaion The amount of mortgage servicing assets, nonmortgage

sarvicing assets, and purchased credit card relationships that abank may include in capitd shdl bethe
lesser of 90 percent of their fair value, as determined in accordance with section 11.B.1.f. of this
appendix, or 100 percent of their book vaue, as adjusted for capitd purposesin accordance with the
ingructions in the commercia bank Consolidated Reports of Condition and Income (Call Reports).
The amount of 1/0sthat abank may include in capital shdl beitsfar vdue. If both the application of
the limits on mortgage servicing assets, nonmortgage servicing assets, and purchased credit card
relationships and the adjustment of the baance sheet amount for these assets would result in an amount
being deducted from capita, the bank would deduct only the greater of the two amounts fromits core
capitdl elementsin determining tier 1 capitd.

e. Tier 1 capitd limitation i. Thetota amount of mortgage servicing assets, nonmortgage servicing
assats, and purchased credit card relationships that may be included in capital, in the aggregate, cannot
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exceed 100 percent of tier 1 capital. The aggregate of nonmortgage servicing assets and purchased
credit card relationships are subject to a separate sublimit of 25 percent of tier 1 capitd. In addition,
the total amount of credit-enhancing 1/0s (both purchased and retained) that may be included in capita
cannot exceed 25 percent of tier 1 capital.**

ii. For purposes of cdculating these limitations on mortgage servicing assets, nonmortgage servicing
assets, purchased credit card relationships, and credit-enhancing 1/0s, tier 1 capitd is defined asthe
sum of core capitd eements, net of goodwill, and net of dl identifiable intangible assets other than
mortgage servicing assets, nonmortgage servicing assets, and purchased credit card relationships, prior
to the deduction of any disallowed mortgage servicing assets, any disallowed nonmortgage servicing
assets, any disallowed purchased credit card relationships, any disalowed credit-enhancing 1/0s (both
purchased and retained), and any disallowed deferred-tax assets, regardiess of the date acquired.

iii. Banks may dect to deduct disdlowed mortgage servicing assats, disdlowed nonmortgage
sarvicing assets, and disalowed credit-enhancing 1/0s (both purchased and retained) on abasisthat is
net of any associated deferred tax liability. Deferred tax ligbilities netted in this manner cannot aso be
netted againgt deferred-tax assets when determining the amount of deferred-tax assets that are
dependent upon future taxable income.

f. Vauaion Banksmust review the book vaue of dl intangible assets a least quarterly and make
adjusments to these values as necessary. The fair value of mortgage servicing assets, nonmortgage
servicing assets, purchased credit card relationships, and credit-enhancing 1/0Os adso must be
determined a least quarterly. This determination shal include adjusments for any significant changesin
origind vauation assumptions, including changes in prepayment estimates or account &ttrition rates.
Examinerswill review both the book value and the fair vaue assigned to these assets, together with
supporting documentation, during the examination process. In addition, the Federd Reserve may
require, on a case-by-case basis, an independent vauation of a bank’sintangible assets or credit-
enhancing I/Os.

0. Growing organizetions. Congstent with long-standing Board policy, banks experiencing
subgtantia growth, whether interndly or by acquisition, are expected to maintain strong capita positions
ubgtantialy above minimum supervisory leves, without sgnificant reliance on intangible assets or
credit-enhancing 1/0s.

* % * % %

4. Deferred-tax assets. a The amount of deferred-tax assets that is dependent upon future taxable

14 Amounts of servicing assets, purchased credit card relationships, and credit-enhancing 1/Os (both retained
and purchased) in excess of these limitations, aswell asall other identifiable intangible assets, including core deposit
intangibles and favorable leaseholds, are to be deducted from a bank’ s core capital elementsin determining tier 1
capital. However, identifiable intangible assets (other than mortgage servicing assets and purchased credit card
relationships) acquired on or before February 19, 1992, generally will not be deducted from capital for supervisory
purposes, although they will continue to be deducted for applications purposes.
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income, net of the valuation alowance for deferred-tax assets, that may be included in, that is, not
deducted from, abank’s capital may not exceed the lesser of:

i. Theamount of these deferred-tax assets that the bank is expected to redize within one year of
the calendar quarter-end date, based on its projections of future taxable income for that year,° or

ii. 10 percent of tier 1 capitd.

b. The reported amount of deferred-tax assets, net of any vauation allowance for deferred-tax
assets, in excess of the lesser of these two amountsis to be deducted from a bank’ s core capital
eementsin determining tier 1 capital. For purposes of caculating the 10 percent limitation, tier 1
capitd is defined as the sum of core capitd dements, net of goodwill and net of dl identifidble intangible
assets other than mortgage servicing assets, nonmortgage servicing assets, purchased credit card
relationships, prior to the deduction of any disdlowed mortgage servicing assets, any disdlowed
nonmortgage servicing assats, any disallowed purchased credit card relationships, any disdlowed
credit-enhancing I/Os, and any disdlowed deferred-tax assets. There generdly isno limitintier 1
capital on the amount of deferred-tax assets that can be realized from taxes paid in prior carry-back
years or from future reversas of existing taxable temporary differences, but, for banks that have a
parent, this may not exceed the amount the bank could reasonably expect its parent to refund.

* k% * % %

||***

A***

The Federd Reserve will, on a case-by-case basis, determine the appropriate risk weight for any
asset or credit equivaent amount of an off-baance sheet item that does not fit wholly within one of the
risk weight categories set forth below or that imposes risks on a bank that are incommensurate with the
risk weight otherwise specified below for the asset or off-balance sheet item. In addition, the Federd
Reserve will, on a case-by-case bagis, determine the appropriate credit conversion factor for any off-
balance sheet item that does not fit wholly within one of the credit conversion factors set forth below or
that imposes risks on a bank that are incommensurate with the credit conversion factors otherwise
specified below for the off-balance sheet item. In making such a determination, the Federal Reserve
will consider the amilarity of the asset or off-baance sheet item to assets or off-baance sheet items

2 To determine the amount of expected deferred-tax assets realizable in the next 12 months, an institution should
assume that all existing temporary differences fully reverse as of the report date. Projected future taxable income
should not include net operating loss carry-forwards to be used during that year or the amount of existing temporary
differences a bank expectsto reverse within the year. Such projections should include the estimated effect of tax-
planning strategies that the organization expects to implement to realize net operating losses or tax-credit carry-
forwards that would otherwise expire during the year. Institutions do not have to prepare a new 12-month projection
each quarter. Rather, on interim report dates, institutions may use the future-taxable income projections for their
current fiscal year, adjusted for any significant changes that have occurred or are expected to occur.
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explicitly treated in the guidelines, as well as other rlevant factors.

* k% * % %

B***

3. Recourse obligations, direct credit substitutes, residual interests, and asset- and mortgage-
backed securities. Direct credit subgtitutes, assets transferred with recourse, and securitiesissued in
connection with assat securitizations and structured financings are treated as described below. The
term “asset securitizations’ or “securitizations’ in this rule includes structured financings, as well as asset
Securitization transactions.

a. Ddinitions -- i. Credit derivative means a contract that alows one party (the “protection
purchaser”) to transfer the credit risk of an asset or off-ba ance sheet credit exposure to another party
(the "protection provider")The value of a credit derivative is dependent, at least in part, on the credit
performance of the “reference asset.”

ii. Credit-enhancing representations and warranties means representations and warranties that are
made or assumed in connection with a transfer of assets (including loan servicing assets) and that
obligate the bank to protect investors from losses arisng from credit risk in the assets transferred or the
loans serviced. Credit-enhancing representations and warranties include promises to protect a party
from losses resulting from the default or nonperformance of another party or from an insufficiency in the
vaue of the collaterd. Credit-enhancing representations and warranties do not include:

1. Ealy default clauses and amilar warranties that permit the return of, or premium refund clauses
covering, 1-4 family resdentid first mortgage loans that qualify for a 50 percent risk weight for a period
not to exceed 120 days from the date of transfer. These warranties may cover only those loans that
were originated within 1 year of the date of trandfer;

2. Premium refund clauses that cover assets guaranteed, in whole or in part, by the U.S.
Government, a U.S. Government agency or a government-sponsored enterprise, provided the premium
refund clauses are for a period not to exceed 120 days from the date of transfer; or

3. Warranties that permit the return of assets in instances of misrepresentation, fraud or incomplete
documentation.

iii. Direct credit subdtitute means an arrangement in which abank assumes, in form or in substance,
credit risk associated with an on- or off-baance sheet credit exposure that was not previoudy owned
by the bank (third-party asset) and the risk assumed by the bank exceeds the pro rata share of the
bank’sinterest in the third-party asset. If the bank has no claim on the third-party asst, then the
bank’ s assumption of any credit risk with respect to the third party asset is a direct credit subgtitute.
Direct credit subgtitutesinclude, but are not limited to:
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1. Financid standby letters of credit that support financia claims on athird party that exceed a
bank’ s pro rata share of lossesin the financid dam;

2. Guarantees, surety arrangements, credit derivatives, and Smilar instruments backing financid
clamsthat exceed abank’s pro rata sharein the financid dam,

3. Purchased subordinated interests or securities that absorb more than their pro rata share of
losses from the underlying assets;

4. Credit derivative contracts under which the bank assumes more than its pro rata share of credit
risk on athird party exposure;

5. Loansor linesof credit that provide credit enhancement for the financia obligations of an
account party;

6. Purchased loan servicing assetsif the servicer is respongible for credit losses or if the servicer
makes or assumes credit-enhancing representations and warranties with respect to the loans serviced.
Mortgage servicer cash advances that meet the conditions of section I11.B.3.awviii. of this appendix are
not direct credit subgtitutes; and

7. Clean-up cdlson third party assets are direct credit subgtittues. Clean-up callsthat are 10
percent or less of the origina pool balance that are exercisable at the option of the bank are not direct
credit substitutes.

iv. Externdly rated means that an instrument or obligation has recelved a credit rating from a
nationdly-recognized statistical rating organization.

v. _Face amount meansthe notiond principd, or face vaue, amount of an off-baance sheet item;
the amortized cost of an asset not held for trading purposes; and the fair value of atrading asset.

vi. Financid asset means cash or other monetary instrument, evidence of debt, evidence of an
ownership interest in an entity, or a contract that conveys aright to receive or exchange cash or another
financid indrument from another party.

vii. Financid standby letter of credit means aletter of credit or Smilar arrangement that represents
an irrevocable obligation to a third-party beneficiary:

1. To repay money borrowed by, or advanced to, or for the account of, a second party (the
account party), or

2. To make payment on behdf of the account party, in the event that the account party fails to fulfill
its obligation to the beneficiary.
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viii. Mortgage servicer cash advance means funds that aresdential mortgage loan servicer
advances to ensure an uninterrupted flow of payments, including advances made to cover foreclosure
costs or other expensesto facilitate the timely collection of the loan. A mortgage servicer cash advance
is not arecourse obligation or adirect credit subdtitute if:

1. Thesarvicer isentitled to full reimbursement and this right is not subordinated to other clams on
the cash flows from the underlying asset poal; or

2. For any one loan, the servicer’ s obligation to make nonreimbursable advances is contractualy
limited to an inggnificant amount of the outstanding principa baance of that |oan.

ix. Nationally recognized atiticd rating organization (NRSRO) means an entity recognized by the
Divison of Market Regulation of the Securities and Exchange Commission (or any successor Division)
(Commission) as anationdly recognized statistical rating organization for various purposes, including the
Commission’s uniform net capital requirements for brokers and dedlers.

X. Recourse means the retention, by abank, in form or in substance, of any credit risk directly or
indirectly associated with an asset it has transferred and sold that exceeds a pro rata share of the bank's
clam ontheasset. If abank has no claim on atransferred asset, then the retention of any risk of credit
lossisrecourse. A recourse obligation typically arises when a bank transfers assets and retains an
explicit obligation to repurchase the assets or absorb losses due to a default on the payment of principa
or interest or any other deficiency in the performance of the underlying obligor or some other party.
Recourse may dso exist implicitly if abank provides credit enhancement beyond any contractua
obligation to support assets it has sold. The following are examples of recourse arrangements:

1. Credit-enhancing representations and warranties made on the transferred assets;

2. Loan sarvicing assets retained pursuant to an agreement under which the bank will be
responsible for credit losses associated with the loans being serviced. Mortgage servicer cash
advances that meet the conditions of section I11.B.3.awiii. of this gppendix are not recourse
arrangements;

3. Retained subordinated interests that absorb more than their pro rata share of losses from the
underlying assts,

4. Assets sold under an agreement to repurchase, if the assets are not already included on the
balance shest;

5. Loan gtrips sold without contractua recourse where the maturity of the trandferred loan is
shorter than the maturity of the commitment under which theloan is drawn;

6. Credit derivativesissued that aosorb more than the bank’ s pro rata share of losses from the
transferred assets; and
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7. Clean-up cdls a inception that are greater than 10 percent of the baance of the origina pool of
trandferred loans. Clean-up calsthat are 10 percent or less of the origina pool balance that are
exercisable at the option of the bank are not recourse arrangements.

xi. Resdud interest means any on-baance sheet asset that represents an interest (including a
beneficid interest) created by atransfer that qualifies as a sade (in accordance with generdly accepted
accounting principles) of financid assets, whether through a securitization or otherwise, and that
exposes the bank to credit risk directly or indirectly associated with the transferred assets that exceeds
apro rata share of the bank’s claim on the assets, whether through subordination provisons or other
credit enhancement techniques. Residud interests generdly include credit-enhancing 1/Os, soread
accounts, cash collateral accounts, retained subordinated interests, other forms of over-collaterdization,
and amilar assets that function as a credit enhancement. Residua interests further include those
exposures that, in substance, cause the bank to retain the credit risk of an asset or exposure that had
qudified asaresdud interest before it was sold. Residud interests generaly do not include interests
purchased from a third party, except that purchased credit-enhancing 1/0s are residud interests for
purposes of this appendix.

xii. RisK participation means a participation in which the originating party remainsliable to the
beneficiary for the full amount of an obligation (e.g., adirect credit subgtitute) notwithstanding that
another party has acquired a participation in that obligation.

xiii. Securitization means the pooling and repackaging by a specid purpose entity of assets or other
credit exposures into securities that can be sold to investors.  Securitization includes transactions that
cregte dratified credit risk positions whose performance is dependent upon an underlying pool of credit
exposures, including loans and commitments.

xiv. Structured finance program means a program where receivable interests and asset-backed
securitiesissued by multiple participants are purchased by a specid purpose entity that repackages
those exposures into securities that can be sold to investors. Structured finance programs alocate
credit risks, generdly, between the participants and credit enhancement provided to the program.

xv. Traded position means a position that is externdly rated and is retained, assumed, or issued in
connection with an asset securitization, where there is a reasonable expectation that, in the near future,
the rating will be relied upon by unaffiliated investors to purchase the postion; or an unaffiliated third
party to enter into a transaction involving the position, such as a purchase, loan, or repurchase
agreement.

b. Credit equivaent amounts and risk weight of recourse obligations and direct credit subgtitutes.
i. Credit equivalent amount. Except as otherwise provided in sections [11.B.3.c. through f. and 111.B.5.
of this gppendix, the credit equivalent amount for a recourse obligation or direct credit substitute isthe
full amount of the credit-enhanced assets for which the bank directly or indirectly retains or assumes
credit risk multiplied by a 100 percent conversion factor.
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ii. Risk-weight factor. To determine the bank’s risk-weight factor for off-balance sheet recourse
obligations and direct credit subgtitutes, the credit equivaent amount is assgned to the risk category
gppropriate to the obligor in the underlying transaction, after consdering any associated guarantees or
collateral. For adirect credit substitute that is an on-balance sheet asset (e.g., a purchased
subordinated security), abank must calculate risk-welghted assets using the amount of the direct credit
subgtitute and the full amount of the assets it supports, i.e., dl the more senior pogtions in the structure.
The trestment of direct credit subgtitutes that have been syndicated or in which risk participations have
been conveyed or acquired is set forth in section [11.D.1 of this gppendix.

c. Externaly-rated postions. credit equivalent amounts and risk weights of recourse obligations,
direct credit subgtitutes, residual interests, and asset- and mortgage-backed securities (including asset-
backed commercia paper). i. Traded postions. With respect to arecourse obligation, direct credit
subgtitute, residual interest (other than a credit-enhancing 1/0 strip) or asset- and mortgage-backed
security (including asset-backed commercia paper) thet is atraded position and that has received an
externd rating on along-term position that is one grade below investment grade or better or a short-
term rating thet isinvestment grade, the bank may multiply the face amount of the postion by the
appropriate risk weight, determined in accordance with the tables below.  Stripped mortgage-backed
securities and other smilar instruments, such asinterest-only or principa-only strips that are not credit
enhancements, must be assigned to the 100 percent risk category. If atraded position has received
more than one externd rating, the lowest single rating will apply.

Long-term Rating Category Examples Risk Weight
Highest or second highest investment grade AAA, AA 20 percent
Third highest invesment grade A 50 percent
Lowest investment grade BBB 100 percent
One category below investment grade BB 200 percent
Short-term Rating Examples Risk Weight
Highest investment grade A-1, P-1 20 percent
Second highest investment grade A-2, P-2 50 percent
Lowest investment grade A-3, P-3 100 percent

ii. Non-traded positions. A recourse obligation, direct credit subgtitute, or residua interest (but not
a credit-enhancing 1/0 gtrip) extended in connection with a securitization that is not a traded position
may be assigned arisk weight in accordance with section 111.B.3.c.i. of this appendix if:
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1. It has been externally rated by more than one NRSRO;

2. It hasreceived an externd rating on along-term pogtion that is one grade below investment
grade or better or on a short-term position that isinvestment grade by al NRSROs providing arating;

3. Theraingsare publicly avallable; and
4. Theratings are based on the same criteria used to rate traded positions.

If the ratings are different, the lowest rating will determine the risk category to which the recourse
obligation, direct credit subgtitute, or resdud interest will be assigned.

d. Senior positions not externaly rated. For arecourse obligation, direct credit substitute, residua
interest, or asset- or mortgage-backed security that is not externdly rated but is senior or preferred in
al featuresto atraded position (including collaterdization and maturity), abank may goply arisk weight
to the face amount of the senior position in accordance with section 111.B.3.c.i. of this gppendix, based
on the traded position, subject to any current or prospective supervisory guidance and the bank
satifying the Federd Reserve that this trestment is gppropriate. This section will apply only if the
traded subordinated position provides substantive credit support to the unrated position until the
unrated position matures.

e. Capital requirement for resdud interests-i. Capita requirement for credit-enhancing 1/O strips.
After gpplying the concentration limit to credit-enhancing 1/0 drips (both purchased and retained) in
accordance with sections 11.B.2.c. through e. of this appendix, a bank must maintain risk-based capital
for a credit-enhancing 1/0 gtrip (both purchased and retained), regardless of the externd rating on that
position, equd to the remaining amount of the credit-enhancing 1/0 strip (net of any existing associated
deferred tax ligbility), even if the amount of risk-based capital required to be maintained exceeds the full
risk-based capita requirement for the assets trandferred. Transactions that, in substance, result in the
retention of credit risk associated with atransferred credit-enhancing 1/0 strip will be treated asiif the
credit-enhancing 1/0 strip was retained by the bank and not transferred.

ii. Capital requirement for other resduad interedts. 1. If aresdud interest does not meet the
requirements of sections I11.B.3.c.or d. of this appendix, a bank must maintain risk-based capital equa
to the remaining amount of the resdua interest thet is retained on the baance sheet (net of any existing
associated deferred tax liability), even if the amount of risk-based capita required to be maintained
exceeds the full risk-based capitd requirement for the assets trandferred. Transactionsthat, in
substance, result in the retention of credit risk associated with atransferred resdud interest will be
treated asif the resdud interest was retained by the bank and not transferred.

2. Where the aggregate capita requirement for resdud interests and other recourse obligation in
connection with the same transfer of assets exceed the full risk-based capital requirement for those
assets, a bank must maintain risk-based capitd equd to the greater of the risk-based capital
requirement for the residua interest as caculated under section 111.B.3.eii.1 of this appendix or the full
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risk-based capita requirement for the assets transferred.

f. Podtionsthat are not rated by an NRSRO. A position (but not aresdud interest) maintained in
connection with a securitization and that is not rated by a NRSRO may be risk-weighted based on the
bank’ s determination of the credit rating of the position, as Specified in the table below, multiplied by
the face amount of the position. In order to obtain this treetment, the bank’ s system for determining the
credit rating of the position must meet one of the three dternative sandards set out in sections
[11.B.3£.i. through 111.B.3.iii. of this gppendix.

Rating Category Examples Risk Weight
Highest or second highest investment grade AAAAA 100 percent
Third highet invesment grade A 100 percent
Lowest investment grade BBB 100 percent
One category below investment grade BB 200 percent

i. Internal risk rating used for asset-backed programs. A direct credit subgtitute (other than a
purchased credit-enhancing 1/0) is assumed in connection with an asset-backed commercia paper
program sponsored by the bank and the bank is able to demonstrate to the satisfaction of the Federd
Reserve, prior to relying upon its use, that the bank’ sinterna credit risk rating system is adequate.
Adequate internd credit risk rating systems usudly contain the following criteria

1. Theinternd credit risk system isan integra part of the bank’ s risk management system, which
explicitly incorporates the full range of risks arising from abank’s participation in securitization activities,

2. Interna credit ratings are linked to measurable outcomes, such as the probability that the
position will experience any loss, the position’s expected loss given default, and the degree of
variance in losses given default on that pogition;

3. Thebank’'sinternd credit risk syssem must separately consider the risk associated with the
underlying loans or borrowers, and the risk associated with the structure of a particular securitization
transaction;

4. Thebank’sinternd credit risk sysem must identify gradations of risk among “pass’ assets and
other risk positions,

5. The bank must have clear, explicit criteriathat are used to classify assetsinto each internd risk
grade, including subjective factors;
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6. The bank must have independent credit risk management or |oan review personnel assigning or
reviewing the credit risk ratings,

7. The bank must have an interna audit procedure that periodicdly verifiesthat the interna credit
risk ratings are assigned in accordance with the established criteria;

8. The bank must monitor the performance of theinterna credit risk ratings assgned to nonrated,
nontraded direct credit substitutes over time to determine the appropriateness of the initid credit risk
rating assgnment and adjust individua credit risk ratings, or the overdl internd credit risk ratings
system, as needed; and

9. Theinternd credit risk system must make credit risk rating assumptions that are consstent with,
or more conservative than, the credit risk rating assumptions and methodologies of NRSROs.

ii. Program Ratings. A direct credit substitute or recourse obligation (other than aresdud interest)
is assumed or retained in connection with a structured finance program and a NRSRO has reviewed the
terms of the program and stated a rating for positions associated with the program. If the program has
options for different combinations of assets, sandards, internd credit enhancements and other relevant
factors, and the NRSRO specifies ranges of rating categories to them, the bank may apply the rating
category that corresponds to the bank’ s position. In order to rely on a program rating, the bank must
demondtrate to the Federal Reserve's satisfaction that the credit risk rating assigned to the program
meets the same standards generdlly used by NRSROs for rating traded positions. The bank must also
demondtrate to the Federal Reserve' s satisfaction that the criteria underlying the NRSRO'’ s assignment
of ratings for the program are satisfied for the particular position. If abank participatesin a
securitization sponsored by another party, the Federd Reserve may authorize the bank to use this
approach based on a programmatic rating obtained by the sponsor of the program.

iii. Computer Program. The bank is using an acceptable credit assessment computer program to
determine the rating of a direct credit subgtitute or recourse obligation (but not resdud interest) issued
in connection with a structured finance program. A NRSRO must have devel oped the computer
program, and the bank must demondtrate to the Federal Reserve' s satisfaction that ratings under the
program correspond credibly and rdiably with the rating of traded positions.

0. Limitations on risk-based capita requirements-- i. Low-level exposure. If the maximum
contractua exposure to loss retained or assumed by a bank in connection with a recourse obligation or
adirect credit subgtitute is less than the effective risk-based capita requirement for the enhanced assets,
the risk-based capita requirement is limited to the maximum contractua exposure, less any recourse
ligbility account established in accordance with generdly accepted accounting principles. Thislimitation
does not gpply when abank provides credit enhancement beyond any contractua obligation to support
assetsit has sold.

ii. Mortgage-related securities or participation certificates retained in a mortgage loan swap. If a
bank holds a mortgage-related security or a participation certificate as aresult of a mortgage loan swap
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with recourse, capitd is required to support the recourse obligation plus the percentage of the
mortgage-related security or participation certificate that is not covered by the recourse obligation. The
total amount of capital required for the on-balance sheet asset and the recourse obligation, however, is
limited to the capita requirement for the underlying loans, calculated asif the bank continued to hold
these |oans as on-balance sheet asseats.

iii. Related on-balance sheet assets. If arecourse obligation or direct credit substitute subject to
section 111.B.3. of this appendix aso appears as a balance sheet asset, the balance sheet asset is not
included in abank’ s risk-weighted assets to the extent the value of the balance sheet asset is dready
included in the off-balance sheet credit equivaent amount for the recourse obligation or direct credit
subdtitute, except in the case of loan servicing assets and sSmilar arrangements with embedded recourse
obligations or direct credit substitutes. In that case, both the on-baance sheet assets and the related
recourse obligations and direct credit subgtitutes must be separately risk-weighted and incorporated
into the risk-based cepitd caculation.

* * * * %
C. * % %
4. Category 4: 100 percent. a. All assets not included in the categories above are assigned to this

category, which comprises standard risk assets. The bulk of the assetstypicaly found in aloan
portfolio would be assigned to the 100 percent category.

b. This category includes long-term claims on, and the portions of long-term clamsthat are
guaranteed by, non-OECD banks, and al claims on non-OECD centra governments that entail some
degree of transfer risk.%® This category includes al claims on foreign and domestic private-sector
obligors not included in the categories above (including loans to nondepository financid inditutions and
bank holding companies); cdams on commercid firms owned by the public sector; customer ligbilitiesto
the bank on acceptances outstanding involving standard risk claims;®” invesmentsin fixed assets,
premises, and other red estate owned; common and preferred stock of corporations, including stock
acquired for debts previoudy contracted; all stripped mortgage-backed securities and smilar
instruments; and commercia and consumer loans (except those assigned to lower risk categories due to
recognized guarantees or collateral and loans secured by residentia property that qualify for alower
risk weight).

% Such assets include all nonlocal currency claims on, and the portions of claims that are guaranteed by, non-
OECD central governments and those portions of local currency claims on, or guaranteed by, non-OECD central
governmentsthat exceed the local currency liabilities held by the bank.

37 Customer liabilities on acceptances outstanding involving nonstandard risk claims, such as claimson U.S.
depository institutions, are assigned to the risk category appropriate to the identity of the obligor or, if relevant, the
nature of the collateral or guarantees backing the claims. Portions of acceptances conveyed asrisk participations to
U.S. depository institutions or foreign banks are assigned to the 20 percent risk category appropriate to short-term
claims guaranteed by U.S. depository institutions and foreign banks.
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c¢. Alsoincluded in this category are industrial-development bonds and similar obligations issued
under the auspices of states or palitical subdivisons of the OECD-based group of countries for the
benefit of a private party or enterprise where that party or enterprise, not the government entity, is
obligated to pay the principa and interest, and dl obligations of states or politica subdivisons of
countries that do not belong to the OECD-based group.

d. Thefollowing assets dso are assigned arisk weight of 100 percent if they have not been
deducted from capitd: investments in unconsolidated companies, joint ventures, or associated
companies, ingruments that qualify as capital issued by other banking organizations; and any intangibles,
including those that may have been grandfathered into capitd.

* % * % %

D***

The face amount of an off-baance sheet item is generdly incorporated into risk-weighted assetsin
two steps. The face amount is first multiplied by a credit conversion factor, except for direct credit
substitutes and recourse obligations as discussed in section 111.D.1. of this appendix. The resultant
credit equivalent amount is assigned to the gppropriate risk category according to the obligor or, if
relevant, the guarantor or the nature of the collateral.® Attachment 1V to this appendix sets forth the
conversion factors for various types of off-balance sheet items.

1. ltemswith a 100 percent conversion factor. a Except as otherwise provided in section 111.B.3.
of this gppendix, the full amount of an asset or transaction supported, in whole or in part, by adirect
credit subgtitute or arecourse obligation. Direct credit substitutes and recourse obligations are defined
in section [11.B.3. of this gppendix.

b. Sale and repurchase agreements and forward agreements. Forward agreements are
legaly binding contractua obligations to purchase assets with certain drawdown at a specified future
date. Such obligations include forward purchases, forward forward deposits placed,® and partly-paid
shares and securities; they do not include commitments to make residential mortgage loans or forward
forelgn exchange contracts.

c. Securitieslent by abank are treated in one of two ways, depending upon whether the

lender isat risk of loss. If abank, as agent for acustomer, lends the customer's securities and does not

% The sufficiency of collateral and guarantees for off-balance-sheet items is determined by the market value of
the collateral or the amount of the guaranteein relation to the face amount of the item, except for derivative
contracts, for which this determination is generally made in relation to the credit equivalent amount. Collateral and
guarantees are subject to the same provisions noted under section 111.B. of thisappendix A.

% Forward forward deposits accepted are treated as interest rate contracts.
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indemnify the customer againgt loss, then the transaction is excluded from

the risk-based capita caculation. If, dternatively, abank lendsits own securities or, acting as agent for
acustomer, lends the customer's securities and indemnifies the customer againgt loss, the transaction is
converted a 100 percent and assigned to the risk weight category appropriate to the obligor, or, if
goplicable, to any collatera ddivered to the lending bank, or the independent custodian acting on the
lending bank's behdf. Where abank is acting as agent for a customer in atransaction involving the
lending or sde of securitiesthat is collateralized by cash delivered to the bank, the transaction is
deemed to be collateralized by cash on deposit in the bank for purposes of determining the appropriate
risk-weight category, provided that any indemnification is limited to no more than the difference
between the market vaue of the securities and the cash collaterd received and any reinvestment risk
associated with that cash collaterd is borne by the customer.

d. Inthe case of direct credit substitutes in which arisk participatior® has been conveyed, the full
amount of the assetsthat are supported, in whole or in part, by the credit enhancement are converted to
acredit equivalent amount at 100 percent. However, the pro rata share of the credit equivaent amount
that has been conveyed through arisk participation is assigned to whichever risk category is lower: the
risk category appropriate to the obligor, after considering any relevant guarantees or collaterd, or the
risk category appropriate to the ingtitution acquiring the participation.** Any remainder is assigned to
the risk category appropriate to the obligor, guarantor, or collateral. For example, the pro rata share of
the full amount of the assets supported, in whole or in part, by adirect credit subgtitute conveyed asa
risk participation to a U.S. domestic depository ingtitution or foreign bank is assigned to the 20 percent
risk category.*?

e. Inthe case of direct credit substitutes in which arisk participation has been acquired, the
acquiring bank's percentage share of the direct credit subgtitute is multiplied by the full amount of the
assets that are supported, in whole or in part, by the credit enhancement and converted to a credit
equivaent amount at 100 percent. The credit equivaent amount of an acquisition of arisk participation
in adirect credit substitute is assigned to the risk category appropriate to the account party obligor or, if
relevant, the nature of the collaterd or guarantees.

f. Inthe case of direct credit substitutes that take the form of a syndication where each bank is
obligated only for its pro rata share of the risk and there is no recourse to the originating bank, each
bank will only indlude its pro rata share of the assets supported, in whole or in part, by the direct credit

“0 That is, a participation in which the originating bank remains liable to the beneficiary for the full amount of the
direct credit substitute if the party that has acquired the participation fails to pay when the instrument is drawn.

4L A risk participation in bankers acceptances conveyed to other institutionsis also assigned to the risk
category appropriate to the institution acquiring the participation or, if relevant, the guarantor or nature of the
collateral.

“2 Risk participations with a remaining maturity of over one year that are conveyed to non-OECD banks are to be
assigned to the 100 percent risk category, unless alower risk category is appropriate to the obligor, guarantor, or
collateral.
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subgtitute in its risk-based capita calculation.®

* k% * % %

3 For example, if abank has a 10 percent share of a$10 syndicated direct credit substitute that provides credit
support to a$100 loan, then the bank’ s $1 pro rata share in the enhancement means that a $10 pro rata share of the
loan isincluded in risk weighted assets.
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Attachment |1 -- Summary of Definition of Qualifying Capital for State Member Banks*

Using the Y ear-End 1992 Standard

Components

Minimum Requirements

CORE CAPITAL (Tier 1)
Common stockholders’ equity

Qualifying noncumulative perpetual preferred stock

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

No limit; banks should avoid undue reliance on preferred

stock intier 1.

Minority interest in equity accounts of consolidated
subsidiaries

Banks should avoid using minority intereststo subsidiaries
introduce elements not otherwise qualifying for tier 1 capital.

Less: Goodwill, other intangible assets, and credit-
enhancing interest-only strips required to be deducted

from capital?

SUPPLEMENTARY CAPITAL (Tier 2) Total of tier 2 islimited to 100% of tier 12
Allowance for loan and lease losses Limited to 1.25% of weighted-risk assets?
Perpetual preferred stock No limit within tier 2
Hybrid capital instruments and equity contract notes No limit within tier 2

Subordinated debt and intermediate-term preferred stock
(original weighted average maturity of 5 years or more)

Subordinated debt and intermediate-term preferred stock are
limited to 50% of tier 1,2 amortized for capital purposes as
they approach maturity.

Revauation reserves (equity and building) Not included; banks encouraged to disclose; may be
evaluated on a case-by-case basis for international
comparisons; and taken into account in making an overall

assessment of capital
DEDUCTIONS (from sum of tier 1 and tier 2)

Investment in unconsolidated subsidiaries Asagenerd rule, one-haf of the aggregate investments will
be deducted from tier 1 capital and one-half from tier 2

capital 2

Reciprocal holdings of banking organizations' capital
securities

Other deductions (such as other subsidiaries or joint
ventures) as determined by supervisory authority

On acase-by-case basis or as a matter of policy after a
forma rulemaking

TOTAL CAPITAL (tier 1 + tier 2 - deductions) Must equal or exceed 8% or weighted-risk assets
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! Requirements for the deduction of other intangible assets and residual interests are set forth in section I1.B.1. of this
appendix.

2 Amount in excess of limitations are permitted but do not qualify as capital.

8 A proportionately greater amount may be deducted from tier 1 capital, if the risks associated with the subsidiary so
warrant.

* See discussion in section |1 of the guidelines for a complete description of the requirements for, and the limitations on, the
components of qualifying capital.
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3. In Appendix B to part 208, section Il.b isrevised to read as follows:

Appendix B To Part 208 -- Capital Adequacy Guiddines For State Member Banks. Tier 1
Leverage Measure

* % * % %

II * k% %

b. A bank’stier 1 leverageratio iscaculated by dividing itstier 1 cgpitd (the numerator of the
ratio) by its average total consolidated assets (the denominator of the ratio). The ratio will dso be
calculated using period-end assets whenever necessary, on a case-by-case bass. For the purpose of
this leverage ratio, the definition of tier 1 capitd as set forth in the risk-based capitd guideines
contained in gppendix A of this part will be used? Asagenerd matter, average total consolidated
assats are defined as the quarterly average tota assets (defined net of the alowance for loan and lease
losses) reported on the bank’ s Reports of Condition and Income (Call Reports), less goodwill; amounts
of mortgage servicing assets, nonmortgage servicing assets, and purchased credit card relationships
that, in the aggregate, are in excess of 100 percent of tier 1 capitd; amounts of nonmortgage servicing
assets, purchased credit card relationships that, in the aggregate, are in excess of 25 percent of tier 1
capital; amounts of credit-enhancing interest-only strips that are in excess of 25 percent of tier 1 capitd;
al other identifiable intangible assets, any investments in subsidiaries or associated companies that the
Federa Reserve determines should be deducted from tier 1 capital; and deferred tax assets that are
dependent upon future taxable income, net of their vauation alowance, in excess of the limitation set
forth in section 11.B.4 of appendix A of this part.®

* % * % %

PART 225 -- BANK HOL DING COMPANIES AND CHANGE IN BANK CONTROL
(REGULATION Y)

2 Tier 1 capital for state member banks includes common equity, minority interest in the equity accounts of
consolidated subsidiaries, and qualifying noncumul ative perpetual preferred stock. In addition, as ageneral matter,
tier 1 capital excludes goodwill; amounts of mortgage servicing assets, nonmortgage servicing assets, and
purchased credit card relationships that, in the aggregate, exceed 100 percent of tier 1 capital; amounts of
nonmortgage servicing assets and purchased credit card relationships that, in the aggregate, exceed 25 percent of
tier 1 capital; amounts of credit-enhancing interest-only stripsin excess of 25 percent of tier 1 capital; all other
identifiable intangible assets; and deferred tax assets that are dependent upon future taxable income, net of their
valuation allowance, in excess of certain limitations. The Federal Reserve may exclude certain investmentsin
subsidiaries or associated companies as appropriate.

3 Deductionsfrom tier 1 capital and other adjustments are discussed more fully in section 11.B. of appendix A of
this part.
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1. The authority citation for part 225 continues to read as follows:

Authority: 12 U.S.C. 1817(j)(13), 1818, 1828(0), 1831i, 1831p-1, 1843(c)(8), 1843(k), 1844(b),
1972(1), 3106, 3108, 3310, 3331-3351, 3907, and 3909.

2. Inappendix A to part 225:

A. Thethreeintroductory paragraphs of section |1, thefirst Sx paragraphs of section 11.A.1, and
the first seven paragraphs of section [1.A.2. are revised and footnote 6 is removed and reserved;

B. Insection I1.B., anew paragraph (i)(c) is added, section 11.B.1.b. and footnote 15 are revised,
new sections 11.B.1.c. through 11.B.1.g. are added, and section 11.B.4. isrevised;

C. Insection [11.A., anew undesignated fourth paragraph is added at the end of the section;

D. Insection 111.B., paragraph 3 isrevised and footnote 26 is removed, and in paragraph 4,
footnote 27 isremoved;

E. Insection 111.C., paragraphs 1 through 4, footnotes 28 through 42 are redesignated as footnotes
26 through 40, and paragraph 4 is revised,

F. Insection I11.D., the introductory paragraph and paragraph 1 are revised;

G. Insectionsl.D. and 111.E., footnotes 50 and 52 are removed, footnote 51 is redesignated as
footnote 47, footnotes 53 through 55 are redesignated as footnotes 48 through 50;

H. Insections1V.A. and 1V.B., footnote 57 is removed and footnote 56 is redesignated as
footnote 51; and

|. Attachment Il isrevised.

Appendix A To Part 225 - Capital Adequacy Guidelines For Bank Holding Companies: Risk-
Based Measure

* % * % %

” * % %

An inditution’s quaifying tota capitad congsts of two types of capita components. “ core capitd
edements’ (comprising tier 1 capitd) and “supplementary capitd dements’ (comprising tier 2 capitd).
These capita dements and the various limits, restrictions, and deductions to which they are subject, are
discussed below and are set forth in Attachment I1.
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The Federd Reserve will, on a case-by-case bas's, determine whether, and if so how much of, any
instrument that does not fit wholly within the terms of one of the capitd categories set forth below or
that does not have an ability to absorb losses commensurate with the capita treatment otherwise
specified below will be counted as an element of tier 1 or tier 2 cgpitd. In making such a
determination, the Federd Reserve will condder the smilarity of the insrument to instruments explicitly
treated in the guidelines, the ability of the instrument to absorb losses while the inditution operates as a
going concern, the maturity and redemption features of the insrument, and other rlevant terms and
factors. To qudify asan dement of tier 1 or tier 2 capitd, acapital instrument may not contain or be
covered by any covenants, terms, or redtrictions that are inconsistent with safe and sound banking
practices.

Redemptions of permanent equity or other capita instruments before stated maturity could have a
sgnificant impact on an organization’s overal capita structure. Consequently, an organization
consdering such a step should consult with the Federal Reserve before redeeming any equity or debt
capita instrument (prior to maturity) if such redemption could have a materid effect on theleve or
composition of the organization’s capita base®

* * % % *

A * * %

1. Core capitd elements (tier 1 capital). Thetier 1 component of an ingtitution’s quaifying capital
must represent at least 50 percent of qualifying tota capitd and may consst of the following items that
are defined as core capitd dements.

(i) Common stockholders equity;

(i) Quaifying noncumulative perpetud preferred stock (including related surplus);

(i) Qudifying cumulative perpetud preferred stock (including related surplus), subject to certain
limitations described below; and

(iv) Minority interest in the equity accounts of consolidated subsidiaries.
Tier 1 capita is generdly defined as the sum of core capital dements? less goodwill, other intangible

assets, and interest-only strips recelvables that are required to be deducted in accordance with section
11.B.1. of this gppendix.

5 Consultation would not ordinarily be necessary if an instrument were redeemed with the proceeds of, or
replaced by, alike amount of asimilar or higher quality capital instrument and the organization’s capital positionis
considered fully adequate by the Federal Reserve. In the case of limited-lifetier 2 instruments, consultation would
generally be obviated if the new security is of equal or greater maturity than the oneit replaces.

5 [Reserved.]
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* % * % %

2. Supplementary capital elements (tier 2 capital). Thetier 2 component of an indtitution’s
qudifying capitd may conss of the following items that are defined as supplementary capitd dements

(i) Allowance for loan and lease losses (subject to limitations discussed below);
(ii) Perpetua preferred stock and related surplus (subject to conditions discussed bel ow);

(ii1) Hybrid capitd instruments (as defined below), perpetud debt, and mandatory convertible debt
Securities,

(iv) Term subordinated debt and intermediate-term preferred stock, including related surplus
(subject to limitations discussed below);

(v) Unredlized holding gains on equity securities (subject to limitations discussed in section 11.A.2.e.
of this gppendix).

The maximum amount of tier 2 cgpitd that may be included in an inditution’s qudifying tota capitd

islimited to 100 percent of tier 1 capital (net of goodwill, other intangible assets, and interest-only strips
receivables that are required to be deducted in accordance with section 11.B.1. of this appendix).

* k% * % %

B.***
(i)***

(¢) Certain credit-enhancing interest-only strips receivables - deducted from the sum of core
capita dements in accordance with sections 11.B.1.c. through e. of this gppendix.

* % * % %

1. Goodwill, other intangible assets, and resdud interests.  * * *

b. Other intangible assets. i. All servicing assets, including servicing assets on

assets other than mortgages (i.e., nonmortgage servicing assets), areincluded in this gppendix as
identifiable intangible assets. The only types of identifiable intangible assets that may be included in, that
is, not deducted from, an organization's capitd are readily marketable mortgage servicing assets,
nonmortgage servicing assets, and purchased credit card relationships. The total amount of these assets
that may be included in capitd is subject to the limitations described below in sections 11.B.1.d. and e.
of this gppendix.
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il. Thetrestment of identifiable intangible assets st forth in this section generaly will be used in the
caculation of abank holding company’s capita ratios for supervisory and applications purposes.
However, in making an overal assessment of a bank holding company’s capita adequacy for
applications purposes, the Board may, if it deems appropriate, take into account the quality and
compostion of an organization's capitd, together with the qudity and vaue of its tangible and intangible
assets.

c. Credit-enhancing interest-only gtrips receivables (1/0s) 1. Credit-enhancing 1/0s are on-baance
sheet assetsthat, in form or in substance, represent a contractud right to receive some or dl of the
interest due on transferred assets and expose the bank holding company to credit risk directly or
indirectly associated with transferred assets that exceeds a pro rata share of the bank holding
company’s claim on the assets, whether through subordination provisions or other credit enhancement
techniques. Such 1/Os, whether purchased or retained, including other smilar “spread” assets, may be
included in, that is, not deducted from, a bank holding company’s capita subject to the limitations
described below in sections 11.B.1.d. and e. of this appendix.

ii. Both purchased and retained credit-enhancing 1/0Os, on a non-tax adjusted basis, areincluded in
the total amount that is used for purposes of determining whether a bank holding company exceedsthe
tier 1 limitation described below in this section. In determining whether an 1/0O or other types of soread
assets serve as a credit enhancement, the Federa Reserve will look to the economic substance of the
transaction.

d. Farvauelimitation The amount of mortgage servicing assets, nonmortgage

sarvicing assets, and purchased credit card relationships that a bank holding company may includein
capital shdl be the lesser of 90 percent of their fair value, as determined in accordance with section
11.B.1.f. of this appendix, or 100 percent of their book vaue, as adjusted for capital purposesin
accordance with the ingtructions to the Consolidated Financid Statements for Bank Holding Companies
(FR Y-9C Report). The amount of credit-enhancing I/Os that a bank holding company may includein
capital shdl beitsfair vdue. If both the gpplication of the limits on mortgage servicing assets,
nonmortgage servicing assats, and purchased credit card relationships and the adjustment of the

bal ance sheet amount for these assets would result in an amount being deducted from capital, the bank
holding company would deduct only the greater of the two amounts from its core capitd eementsin
determining tier 1 capitd.

e. Tier 1 capitd limitation i. Thetotal amount of mortgage servicing assets, nonmortgage servicing
assats, and purchased credit card relationships that may be included in capita, in the aggregate, cannot
exceed 100 percent of tier 1 capital. Nonmortgage servicing assets and purchased credit card
relationships are subject, in the aggregate, to a separate sublimit of 25 percent of tier 1 capita. In
addition, the total amount of credit-enhancing 1/0s (both purchased and retained) that may be included
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in capital cannot exceed 25 percent of tier 1 capitd.™®

il. For purposes of caculaing these limitations on mortgage servicing assets, nonmortgage servicing
assets, purchased credit card relationships, and credit-enhancing 1/0s, tier 1 capitd is defined asthe
sum of core capita eements, net of goodwill, and net of al identifiable intangible assets other than
mortgage servicing assets, nonmortgage servicing assets, and purchased credit card relationships, prior
to the deduction of any disalowed mortgage servicing assets, any disalowed nonmortgage servicing
assets, any disalowed purchased credit card relationships, any disalowed credit-enhancing 1/0s (both
purchased and retained), and any disalowed deferred-tax assets, regardless of the date acquired.

iii. Bank holding companies may dect to deduct disalowed mortgage servicing assets, disdlowed
nonmortgage servicing assets, and disalowed credit-enhancing 1/0s (both purchased and retained) on a
basisthat is net of any associated deferred tax liability. Deferred tax liabilities netted in this manner
cannot also be netted against deferred-tax assets when determining the amount of deferred-tax assets
that are dependent upon future taxable income.

f. Vduation Bank holding companies must review the book vaue of al intangible assets at least
quarterly and make adjustments to these values as necessary. Thefair value of mortgage servicing
assets, nonmortgage servicing assets, purchased credit card relationships, and credit-enhancing 1/0s
aso mugt be determined at least quarterly. This determination shall include adjustments for any
ggnificant changesin origina vauation assumptions, including changes in prepayment estimates or
account attrition rates. Examinerswill review both the book vaue and the fair value assgned to these
assats, together with supporting documentation, during the ingpection process. In addition, the Federd
Reserve may require, on a case-by-case basis, an independent vauation of a bank holding company’s
intangible assets or credit-enhancing 1/0s.

g. Growing organizations. Consstent with long-standing Board policy, banking organizations
experiencing substantia growth, whether interndly or by acquisition, are expected to maintain strong
capital pogtions subgtantiadly above minimum supervisory levels, without significant reliance on
intangible assets or credit-enhancing 1/0s.

* % * % %

4. Deferred-tax assets. a The amount of deferred-tax assets that is dependent upon future taxable
income, net of the valuation alowance for deferred-tax assets, that may be included in, that is, not
deducted from, abank holding company’s capitd may not exceed the lesser of:

BAmounts of servicing assets, purchased credit card relationships, and credit-enhancing 1/Os (both retained
and purchased) in excess of these limitations, aswell asall other identifiable intangible assets, including core deposit
intangibles and favorable |easehol ds, are to be deducted from a bank holding company’ s core capital elementsin
determining tier 1 capital. However, identifiable intangible assets (other than mortgage servicing assets and
purchased credit card relationships) acquired on or before February 19, 1992, generally will not be deducted from
capital for supervisory purposes, although they will continue to be deducted for applications purposes.



-83-

i. The amount of these deferred-tax assets that the bank holding company is expected to redize
within one year of the caendar quarter-end date, based on its projections of future taxable income for
that year,® or

ii. 10 percent of tier 1 capital.

b. The reported amount of deferred-tax assets, net of any vauation allowance for deferred-tax
assts, in excess of the lesser of these two amountsis to be deducted from a banking organization's
core cgpitdl dementsin determining tier 1 capital. For purposes of cadculating the 10 percent limitation,
tier 1 capitd is defined as the sum of core capitd dements, net of goodwill and net of dl identifidble
intangible assets other than mortgage servicing assets, nonmortgage servicing assets, and purchased
credit card relaionships, prior to the deduction of any disdlowed mortgage servicing assets, any
disalowed nonmortgage servicing assets, any disalowed purchased credit card relaionships, any
disdlowed credit-enhancing 1/0s, and any disdlowed deferred-tax assets. There generadly isno limitin
tier 1 capita on the amount of deferred-tax assets that can be redlized from taxes paid in prior carry-
back years or from future reversals of existing taxable temporary differences.

* % * % %

1. > **

A***

The Federa Reserve will, on a case-by-case bas's, determine the appropriate risk weight for any
asst or credit equivaent amount of an off-balance sheet item that does not fit whally within the terms of
one of the risk weight categories set forth below or that imposes risks on a bank holding company that
are incommensurate with the risk weight otherwise specified below for the asset or off-baance sheet
item. In addition, the Federa Reserve will, on a case-by-case basis, determine the appropriate credit
conversion factor for any off-baance sheet item that does not fit whally within the terms of one of the
credit converson factors set forth below or that imposes risks on a banking organization thet are
incommensurate with the credit conversion factors otherwise specified below for the off-baance sheet
item. In making such a determination, the Federal Reserve will consder the smilarity of the asset or
off-balance sheet item to assets or off-balance sheet items explicitly treated in the guidelines, aswell as
other relevant factors.

2 To determine the amount of expected deferred-tax assets realizable in the next 12 months, an institution should
assume that all existing temporary differences fully reverse as of the report date. Projected future taxable income
should not include net operating loss carry-forwards to be used during that year or the amount of existing temporary
differences a bank holding company expectsto reverse within the year. Such projections should include the
estimated effect of tax-planning strategies that the organization expects to implement to realize net operating losses
or tax-credit carry-forwards that would otherwise expire during the year. Institutions do not have to prepare a new
12-month projection each quarter. Rather, on interim report dates, institutions may use the future-taxable income
projections for their current fiscal year, adjusted for any significant changes that have occurred or are expected to
occur.
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* % * % %

B***

3. Recourse obligations, direct credit substitutes, residual interests, and asset- and mortgage-
backed securities. Direct credit subgtitutes, assets transferred with recourse, and securitiesissued in
connection with assat securitizations and structured financings are treated as described below. The
term “asset securitizations’ or “securitizations’ in this rule includes structured financings, as well as asset
Securitizaetion transactions.

a. Ddinitions -- i. Credit derivative means a contract that alows one party (the “protection
purchaser”) to transfer the credit risk of an asset or off-ba ance sheet credit exposure to another party
(the “protection provider”). The value of a credit derivative is dependent, at least in part, on the credit
performance of the " reference asset.”

ii. Credit-enhancing representations and warranties means representations and warranties that are
made or assumed in connection with a transfer of assets (including loan servicing assets) and that
obligate the bank holding company to protect investors from losses arising from credit risk in the assets
transferred or the loans serviced. Credit-enhancing representations and warranties include promisesto
protect a party from losses resulting from the default or nonperformance of another party or from an
insufficiency in the value of the collateral. Credit-enhancing representations and warranties do not
indude:

1. Ealy default dlauses and smilar warranties that permit the return of, or premium refund clauses
covering, 1-4 family residentid first mortgage loans that qualify for a 50 percent risk weight for a period
not to exceed 120 days from the date of transfer. These warranties may cover only those loans that
were originated within 1 year of the date of trandfer;

2. Premium refund clauses that cover assets guaranteed, in whole or in part, by the U.S.
Government, aU.S. Government agency or a government-sponsored enterprise, provided the premium
refund clauses are for a period not to exceed 120 days from the date of transfer; or

3. Warranties that permit the return of assetsin instances of misrepresentation, fraud or incomplete
documentation.

iii. Direct credit subgtitute means an arrangement in which abank holding company assumes, in
form or in substance, credit risk associated with an on- or off-balance sheet credit exposure that was
not previoudy owned by the bank holding company (third-party asset) and the risk assumed by the
bank holding company exceeds the pro rata share of the bank holding company’sinterest in the third-
party asset. If the bank holding company has no claim on the third-party asset, then the bank holding
company’ s assumption of any credit risk with respect to the third- party asset isadirect credit
subgtitute. Direct credit subgstitutes include, but are not limited to:
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1. Financid standby letters of credit that support financia claims on athird party that exceed a
bank holding company’s pro rata share of lossesin the finencid claim;

2. Guarantees, surety arrangements, credit derivatives, and Smilar instruments backing financid
clamsthat exceed abank holding company’s pro rata share in the finendia dam;

3. Purchased subordinated interests or securities that absorb more than their pro rata share of
losses from the underlying assets;

4. Credit derivative contracts under which the bank holding company assumes more than its pro
rata share of credit risk on athird party exposure;

5. Loansor linesof credit that provide credit enhancement for the financia obligations of an
account party;

6. Purchased loan servicing assetsif the servicer is respongible for credit losses or if the servicer
makes or assumes credit-enhancing representations and warranties with respect to the loans serviced.
Mortgage servicer cash advances that meet the conditions of section I11.B.3.awviii. of this appendix are
not direct credit substitutes, and

7. Clean-up cdlson third party assets are direct credit subgtitutes. Clean-up callsthat are 10
percent or less of the origind pool baance that are exercisable at the option of the bank holding
company are not direct credit subgtitutes.

iv. Externdly rated means that an instrument or obligation has received a credit rating from a
nationdly-recognized statistical rating organization.

v. Face amount meansthe notiona principd, or face vaue, amount of an off-baance sheet item;
the amortized cost of an asset not held for trading purposes; and the fair value of atrading asset.

vi. Financid asset means cash or other monetary instrument, evidence of debt, evidence of an
ownership interest in an entity, or a contract that conveys aright to receive or exchange cash or another
financid indrument from another party.

vii. Financid standby letter of credit means aletter of credit or Smilar arrangement that represents
an irrevocable obligation to a third-party beneficiary:

1. To repay money borrowed by, or advanced to, or for the account of, a second party (the
account party), or

2. To make payment on behdf of the account party, in the event that the account party fails to fulfill
its obligation to the beneficiary.
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viii. Mortgage servicer cash advance means funds that aresdential mortgage loan servicer
advances to ensure an uninterrupted flow of payments, including advances made to cover foreclosure
costs or other expensesto facilitate the timely collection of the loan. A mortgage servicer cash advance
is not arecourse obligation or adirect credit subdtitute if:

1. Thesarvicer isentitled to full reimbursement and this right is not subordinated to other clams on
the cash flows from the underlying asset poal; or

2. For any one loan, the servicer’ s obligation to make nonreimbursable advances is contractualy
limited to an inggnificant amount of the outstanding principa baance of that |oan.

ix. Nationally recognized atiticd rating organization (NRSRO) means an entity recognized by the
Divison of Market Regulation of the Securities and Exchange Commission (or any successor Division)
(Commission) as anationdly recognized statistical rating organization for various purposes, including the
Commission’s uniform net capital requirements for brokers and dedlers.

X. Recourse means the retention, by a bank holding company, in form or in substance, of any credit
risk directly or indirectly associated with an asset it has transferred and sold that exceeds apro rata
share of the banking organization's clam on the assat. If abanking organization hasno cdlamon a
transferred asset, then the retention of any risk of credit lossisrecourse. A recourse obligation typicaly
arises when a bank holding company transfers assets and retains an explicit obligation to repurchase the
assets or absorb losses due to a default on the payment of principa or interest or any other deficiency
in the performance of the underlying obligor or some other party. Recourse may dso exist implicitly if a
bank holding company provides credit enhancement beyond any contractua obligation to support
astsit hassold. The following are examples of recourse arrangements.

1. Credit-enhancing representations and warranties made on the transferred assets;

2. Loan servicing assats retained pursuant to an agreement under which the bank holding company
will be responsible for credit losses associated with the loans being serviced. Mortgage servicer cash
advances that meet the conditions of section [11.B.3.awiii. of this gppendix are not recourse

arrangements;

3. Retained subordinated interests that absorb more than their pro rata share of losses from the
underlying assets,

4. Assets sold under an agreement to repurchase, if the assets are not aready included on the
bal ance shest;

5. Loan gtrips sold without contractud recourse where the maturity of the transferred loan is
shorter than the maturity of the commitment under which the loan is drawn;

6. Credit derivativesissued that absorb more than the bank holding company’ s pro rata share of
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|osses from the transferred assets; and

7. Clean-up cdls a inception that are greater than 10 percent of the baance of the origina pool of
trandferred loans. Clean-up calsthat are 10 percent or less of the origina pool balance that are
exercisable a the option of the bank holding company are not recourse arrangements.

xi. Resdud interest means any on-baance sheet asset that represents an interest (including a
beneficid interest) created by atransfer that qualifies as a sae (in accordance with generdly accepted
accounting principles) of financia assets, whether through a securitization or otherwise, and that
exposes the bank holding company to credit risk directly or indirectly associated with the transferred
assets that exceeds a pro rata share of the bank holding company’ s claim on the assets, whether
through subordination provisons or other credit enhancement techniques. Resdud interests generdly
include credit-enhancing 1/0s, spread accounts, cash collateral accounts, retained subordinated
interests, other forms of over-collateraization, and Smilar assets that function as a credit enhancement.
Resdua interests further include those exposures thet, in substance, cause the bank holding company to
retain the credit risk of an asset or exposure that had qudified as aresdud interest before it was sold.
Resdud interests generdly do not include interests purchased from athird party, except that purchased
credit-enhancing 1/0s are resdud interests for purposes of this gppendix.

xii. RisK participation means a participation in which the originating party remainsliable to the
beneficiary for the full amount of an obligation (e.g., a direct credit subgtitute) notwithstanding that
another party has acquired a participation in that obligation.

xiii. Securitization means the pooling and repackaging by a specid purpose entity of assets or other
credit exposures into securities that can be sold to investors.  Securitization includes transactions that
cregte dratified credit risk positions whose performance is dependent upon an underlying pool of credit
exposures, including loans and commitments.

xiv. Structured finance program means a program where receivable interests and asset-backed
securitiesissued by multiple participants are purchased by a specid purpose entity that repackages
those exposures into securities that can be sold to investors. Structured finance programs alocate
credit risks, generdly, between the participants and credit enhancement provided to the program.

xv. Traded position means apostion that is externdly rated, and is retained, assumed, or issued in
connection with an asset securitization, where there is a reasonable expectation that, in the near future,
the rating will be relied upon by unaffiliated investors to purchase the postion; or an unaffiliated third
party to enter into atransaction involving the position, such as a purchase, loan, or repurchase
agreement.

b. Credit equivaent amounts and risk weight of recourse obligations and direct credit substitutes.
i. Credit equivaent amount. Except as otherwise provided in sections 111.B.3.c. through f. and 111.B.5.
of this gppendix, the credit-equivaent amount for arecourse obligation or direct credit substitute is the
full amount of the credit-enhanced assets for which the bank holding company directly or indirectly
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retains or assumes credit risk multiplied by a 100 percent conversion factor.

ii. Risk-weight factor. To determine the bank holding company’ s risk-weight factor for off-balance
sheet recourse obligations and direct credit substitutes, the credit equivaent amount is assigned to the
risk category gppropriate to the obligor in the underlying transaction, after consdering any associated
guarantees or collateral. For adirect credit subgtitute that is an on-balance sheet asst (e.g., a
purchased subordinated security), a bank holding company must calculate risk-weighted assets using
the amount of the direct credit substitute and the full amount of the assats it supports, i.e, dl the more
senior postionsin the structure. The trestment of direct credit substitutes that have been syndicated or
in which risk participations have been conveyed or acquired is set forth in section 111.D.1 of this

appendix.

c. Externaly-rated postions. credit-equivalent amounts and risk weights of recourse obligations,
direct credit subgtitutes, resdud interests, and asset- and mortgage-backed securities (including asset-
backed commercial paper) -- i. Traded positions. With respect to a recourse obligation, direct credit
subgtitute, residud interest (other than a credit-enhancing 1/Ostrip) or asset- and mortgage-backed
security (including asset-backed commercid paper) that is atraded position and that has received an
externd rating on along-term position that is one grade below investment grade or better or a short-
term rating that is investment grade, the bank holding company may multiply the face amount of the
position by the gppropriate risk weight, determined in accordance with the tables below.  Stripped
mortgage-backed securities and other similar instruments, such asinterest-only or principa-only strips
that are not credit enhancements, must be assigned to the 100 percent risk category. If atraded
position has received more than one externd rating, the lowest single rating will gpply.

L ong-term Rating Category Examples Risk Weight
Highest or second highest investment grade AAA, AA 20 percent
Third highest investment grade A 50 percent
Lowest investment grade BBB 100 percent
One category below investment grade BB 200 percent
Short-term Rating Examples Risk Weight
Highest invesment grade A-1,P-1 20 percent
Second highest investment grade A-2,P-2 50 percent
Lowest investment grade A-3, P-3 100 percent

ii. Non-traded positions. A recourse obligation, direct credit substitute, or residua interest (but not
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a credit-enhancing 1/0 strip) extended in connection with a securitization that is not a traded position
may be assgned arisk weight in accordance with section I11.B.3.c.i.of this appendix if:

1. It has been externally rated by more than one NRSRO;

2. It hasrecaived an externd rating on along-term pogtion that is one grade below investment
grade or better or on a short-term position that isinvestment grade by al NRSROs providing arating;

3. Theratings are publicly available; and
4. Theratings are based on the same criteria used to rate traded positions.

If the ratings are different, the lowest rating will determine the risk category to which the recourse
obligation, direct credit subgtitute, or resdud interest will be assigned.

d. Senior pogtions not externdly rated. For arecourse obligation, direct credit substitute, residua
interest, or asset- or mortgage-backed security that is not externaly rated but is senior or preferred in
al featuresto atraded position (including collaterdization and maturity), a bank holding company may
apply arisk weight to the face amount of the senior position in accordance with section [11.B.3.c.i. of
this gppendix, based on the traded position, subject to any current or prospective supervisory guidance
and the bank holding company satisfying the Federd Reserve that this treatment is appropriate. This
section will gpply only if the traded subordinated position provides substantive credit support to the
unrated position until the unrated position matures.

e. Capital requirement for resdud interests -- i. Capital requirement for credit-enhancing I/O
drips. After gpplying the concentration limit to credit-enhancing 1/0 strips (both purchased and
retained) in accordance with sections I1.B.2.c. through e. of this appendix, a bank holding company
must maintain risk-based capital for a credit-enhancing 1/0 strip (both purchased and retained),
regardless of the externd rating on that position, equa to the remaining amount of the credit-enhancing
1/0O (net of any existing associated deferred tax ligbility), even if the amount of risk-based capitd
required to be maintained exceeds the full risk-based capita requirement for the assets transferred.
Transactions that, in substance, result in the retention of credit risk associated with atransferred credit-
enhancing I/O gtrip will be treated asiif the credit-enhancing 1/0 strip was retained by the bank holding
company and not transferred.

ii. Capital requirement for other resdua interests. 1. If aresdua interest does not meet the
requirements of sections 111.B.3.c. or d. of this appendix, a bank holding must maintain risk-based
capitd equd to the remaining amount of the resdud interest that is retained on the balance sheet (net of
any existing associated deferred tax liability), even if the amount of risk-based capital required to be
maintained exceeds the full risk-based capitd requirement for the assets transferred. Transactions thét,
in substance, result in the retention of credit risk associated with atransferred residua interest will be
treated as if the resduad interest was retained by the bank holding company and not transferred.
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2. Where the aggregate capita requirement for residua interests and other recourse obligationsin
connection with the same transfer of assets exceed the full risk-based capita requirement for those
assats, abank holding company must maintain risk-based capitd equd to the greater of the risk-based
capita requirement for the resdud interest as calculated under section 111.B.3.eii. 1. of this appendix or
the full risk-based capita requirement for the assets trandferred.

f. Podtionsthat are not rated by an NRSRO. A pogtion (but not aresdud interest) maintained in
connection with a securitization and that is not rated by a NRSRO may be risk-weighted based on the
bank holding company’s determination of the credit rating of the position, as specified in the table
below, multiplied by the face amount of the position. In order to obtain this treetment, the bank holding
company’s system for determining the credit rating of the position must meet one of the three dternative
dtandards set out in sections 111.B.3f.i. through 111.B.3.f.iii. of this gppendix.

Rating Category Examples Risk Weight
Highest or second highest investment grade AAAAA 100 percent
Third highet invesment grade A 100 percent
Lowest investment grade BBB 100 percent
One category below investment grade BB 200 percent

i. Internal risk rating used for asset-backed programs. A direct credit subgtitute (other than a
purchased credit-enhancing 1/0) is assumed in connection with an asset-backed commercia paper
program sponsored by the bank holding company and the bank holding company is ableto
demondirate to the satisfaction of the Federa Reserve, prior to relying upon its use, that the bank
holding company’ sinternd credit risk rating system is adequate. Adequate interna credit risk rating
systems usudly contain the following criteriar

1. Theinternd credit risk system isan integrd part of the bank holding company’srisk
management system, which explicitly incorporates the full range of risks arisng from abank holding
company’ s participation in securitization activities;

2. Interna credit ratings are linked to measurable outcomes, such as the probability that the
position will experience any loss, the position’s expected |oss given default, and the degree of variance
in losses given default on thet postion;
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3. The bank holding company’sinterna credit risk syssem must separately consder the risk
associated with the underlying loans or borrowers, and the risk associated with the structure of a
particular securitization transaction;

4. The bank holding company’ sinterna credit risk systlem must identify gradetions of risk among
“pass’ assets and other risk positions;

5. The bank holding company must have clear, explicit criteria that are used to classfy assetsinto
eaech internd risk grade, including subjective factors,

6. The bank holding company must have independent credit risk management or loan review
personnd assigning or reviewing the credit risk ratings;

7. The bank holding company must have an internd audit procedure that periodicaly verifies that
the interna credit risk ratings are assigned in accordance with the established criteria;

8. The bank holding company must monitor the performance of the interna credit risk ratings
assigned to nonrated, nontraded direct credit substitutes over time to determine the appropriateness of
theinitid credit risk rating assgnment and adjust individua credit risk ratings, or the overdl internd
credit risk ratings system, as needed; and

9. Theinternd credit risk system must make credit risk rating assumptions that are consstent with,
or more conservative than, the credit risk rating assumptions and methodol ogies of NRSROs

ii. Program Ratings. A direct credit substitute or recourse obligation (other than aresdud interest)
is assumed or retained in connection with a structured finance program and a NRSRO has reviewed the
terms of the program and stated a rating for positions associated with the program. If the program has
options for different combinations of assets, sandards, internd credit enhancements and other relevant
factors, and the NRSRO specifies ranges of rating categories to them, the bank holding company may
apply therating category that corresponds to the bank holding company’s position. In order to rely on
aprogram rating, the bank holding company must demonstrate to the Federd Reserve' s satisfaction
that the credit risk rating assigned to the program meets the same standards generdlly used by
NRSROs for rating traded positions. The bank holding company must dso demondtrate to the Federa
Reserve s satifaction that the criteria underlying the NRSRO' s assgnment of ratings for the program
are satidfied for the particular position. If abank holding company participates in a securitization
sponsored by another party, the Federa Reserve may authorize the bank holding company to use this
gpproach based on a programmatic rating obtained by the sponsor of the program.

iii. Computer Program. The bank holding company is using an acceptable credit assessment
computer program to determine the rating of adirect credit subgtitute or recourse obligation (but not
resdud interest) issued in connection with a structured finance program. A NRSRO must have
developed the computer program, and the bank holding company must demonstrate to the Federd
Reserve s satisfaction thet ratings under the program correspond credibly and reliably with the rating of
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traded positions.

g. Limitations on risk-based capital requirements-- i. Low-level exposure. If the maximum
contractua exposure to loss retained or assumed by a bank holding company in connection with a
recourse obligation or adirect credit subdtitute is less than the effective risk-based capita requirement
for the enhanced assets, the risk-based capitd requirement islimited to the maximum contractua
exposure, less any liability account established in accordance with generdly accepted accounting
principles. This limitation does not apply when abank holding company provides credit enhancement
beyond any contractual obligation to support assets it has sold.

ii. Mortgage-related securities or participation certificates retained in a mortgage loan swap. If a
bank holding company holds a mortgage-related security or a participation certificate as aresult of a
mortgage loan swap with recourse, capita is required to support the recourse obligation plusthe
percentage of the mortgage-related security or participation certificate that is not covered by the
recourse obligation. The total amount of capital required for the on-balance sheet asset and the
recourse obligation, however, is limited to the capitd requirement for the underlying loans, calculated as
if the organization continued to hold these |oans as on-baance sheet assets.

iii. Related on-balance sheet assets. If arecourse obligation or direct credit substitute subject to
section 111.B.3. of this gppendix aso appears as a balance sheet asset, the balance sheet asset is not
included in an organization’s risk-weighted assets to the extent the value of the balance sheet asset is
dready included in the off-baance sheet credit equivaent amount for the recourse obligation or direct
credit subgtitute, except in the case of loan servicing assets and smilar arrangements with embedded
recourse obligations or direct credit substitutes. In that case, both the on-balance sheet assets and the
related recourse obligations and direct credit substitutes are incorporated into the risk-based capita
caculation.

* % * % %

C***

4. Category 4: 100 percent. a All assets not included in the categories above are assigned to this
category, which comprises standard risk assets. The bulk of the assetstypicaly found in aloan
portfolio would be assigned to the 100 percent category.

b. This category includes long-term claims on, and the portions of long-term clamsthat are
guaranteed by, non-OECD banks, and al claims on non-OECD centra governments that entail some
degree of transfer risk.3® This category includes al claims on foreign and domestic private-sector
obligors not included in the categories above (including loans to nondepository financid inditutions and

% Such assetsinclude all nonlocal currency claims on, and the portions of claims that are guaranteed by, non-
OECD central governments and those portions of local currency claims on, or guaranteed by, non-OECD central
governments that exceed the local currency liabilities held by subsidiary depository institutions.
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bank holding companies); clams on commercia firms owned by the public sector; customer ligbilitiesto
the organization on acoceptances outstanding involving standard risk daims;*® investments in fixed assets,
premises, and other real estate owned; common and preferred stock of corporations, including stock
acquired for debts previoudy contracted; dl stripped mortgage-backed securities and smilar
ingruments; and commercial and consumer |oans (except those assigned to lower risk categories dueto
recognized guarantees or collatera and loans secured by resdentid property that quaify for alower
risk weight).

¢. Alsoincluded in this category are industrial-devel opment bonds and similar obligations issued
under the auspices of states or palitical subdivisons of the OECD-based group of countries for the
benefit of a private party or enterprise where that party or enterprise, not the government entity, is
obligated to pay the principa and interest, and dl obligations of states or politicad subdivisons of
countries that do not belong to the OECD-based group.

d. Thefollowing assets dso are assigned arisk weight of 100 percent if they have not been
deducted from capitd: investments in unconsolidated companies, joint ventures, or associated
companies, ingruments that qualify as capital issued by other banking organizations; and any intangibles,
including those that may have been grandfathered into capitd.

* % * % %

D * * %

The face amount of an off-baance sheet item is generdly incorporated into risk-weighted assetsin
two steps. The face amount is first multiplied by a credit conversion factor, except for direct credit
substitutes and recourse obligations as discussed in section 111.D.1. of this gppendix. The resultant
credit equivalent amount is assigned to the gppropriate risk category according to the obligor or, if
relevant, the guarantor or the nature of the collaterd.** Attachment IV to this gopendix A sets forth the
conversion factors for various types of off-balance sheet items.

1. ltemswith a 100 percent conversion factor. a Except as otherwise provided in section 111.B.3.
of this gppendix, the full amount of an asset or transaction supported, in whole or in part, by adirect
credit subgtitute or arecourse obligation. Direct credit substitutes and recourse obligations are defined
in section [11.B.3. of this gppendix.

40 Customer liabilities on acceptances outstanding involving nonstandard risk claims, such as claimson U.S.
depository institutions, are assigned to the risk category appropriate to the identity of the obligor or, if relevant, the
nature of the collateral or guarantees backing the claims. Portions of acceptances conveyed asrisk participations to
U.S. depository institutions or foreign banks are assigned to the 20 percent risk category appropriate to short-term
claims guaranteed by U.S. depository institutions and foreign banks.

4 The sufficiency of collateral and guarantees for off-bal ance-sheet items is determined by the market value of
the collateral or the amount of the guaranteein relation to the face amount of the item, except for derivative
contracts, for which this determination is generally made in relation to the credit equivalent amount. Collateral and
guarantees are subject to the same provisions noted under section I111.B. of thisappendix A.
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b. Sde and repurchase agreements and forward agreements. Forward agreements are legaly
binding contractual obligations to purchase assets with certain drawdown at a specified future dete.
Such obligations include forward purchases, forward forward deposits placed,*? and partly-paid shares
and securities; they do not include commitments to make resdential mortgage loans or forward foreign
exchange contracts.

c. Securities|lent by abanking organization are treated in one of two ways, depending upon
whether the lender isat risk of loss. If abanking organization, as agent for a customer, lendsthe
customer's securities and does not indemnify the customer againg loss, then the transaction is excluded
from the risk-based capitd caculation. If, dternatively, a banking organization lends its own securities
or, acting as agent for a customer, lends the customer’ s securities and indemnifies the customer against
loss, the transaction is converted at 100 percent and assigned to the risk weight category appropriate to
the obligor, or, if goplicable, to any collateral delivered to the lending organization, or the independent
custodian acting on the lending organization’ s behdf. Where a banking organization is acting as agent
for acustomer in atransaction involving the lending or sale of securitiesthat is collaterdized by cash
delivered to the banking organization, the transaction is deemed to be collaterdized by cash on deposit
in asubsdiary depostory indtitution for purposes of determining the gppropriate risk-weight category,
provided that any indemnification is limited to no more than the difference between the market vaue of
the securities and the cash collaterd received and any reinvestment risk associated with that cash
collaterd is borne by the customer.

d. Inthe case of direct credit substitutes in which arisk participatiorf® has been conveyed, the full
amount of the assetsthat are supported, in whole or in part, by the credit enhancement are converted to
acredit equivalent amount at 100 percent. However, the pro rata share of the credit equivaent amount
that has been conveyed through arisk participation is assigned to whichever risk category is lower: the
risk category appropriate to the obligor, after consdering any relevant guarantees or collaterd, or the
risk category appropriate to the ingtitution acquiring the participation.** Any remainder is assgned to
the risk category appropriate to the obligor, guarantor, or collateral. For example, the pro rata share of
the full amount of the assets supported, in whole or in part, by adirect credit subgtitute conveyed asa
risk participation to a U.S. domestic depository ingtitution or foreign bank is assigned to the 20 percent
risk category.*®

“2 Forward forward deposits accepted are treated as interest rate contracts.

“ That is, a participation in which the originating banking organization remains liable to the beneficiary for the
full amount of the direct credit substitute if the party that has acquired the participation fails to pay when the
instrument is drawn.

4 A risk participation in bankers acceptances conveyed to other institutionsis also assigned to the risk
category appropriate to the institution acquiring the participation or, if relevant, the guarantor or nature of the
collateral.

45 Risk participations with aremaining maturity of over one year that are conveyed to non-OECD banks areto be
assigned to the 100 percent risk category, unless alower risk category is appropriate to the obligor, guarantor, or
collateral.



-05-

e. Inthe case of direct credit substitutes in which arisk participation has been acquired, the
acquiring banking organization's percentage share of the direct credit subdtitute is multiplied by the full
amount of the assets that are supported, in whole or in part, by the credit enhancement and converted
to a credit equivalent amount at 100 percent. The credit equivaent amount of an acquisition of arisk
participation in adirect credit substitute is assigned to the risk category appropriate to the account party
obligor or, if rlevant, the nature of the collaterd or guarantees.

f. Inthe case of direct credit substitutes that take the form of a syndication where each banking
organization is obligated only for its pro rata share of the risk and there is no recourse to the originating
banking organization, each banking organization will only include its pro rata share of the assets
supported, in whole or in part, by the direct credit substitute in its risk-based capital caculation.*

* k% * % %

“6 For example, if a banking organization has a 10 percent share of a $10 syndicated direct credit substitute that
provides credit support to a$100 loan, then the banking organization’s $1 pro rata share in the enhancement means
that a $10 pro rata share of the loan isincluded in risk weighted assets.
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Attachment 11 -- Summary of Definition of Qualifying Capital for Bank Holding Companies*

Using the Y ear-End 1992 Standard

Components

Minimum Requirements

CORE CAPITAL (Tier 1)
Common stockholders’ equity

Qualifying noncumulative perpetual preferred stock

Qualifying cumulative preferred stock

Minority interest in equity accounts of consolidated
subsidiaries

Less: Goodwill, other intangible assets, and credit-
enhancing interest-only strips required to be deducted

from capital?

SUPPLEMENTARY CAPITAL (Tier 2)
Allowance for loan and |lease losses
Perpetual preferred stock

Hybrid instruments, perpetual debt and mandatory
convertible securities

Subordinated debt and intermediate-term preferred stock
(original weighted average maturity of 5 years or more)

Reval uation reserves (equity and building)

DEDUCTIONS (from sum of tier 1 and tier 2)

Investment in unconsolidated subsidiaries

Reciprocal holdings of banking organizations' capital
securities

Other deductions (such as other subsidiaries or joint
ventures) as determined by supervisory authority

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

No limit; banks should avoid undue reliance on preferred
stock intier 1.

Limited to 25% of the sum of common stock, qualifying
perpetual preferred stock, and minority interests.

Banks should avoid using minority interests to subsidiaries
introduce elements not otherwise qualifying for tier 1 capital.

Total of tier 2 islimited to 100% of tier 12
Limited to 1.25% of weighted-risk assets?
No limit within tier 2

No limit within tier 2

Subordinated debt and intermediate-term preferred stock are
limited to 50% of tier 1,2 amortized for capital purposes as
they approach maturity.

Not included; banks encouraged to disclose; may be
evaluated on a case-by-case basis for international
comparisons; and taken into account in making an overall
assessment of capital

Asagenerd rule, one-half of the aggregate investments will
be deducted from tier 1 capital and one-half from tier 2

capital .2

On acase-by-case basis or as a matter of policy after a
formal rulemaking
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Components Minimum Requirements

TOTAL CAPITAL (tier 1 + tier 2 - deductions) Must equal or exceed 8% or weighted-risk assets

! Requirements for the deduction of other intangible assets and residual interests are set forth in section I1.B.1. of this
appendix.

2 Amount in excess of limitations are permitted but do not qualify as capital.

8 A proportionately greater amount may be deducted from tier 1 capital, if the risks associated with the subsidiary so
warrant.

* See discussion in section |1 of the guidelines for a complete description of the requirements for, and the limitations on, the
components of qualifying capital.

3. In Appendix D to part 225, section I1.b. isrevised to read as follows:

Appendix D To Part 225 - Capital Adequacy Guidelines For Bank Holding Companies: Tier 1
Leverage Measure

* %k * % %

b. A banking organization’stier 1 leverageratio is cdculated by dividing itstier 1 capitd (the
numerator of theratio) by its average total consolidated assets (the denominator of the retio). Theratio
will also be caculated using period-end assets whenever necessary, on a case-by-case basis. For the
purpose of this leverage retio, the definition of tier 1 capita as set forth in the risk-based capital
guiddlines contained in gppendix A of this part will be used®* Asagenerd matter, average total
consolidated assets are defined as the quarterly average total assets (defined net of the alowance for
loan and lease losses) reported on the organization’s Consolidated Financial Statements (FRY-9C
Report), less goodwill; amounts of mortgage servicing assets, honmortgage servicing assets, and

3 Tier 1 capital for banking organizations includes common equity, minority interest in the equity accounts of
consolidated subsidiaries, qualifying noncumulative perpetual preferred stock, and qualifying cumulative perpetual
preferred stock. (Cumulative perpetual preferred stock islimited to 25 percent of tier 1 capital.) In addition, asa
general matter, tier 1 capital excludes goodwill; amounts of mortage servicing assets, nonmortgage servicing assets,
and purchased credit card relationships that, in the aggregate, exceed 100 percent of tier 1 capital; amounts of
nonmortgage servicing assets and purchased credit card relationships that, in the aggregate, exceed 25 percent of
tier 1 capital; amounts of credit-enhancing interest-only stripsthat arein excess of 25 percent of tier 1capital; all
other identifiable intangible assets; and deferred tax assets that are dependent upon future taxable income, net of
their valuation allowance, in excess of certain limitations. The Federal Reserve may exclude certain investmentsin
subsidiaries or associated companies as appropriate.
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purchased credit card relationships, that, in the aggregate, are in excess of 100 percent of tier 1 capitd;
amounts of nonmortgage servicing assets, and purchased credit card relationships that, in the aggregate,
arein excess of 25 percent of tier 1 capita; the amounts of credit-enhancing interest-only drips that
arein excess of 25 percent of tier 1 capita; dl other identifiable intangible assets, any invesmentsin
subsidiaries or associated companies that the Federal Reserve determines should be deducted from tier
1 cepitd; and deferred tax assets that are dependent upon future taxable income, net of their valuation
alowance, in excess of the limitation set forth in section 11.B.4. of appendix A of this part.

* k% * % %

By order of the Board of Governors of the Federal Reserve System, November 8, 2001.

(Si gned) Margaret MCl oskey Shanks

Margaret McCloskey Shanks,

Assistant Secretary of the Board.

4 Deductions from tier 1 capital and other adjustments are discussed more fully in section |1.B. of appendix A of
this part.
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FEDERAL DEPOSIT INSURANCE CORPORATION
12 CFR Chapter |1

Authority and I ssuance

For the reasons set out in the joint preamble, part 325 of chapter 111 of title 12 of the Code of
Federal Regulations is amended as follows:.

PART 325-- CAPITAL MAINTENANCE

1. The authority citation for part 325 continues to read as follows:
Authority: 12 U.S.C. 1815(a), 1815(b), 1816, 1818(a), 1818(b), 1818(c), 1818(t), 1819(Tenth),
1828(c), 1828(d), 1828(i), 1828(n), 1828(0), 18310, 1835, 3907, 3909, 4808; Pub. L. 102-233,
105 Stat. 1761, 1789, 1790 (12 U.S.C. 1831n note); Pub. L. 102-242, 105 Stat. 2236, 2355, as
amended by Pub. L. 103-325, 108 Stat. 2160, 2233 (12 U.S.C. 1828 note); Pub. L. 102-242, 105
Stat. 2236, 2386, as amended by Pub. L. 102-550, 106 Stat. 3672, 4089 (12 U.S.C. 1828 note).

2. In§8325.2:

A. Redesgnate paragraphs (g) through (x) as paragraphs (i) through (2);

B. Add new paragraphs (g) and (h);

C. Amend newly designated paragraphs (v) and (x) to read asfollows:

§ 325.2 Definitions.

*x * * * %

(9) (1) Credit-enhancing interest-only strip means an on-baance sheet asset that, in form or in
Substance:

(i) Represents the contractua right to receive some or al of the interest due on transferred assets,
and

(i) Exposesthe bank to credit risk directly or indirectly associated with the transferred assets that
exceeds a pro rata share of the bank’ s claim on the assets, whether through subordination provisions or
other credit enhancement techniques.

(2) Reservation of Authority. In determining whether a particular interest cash flow functions,
directly or indirectly, as a credit-enhancing interest-only strip, the FDIC will consider the economic
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substance of the transaction. The FDIC, through the Director of Supervision, or other designated
FDIC officid reservesthe right to identify other interest cash flows or related assets as credit-enhancing
interest-only gtrips.

(h) Face amount means the notiond principd, or face value, amount of an off-balance sheet item;
the amortized cost of an asset not held for trading purposes, and the fair value of atrading asst.

* *x * * %

(v) Tier 1 capital or core capital meansthe sum of common stockholders equity, noncumulative
perpetua preferred stock (including any related surplus), and minority interests in consolidated
subsidiaries, minus dl intangible assets (other than mortgage servicing assets, nonmortgage servicing
assats, and purchased credit card relationships digible for inclusion in core capitd pursuant to 8
325.5(f)), minus credit-enhancing interet-only strips that are not digible for incluson in core capitd
pursuant to § 325.5(f), minus deferred tax assetsin excess of the limit set forth in 8§ 325.5(g), minus
identified losses (to the extent that Tier 1 capita would have been reduced if the gppropriate accounting
entriesto reflect the identified losses had been recorded on the insured depository indtitution's books),
and minus investments in financid subsidiaries subject to 12 CFR part 362, subpart E.

* * * * %

(X) Total assets means the average of total assets required to be included in a banking inditution's
"Reports of Condition and Income* (Call Report) or, for savings associations, the consolidated total
assets required to be included in the "Thrift Financia Report,” as these reports may from time to time be
revised, as of the most recent report date (and after making any necessary subsidiary adjustments for
state nonmember banks as described in 88 325.5(c) and 325.5(d) of this part), minus intangible assets
(other than mortgage servicing assets, nonmortgage servicing assets, and purchased credit card
relationships eigible for incluson in core capitd pursuant to § 325.5(f)), minus credit-enhancing
interest- only dripsthat are not digible for inclusion in core capital pursuant to § 325.5(f)), minus
deferred tax assets in excess of the limit set forth in 8 325.5(g), and minus assets classfied loss and any
other assets that are deducted in determining Tier 1 capital. For banking inditutions, the average of
total assetsisfound in the Call Report schedule of quarterly averages. For savings associations, the
consolidated total assets figureis found in Schedule CSC of the Thrift Financiad Report.

3. In 8§ 325.3, amend paragraph (b)(1) by changing “CAMEL” to “CAMELS"”
4. In 8 325.5, revise paragraphs (f) and (g)(2) to read asfollows:
§ 325.5 Miscellaneous.

* % * * %

(f) Treatment of mortgage servicing assets, purchased credit card relationships,
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nonmortgage servicing assets, and credit-enhancing interest-only strips. For purposes of
determining Tier 1 cgpitd under this part, mortgage servicing assets, purchased credit card
relationships, nonmortgage servicing assats, and credit-enhancing interest-only strips will be deducted
from assets and from common stockholders equity to the extent that these items do not meet the
conditions, limitations, and restrictions described in this section. Banks may eect to deduct disalowed
sarvicing assets and disalowed credit-enhancing interest-only strips on abasisthat is net of a
proportiona amount of any associated deferred tax liability recorded on the balance sheet. Any
deferred tax liability netted in this manner cannot also be netted against deferred tax assets when
determining the amount of deferred tax assets that are dependent upon future taxable income and
cdculating the maximum alowable amount of these assets under paragraph (g) of this section.

(1) Valuation. Thefair vaue of mortgage servicing assets, purchased credit card relationships,
nonmortgage servicing assets, and credit-enhancing interest-only strips shall be estimated at least
quarterly. The quarterly far vaue estimate shdl include adjustments for any significant changesin the
origind vauation assumptions, including changes in prepayment estimates or attrition rates. The FDIC
in its discretion may require independent fair value estimates on a case-by-case basswhereit is
deemed appropriate for safety and soundness purposes.

(2) Fair value limitation. For purposes of caculating Tier 1 capital under this part (but not for
financia statement purposes), the balance sheet assats for mortgage servicing assets, purchased credit
card relationships, and nonmortgage servicing assets will each be reduced to an amount equad to the
lesser of:

() 90 percent of the fair value of these assets, determined in accordance with paragraph (f)(1) of
this section; or

(i) 200 percent of the remaining unamortized book value of these assets (net of any related
vauation alowances), determined in accordance with the ingtructions for the preparation of the
“Reports of Income and Condition” (Call Reports).

(3) Tier 1 capital limitations.

(i) Themaximum alowable amount of mortgage servicing assets, purchased credit card
relationships, and nonmortgage servicing assets in the aggregate, will be limited to the lesser of:

(A) 100 percent of the amount of Tier 1 capita that exists before the deduction of any disalowed
mortgage servicing assets, any disalowed purchased credit card relationships, any disalowed
nonmortgage servicing assets, any disallowed credit-enhancing interest-only strips, and any disallowed
deferred tax assets; or

(B) The sum of the amounts of mortgage servicing assets, purchased credit card relationships, and
nonmortgage servicing assets, determined in accordance with paragraph (f)(2) of this section.
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(i) The maximum alowable amount of credit-enhancing interest-only strips, whether purchased or
retained, will be limited to the lesser of:

(A) 25 percent of the amount of Tier 1 capitd that exists before the deduction of any disallowed
mortgage servicing assets, any disalowed purchased credit card relationships, any disalowed
nonmortgage servicing assets, any disallowed credit-enhancing interest-only strips, and any disallowed
deferred tax assets; or

(B) The sum of the face amounts of dl credit-enhancing interest-only gtrips.

(4) Tier 1 capital sublimit. In addition to the aggregate limitation on mortgage servicing assats,
purchased credit card relationships, and nonmortgage servicing assets set forth in paragraph (f)(3) of
this section, a sublimit will gpply to purchased credit card relationships and nonmortgage servicing
asts.  The maximum dlowable amount of the aggregate of purchased credit card rationships and
nonmortgage servicing assats will be limited to the lesser of:

(i) 25 percent of the amount of Tier 1 capitd that exists before the deduction of any disallowed
mortgage servicing assets, any disallowed purchased credit card relationships, any disdlowed
nonmortgage servicing assets, any disallowed credit-enhancing interest-only srips, and any disalowed
deferred tax assets; or

(i) The sum of the amounts of purchased credit card reationships and nonmortgage servicing
assats determined in accordance with paragraph (f)(2) of this section.

(g) * * %

(2) Tier 1 capital limitations. (i) The maximum alowable amount of deferred tax assets that are
dependent upon future taxable income, net of any vauation alowance for deferred tax assets, will be
limited to the lesser of:

(A) The amount of deferred tax assets that are dependent upon future taxable income that is
expected to be realized within one year of the caendar quarter-end date, based on projected future
taxable income for that year; or

(B) 10 percent of the amount of Tier 1 capita that exists before the deduction of any disalowed
mortgage servicing assets, any disalowed nonmortgage servicing assets, any disallowed purchased
credit card relationships, any disallowed credit-enhancing interest-only strips and any disalowed
deferred tax assets.

(i) For purposes of thislimitation, dl existing temporary differences should be assumed to fully
reverse at the calendar quarter-end date. The recorded amount of deferred tax assetsthat are
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dependent upon future taxable income, net of any vauation alowance for deferred tax assets, in excess
of thislimitation will be deducted from assets and from equity capitd for purposes of determining Tier 1
capita under this part. The amount of deferred tax assets that can be redized from taxes paid in prior
carryback years and from the reversd of existing taxable temporary differences generaly would not be
deducted from assets and from equity capitd. However, notwithstanding the first three sentencesin this
paragraph, the amount of carryback potentid that may be considered in calculating the amount of
deferred tax assets that amember of a consolidated group (for tax purposes) may includein Tier 1
capita may not exceed the amount which the member could reasonably expect to have refunded by its

parent.

* * * * *

5. In § 325.103, amend paragraph (b) by revising al referencesto “CAMEL” to read
“CAMELS'.

6. In appendix A to part 325:

A. Intheintroductory section, second undesignated paragraph remove the last sentence and in the
third undesignated paragraph revise the first sentence;

B. Insection |, revise paragraph 1.A.l. and redesignate footnotes 5 through 10 as footnotes 4
through 9;

C. Insection ll:

i.  Amend paragraph I1.A. by designating the first two undesignated paragraphs as|. and 2.,
respectively, adding a new paragraph 3., and redesignating footnote 11 as footnote 10;

ii. Amend paragraph 11.B. by redesignating footnotes 12 through 13 as footnotes 11 through 12,
revisng paragraph 5, and removing paragraph 6;

iii. Amend paragraph 11.C. by redesignating footnotes 15 through 31 as footnotes 16 through 32;
under “Category 2-20 Percent Risk Weight” designating the three undesignated paragraphs as
paragraphs a. through c., respectively, and adding a new paragraph d.; under "Category 3--50
Percent Risk Weight" removing the third undesignated paragraph, designating the three remaining
paragraphs as a. through c., respectively, revisng newly designated footnote 30, and adding anew
paragraph d; revisng "Category 4--100 Percent Risk Weight"; and adding a new paragraph entitled
"Category 5--200 Percent Risk Weight";

iv. Amend paragraph 11.D. by revising the undesignated introductory paragraph and paragraph
11.D.1.; removing footnote 38 and redesignating footnotes 39 through 42 as footnotes 37 through 40.

D. Revise section lll;
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E. RevieTablel;

F. InTablell:

i.  Amend Category 2--20 Percent Risk Weight, by removing paragraph (11), redesignating
paragraph (12) as paragraph (11), and adding new paragraph (12);

ii. Amend Category 3--50 Percent Risk Weight by revising paragraph (3);

iii. Amend Category 4--100 Percent Risk Weight by revising paragraph (9) and adding a new
paragraph (10); and

iv. Following the paragraph titled Category 4--100 Percent Risk Weight, add anew paragraph
titled Category 5--200 Percent Risk Weight.

G. Amend Table Il by removing references to footnote 1 each time they appear and revising
paragraphs (1) through (3) under “100 Percent Conversion Factor”.

Appendix A to Part 325--Statement of Policy on Risk-Based Capital

* * * * *

The framework set forth in this statement of policy conssts of (1) a definition of capitd for risk-
based capitd purposes, and (2) asystem for caculating risk-weighted assets by assgning assets and off
balance sheet items to broad risk categories. * * *

I . * * *

A . * * *

1. Core capital elements (Tier 1) consists of:

i. Common stockholders equity capita (includes common stock and related surplus, undivided
profits, disclosed capital reserves that represent a segregation of undivided profits, and foreign currency
trandation adjustments, less net unredized holding losses on avail able-for-sde equity securities with
readily determinable fair vaues);

ii. Noncumulative perpetual preferred stock,? including any related surplus; and

2 Preferred stock issues where the dividend is reset periodically based, in whole or in part, upon the bank's
current credit standing, including but not limited to, auction rate, money market or remarketable preferred stock, are
assigned to Tier 2 capital, regardless of whether the dividends are cumulative or noncumulative.
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iii. Minority interests in the equity capital accounts of consolidated subsidiaries.

At least 50 percent of the qualifying tota capital base should consist of Tier 1 capital. Core (Tier 1)
capitd is defined as the sum of core capitd dements minus dl intangible assets (other than mortgage
servicing assets, nonmortgage servicing assets and purchased credit card relationships digible for
inclusion in core capital pursuant to § 325.5(f)),® minus credit-enhancing interest-only strips that are not
eligible for incluson in core capital pursuant to § 325.5(f)), and minus any disallowed deferred tax
assets.

Although nonvoting common stock, noncumulative perpetud preferred stock, and minority interests
in the equity capital accounts of consolidated subsdiaries are normdly included in Tier 1 capitd, voting
common stockholders equity generdly will be expected to be the dominant form of Tier 1 capitd.
Thus, banks should avoid undue reliance on nonvoting equity, preferred stock and minority interests.

Although minority interests in consolidated subsdiaries are generdly included in regulatory capitd,
exceptions to this generd rule will be made if the minority interestsfail to provide meaningful capitd
support to the consolidated bank. Such a Stuation could ariseif the minority interests are entitled to a
preferred clam on essentidly low risk assets of the subsidiary. Smilarly, dthough credit-enhancing
interest-only gtrips and intangible assats in the form of mortgage servicing assets, nonmortgage servicing
assets and purchased credit card relationships are generally recognized for risk-based capital purposes,
the deduction of part or dl of the credit-enhancing interest-only strips, mortgage servicing assets,
nonmortgage servicing assets and purchased credit card relationships may be required if the carrying
amounts of these assets are excessivein rdation to their market value or the leve of the bank’s capital
accounts. Credit-enhancing interest-only strips, mortgage servicing assets, nonmortgage servicing
assets, purchased credit card relationships and deferred tax assets that do not meet the conditions,
limitations and restrictions described in 8 325.5(f) and (g) of this part will not be recognized for risk-
based capital purposes.

* * * % *

”. * * %

A * * %

3. The Director of the Divison of Supervison may, on a case-by-case bas's, determine the
gopropriate risk weight for any asset or credit equivaent amount that does not fit wholly within one of
the risk categories set forth in this Appendix A or that imposes risks on a bank that are not
commensurate with the risk weight otherwise specified in this Appendix A for the asset or credit
equivaent amount. In addition, the Director of the Divison of Supervison may, on a case-by-case

3 An exception is allowed for intangible assets that are explicitly approved by the FDIC as part of the bank's
regulatory capital on a specific case basis. These intangibles will be included in capital for risk-based capital
purposes under the terms and conditions that are specifically approved by the FDIC.
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bas's, determine the appropriate credit conversion factor for any off-ba ance sheet item that does not fit
whally within one of the credit converson factors set forth in this Appendix A or that imposesriskson a
bank that are not commensurate with the credit conversion factor otherwise specified in this Appendix
A for the off-balance sheet item. In making such a determination, the Director of the Divison of
Supervison will consider the smilarity of the asset or off-baance sheet item to assets or off-baance
sheet items explicitly treated in sections 11.B and 11.C of this gppendix A, aswdll as other rlevant
factors.

B* * %

5. Recourse, Direct Credit Substitutes, Residual Interests and Mortgage- and Asset-Backed
Securities. For purposes of this section 11.B.5 of this gppendix A, the following definitions will gpply.

(&) Definitions. (1) Credit derivative means a contract that alows one party (the protection
purchaser) to transfer the credit risk of an asset or off-balance sheet credit exposure to another party
(the protection provider). The vaue of a credit derivative is dependent, at least in part, on the credit
performance of a "reference asst.”

(2) Credit-enhancing interest-only strip isdefined in § 325.2(g).

(3) Credit-enhancing representations and war ranties means representations and warranties that
are made or assumed in connection with atransfer of assets (including loan servicing assets) and that
obligate a bank to protect investors from losses arising from credit risk in the assets transferred or the
loans serviced. Credit-enhancing representations and warranties include promises to protect a party
from losses resulting from the default or nonperformance of another party or from an insufficiency in the
vaue of the collaterd. Credit-enhancing representations and warranties do not include:

() Early-default clauses and amilar warranties that permit the return of, or premium refund clauses
covering, 1-4 family residentia first mortgage loans (as described in section 11.C, Category 3-50
Percent Risk Weight, of this gppendix A) for a period of 120 days from the date of trandfer. These
warranties may cover only those loans that were originated within 1 year of the date of trandfer;

(i) premium refund clauses covering assets guaranteed, in whole or in part, by the U.S.
Government, a U.S. Government agency, or a U.S. Government-sponsored agency, provided the
premium refund clauses are for a period not to exceed 120 days from the date of transfer; or

(i) warranties that permit the return of assetsin instances of fraud, misrepresentation, or
incomplete documentation.

(4) Direct credit substitute means an arrangement in which abank assumes, informor in
substance, credit risk directly or indirectly associated with an on- or off-balance sheet asset or
exposure that was not previoudy owned by the bank (third-party asset) and the risk assumed by the
bank exceeds the pro rata share of the bank's interest in the third-party asset. If the bank has no clam
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on the assat, then the bank’ s assumption of any credit risk is adirect credit subgtitute. Direct credit
substitutes include, but are not limited to:

(i) Fnancid standby letters of credit, which includes any letter of credit or Smilar arrangement,
however named or described, that support financia clams on athird party that exceed abank’s pro
rata sharein thefinancia dam;

(i) Guarantees, surety arrangements, credit derivatives, and irrevocable guarantee-type instruments
backing financid clams such as outstanding securities, loans, or other financid dams, or that back off-
balance-sheet items againgt which risk-based capitd must be maintained,

(i) Purchased subordinated interests or securities that absorb more than their pro rata share of
credit losses from the underlying assets. Purchased subordinated interests that are credit-enhancing
interest-only strips are subject to the higher capita charge specified in section 11.B.5.(f) of this appendix
A;

(iv) Entering into a credit derivative contract under which the bank assumes more than its pro rata
share of credit risk on athird-party asset or exposure;

(v) Loansor linesof credit that provide credit enhancement for the financia obligations of an
account party;

(vi) Purchased loan servicing assats if the servicer:

(A) Isresponsble for credit losses associated with the loans being serviced,

(B) Isresponsible for making mortgage servicer cash advances (unless the advances are not direct
credit substitutes because they meet the conditions specified in paragraph B.5(a)(9) of this appendix
A), or

(C) Makes or assumes credit-enhancing representations and warranties on the serviced loans; and

(vii) Clean-up calson third party assets. Clean-up calsthat are exercisable at the option of the
bank (as servicer or as an dffiliate of the servicer) when the pool baanceis 10 percent or less of the
origina pool baance are not direct credit substitutes.

(5) Externally rated means, with respect to an instrument or obligation, that an instrument or
obligation has received a credit rating from at least one nationally recognized satistica rating
organization.

(6) Face amount isdefined in § 325.2(h).

(7) Financial asset means cash, evidence of an ownership interest in an entity, or a contract that
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conveys to a second entity a contractud right:
(i) Toreceive cash or another financia indrument from afird entity; or
(i) To exchange other financid indruments on potentidly favorable terms with the first entity.

(8) Financial standby letter of credit meansaletter of credit or smilar arrangement that
represents an irrevocable obligation to a third-party beneficiary:

(i) To repay money borrowed by, or advanced to, or for the account of, a second party (the
account party); or

(i) To make payment on behdf of the account party, in the event that the account party failsto
fulfill its obligetion to the beneficiary.

(9) Mortgage servicer cash advance means funds that a residentiad mortgage servicer advances
to ensure an uninterrupted flow of payments or the timely collection of residentid mortgage loans,
including disbursements made to cover foreclosure costs or other expenses ariang from a mortgage
loan to facilitate its timely collection. A mortgage servicer cash advance is not a recourse obligation or
adirect credit subgtitute if:

(1) The mortgage servicer is entitled to full rembursement or, for any one residentia mortgage loan,
nonreimbursable advances are contractudly limited to an inggnificant amount of the outstanding
principa on that loan, and

(i) The servicer's entitlement to reimbursement is not subordinated.

(10) Nationally recognized statistical rating organization (NRSRO) means an entity recognized
by the Divison of Market Regulation of the Securities and Exchange Commission (or any successor
Divison) (Commission) as a nationally recognized Satistica rating organization for various purposes,
including the Commission’s uniform net capita requirements for brokers and deders (17 CFR
240.15c3-1).

(11) Recourse means an arangement in which abank retains, in form or in substance, any credit
risk directly or indirectly associated with an asset it has sold (in accordance with generally accepted
accounting principles) that exceeds apro rata share of the bank's claim on the asset. If abank hasno
clam on an as=t it has sold, then the retention of any credit risk isrecourse. A recourse obligation
typicaly arises when an indtitution transfers assets in a sale and retains an obligation to repurchase the
assats or absorb losses due to a default of principa or interest or any other deficiency in the
performance of the underlying obligor or some other party. Recourse may exist implicitly where a bank
provides credit enhancement beyond any contractua obligation to support assetsit has sold. The
following are examples of recourse arrangements:
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(i) Credit-enhancing representations and warranties made on the transferred assets;
(i) Loan servicing assets retained pursuant to an agreement under which the bank:
(A) Isresponsble for losses associated with the loans serviced,

(B) Is responsible for making mortgage servicer cash advances (unless the advances are not a
recourse obligation because they meet the conditions of paragraph B.5(a)(9) of this gppendix A), or

(C) Makes credit-enhancing representations and warranties on the serviced loans,

(ii) Retained subordinated interests that absorb more than their pro rata share of losses from the
underlying assets,

(iv) Assets sold under an agreement to repurchase, if the assets are not aready included on the
bal ance shest;

(v) Loan gtrips sold without contractual recourse where the maturity of the transferred portion of
the loan is shorter than the maturity of the commitment under which the loan is drawn;

(vi) Credit derivative contracts under which the bank retains more than its pro rata share of credit
risk on transferred assets; and

(vii) Clean-up cdls. Clean-up cdlsthat are exercisable at the option of the bank (as servicer or as
an dfiliate of the servicer) when the pool baance is 10 percent or less of the origind pool baance, are
not recourse.

(12) Residual interest means any on-balance sheet asset that represents an interest (including a
beneficid interest) created by atrandfer that qualifies as a sde (in accordance with generdly accepted
accounting principles) of financid assets, whether through a securitization or otherwise, and that
exposes a bank to credit risk directly or indirectly associated with the transferred asset that exceeds a
pro rata share of that bank's claim on the asset, whether through subordination provisons or other
credit enhancement techniques. Residud interests generdly include credit-enhancing interest-only srips,
gpread accounts, cash collateral accounts, retained subordinated interests and other forms of over-
collateraization, and Smilar assets that function as a credit enhancement. Residud interests further
include those exposures that, in substance, cause the bank to retain the credit risk of an asset or
exposure that had quaified as aresdud interest before it was sold. Residua interests generdly do not
include interests purchased from athird party, except that purchased credit-enhancing interest-only
drips are resdud interests.

(13) Risk participation means a participation in which the originating bank remains ligble to the
beneficiary for the full amount of an obligation (e.q. adirect credit substitute) notwithstanding that
another party has acquired a participation in that obligation.
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(14) Securitization means the pooling and repackaging by a specia purpose entity of assets or
other credit exposures into securities that can be sold to investors.  Securitization includes transactions
that generdly create Stratified credit risk positions whose performance is dependent upon an underlying
pool of credit exposures, including loans and commitments.

(15) Structured finance program means a program where receivabl e interests and asset-backed
securities issued by multiple participants are purchased by a specia purpose entity that repackages
those exposures into securities that can be sold to investors. Structured finance programs dlocate
credit risks, generdly, between the participants and the credit enhancement provided to the program.

(16) Traded position means a position or asset-backed security retained, assumed or issued in
connection with a securitization thet is externdly rated, where there is a reasonable expectation that, in
the near future, the rating will be relied upon by:

(i) Unaffiliated investors to purchase the position; or

(i) Anunaffiliated third party to enter into a transaction involving the position, such as a purchase,
loan or repurchase agreement.

(b) Credit equivalent amounts and risk weights of recourse obligations and direct credit
substitutes-- (1) General rule for determining the credit-equivalent amount. Except as otherwise
provided, the credit-equivaent amount for a recourse obligation or direct credit subgtitute is the full
amount of the credit-enhanced assets for which the bank directly or indirectly retains or assumes credit
risk multiplied by a 100% conversion factor. Thus, abank that extends a partid direct credit subgtitute,
e.g., afinancia standby letter of credit that absorbs the first 10 percent of loss on a transaction, must
maintain capita againg the full amount of the assets being supported.

(2) Risk-weight factor. To determine the bank’s risk-weighted assets for an off-balance sheet
recourse obligation or adirect credit subgtitute, the credit equivalent amount is assgned to the risk
category gppropriate to the obligor in the underlying transaction, after consdering any associated
guarantees or collaterd. For adirect credit substitute that is an on-balance sheet asset, e.g., a
purchased subordinated security, a bank must caculate risk-weighted assets using the amount of the
direct credit substitute and the full amount of the assetsit supports, i.e., dl the more senior positionsin
the Structure. The trestment covered in this paragraph (b) is subject to the low-level exposure rule
provided in section 11.B.5(h)(1) of this appendix A.

(c) Credit equivalent amount and risk weight of participationsin, and syndications of, direct
credit substitutes. Subject to the low-level exposure rule provided in section 11.B.5(h)(2) of this
gppendix A, the credit equivalent amount for a participation interest in, or syndication of, adirect credit
substitute (excluding purchased credit-enhancing interest-only strips) is caculated and risk weighted as
follows

(1) Treatment for direct credit substitutes for which a bank has conveyed a risk
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participation. Inthe case of adirect credit substitute in which abank has conveyed arisk
participation, the full amount of the assets that are supported by the direct credit substitute is converted
to a credit equivaent amount using a 100% conversion factor. However, the pro rata share of the
credit equivaent amount that has been conveyed through arisk participation is then assgned to
whichever risk-weight category is lower: the risk-weight category appropriate to the obligor in the
underlying transaction, after consdering any associated guarantees or collaterd, or the risk-weight
category appropriate to the party acquiring the participation. The pro rata share of the credit
equivaent amount that has not been participated out is assigned to the risk-weight category appropriate
to the obligor, guarantor, or collateral. For example, the pro rata share of the full amount of the assets
supported, in whole or in part, by adirect credit subgtitute conveyed asarisk participationto aU.S.
domestic depository ingtitution or an OECD bank is assigned to the 20 percent risk category.

(2) Treatment for direct credit substitutes in which the bank has acquired a risk
participation. Inthe case of adirect credit substitute in which the bank has acquired arisk
participation, the acquiring bank’ s pro rata share of the direct credit subdtitute is multiplied by the full
amount of the assets that are supported by the direct credit substitute and converted using a 100%
credit converson factor. The resulting credit equivaent amount is then assigned to the risk-weight
category gppropriate to the obligor in the underlying transaction, after consdering any associated
guarantees or collaterdl.

(3) Treatment for direct credit substitutes related to syndications. In the case of adirect
credit subgtitute that takes the form of a syndication where each party is obligated only for itspro rata
share of the risk and there is no recourse to the originating entity, each bank’ s credit equivaent amount
will be caculated by multiplying only its pro rata share of the assets supported by the direct credit
subdtitute by a 100% conversion factor. The resulting credit equivaent amount is then assigned to the
risk-weight category appropriate to the obligor in the underlying transaction, after consdering any
associated guarantees or collateral.

(d) Externally rated positions: credit-equivalent amounts and risk weights--(1) Traded
positions. With respect to arecourse obligation, direct credit subgtitute, resdud interest (other than a
credit-enhancing interest-only strip) or mortgage- or asset-backed security that isa"traded position”
and that has received an externd rating on along-term position thet is one grade below investment
grade or better or a short-term position that isinvestment grade, the bank may multiply the face amount
of the position by the gppropriate risk weight, determined in accordance with Table A or B of this
appendix A, as appropriate.!* If atraded position receives more than one externd rating, the lowest

rating will goply.

13 A risk participation with a remaining maturity of one year or lessthat is conveyed to anon-OECD bank is also
assigned to the 20 percent risk category.

14 Stripped mortgage-backed securities and similar instruments, such as interest-only strips that are not credit-
enhancing and principal-only strips, must be assigned to the 100% risk category.
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TABLEA
Long-Term Rating Category Examples Risk Weight
Highest or second highest invesmentgrade . .. .......... AAA, AA 20%
Third highest invesmentgrade ...................... A 50%
Lowestinvestmentgrade ............... ... ... BBB 100%
One category below invesmentgrade. ... ............. BB 200%
TABLE B
Short-Term Rating Category Examples Risk Weight
Highes invesmentgrade ................. .. ... .... A-1,P-1 20%
Second highest invesmentgrade. ... ................. A-2,P-2 50%
Lowestinvesmentgrade ..., A-3, P-3 100%

(2) Non-traded positions. A recourse obligation, direct credit subgtitute, resdua interest (but not
a credit-enhancing interest-only strip) or mortgage- or asset-backed security extended in connection
with a securitization that is not a "traded position” may be assigned arisk weight in accordance with

section 11.B.5(d)(2) of this appendix A if:

(i) It has been externdly rated by more than one NRSRO;

(i) 1t has received an externd rating on along-term position thet is one category below investment
grade or better or a short-term position that isinvestment grade by al NRSROs providing arating;

(i) Theratiingsare publicly available; and

(iv) Theratings are based on the same criteria used to rate traded positions. If the ratings are
different, the lowest rating will determine the risk category to which the recourse obligation, direct credit
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subgtitute, residua interest, or mortgage- or asset-backed security will be assigned.

(e) Senior positions not externally rated. For arecourse obligation, direct credit substitute,
resdua interest or mortgage- or asset-backed security that is not externally rated but is senior in al
features to atraded position (including collateraization and maturity), abank may apply arisk weight to
the face amount of the senior position in accordance with section 11.B.5(d)(1) of this gppendix A, based
upon the risk weight of the traded position, subject to any current or prospective supervisory guidance
and the bank satisfying the FDIC that this treatment is gppropriate. This section will apply only if the
traded position provides substantia credit support for the entire life of the unrated position.

(f) Residual interests--(1) Concentration limit on credit-enhancing interest-only strips. In
addition to the capitad requirement provided by section 11.B.5(f)(2) of this gppendix A, a bank must
deduct from Tier 1 capita the face amount of dl credit-enhancing interest-only stripsin excess of 25
percent of Tier 1 capita in accordance with 88 325.5(f)(3).

(2) Credit-enhancing interest-only strip capital requirement. After applying the concentration
limit to credit-enhancing interest-only gtrips in accordance with section 325.5(F)(3), abank must
maintain risk-based capitd for a credit-enhancing interest-only strip, equa to the remaining face amount
of the credit-enhancing interest-only trip (net of the remaining proportiona amount of any existing
asociated deferred tax liability recorded on the balance sheet), even if the amount of risk-based capita
required to be maintained exceeds the full risk-based capita requirement for the assets transferred.
Transactions that, in substance, result in the retention of credit risk associated with atransferred credit-
enhancing interest-only strip will be treated as if the credit-enhancing interest-only strip was retained by
the bank and not transferred.

(3) Other residual interests capital requirement. Except as otherwise provided in section
11.B.5(d) or (€) of this appendix A, abank must maintain risk-based capita for aresidua interest
(excdluding a credit-enhancing interest-only strip) equd to the face amount of the resdud interest (net of
any existing associated deferred tax liability recorded on the bal ance sheet), even if the amount of
risk-based capital required to be maintained exceeds the full risk-based capital requirement for the
asststransferred. Transactions that, in substance, result in the retention of credit risk associated with a
transferred residud interest will be trested as if the resdud interest was retained by the bank and not
transferred.

(4) Residual interests and other recourse obligations. Where the aggregate capital requirement
for resdud interests (including credit-enhancing interest-only strips) and recourse obligations arising
from the same transfer of assets exceed the full risk-based capitd requirement for assets transferred, a
bank must maintain risk-based capital equa to the greater of the risk-based capitd requirement for the
resdud interest as caculated under sections 11.B.5(f)(2) through (3) of this gppendix A or the full
risk-based capita requirement for the assets transferred.

(9) Positionsthat are not rated by an NRSRO. A bank’s position (other than aresdud interest)
in asecuritization or structured finance program that is not rated by an NRSRO may be risk-weighted
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based on the bank's determination of the credit rating of the position, as specified in Table C of this
gopendix A, multiplied by the face amount of the pogition. In order to qudify for this trestment, the
bank's system for determining the credit rating of the position must meet one of the three dternative
standards set out in section 11.B.5(g)(1)through (3) of this appendix A.

TABLEC
Rating Category Examples Risk
Weight
Invesmentgrade .............cc i BBB or better | 100%
One category below investment grade BB | 200%

(1) Internal risk rating used for asset-backed programs. A bank extends a direct credit
substitute (but not a purchased credit-enhancing interest-only strip) to an asset-backed commercia
paper program sponsored by the bank and the bank is able to demonstrate to the satisfaction of the
FDIC, prior to relying upon its use, that the bank's interna credit risk rating system is adequate.
Adeguate internd credit risk rating systems usudly contain the following criteria’

(i) Theinterna credit risk rating system is an integra part of the bank’ s risk management system
that explicitly incorporates the full range of risks arisng from abank’ s participation in securitization
activities,

(i) Interna credit ratings are linked to measurable outcomes, such as the probability that the
position will experience any loss, the position’s expected |oss given default, and the degree of variance
in losses given default on thet pogtion;

(i) Theinternd credit risk rating system must separately consider the risk associated with the
underlying loans or borrowers, and the risk associated with the structure of a particular securitization
transaction;

(iv) Theinterna credit risk rating system identifies gradations of risk among "pass’ assats and other
risk postions;

* The adequacy of abank’ s use of itsinternal credit risk rating system must be demonstrated to the FDIC
considering the criterialisted in this section and the size and complexity of the credit exposures assumed by the
bank.
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(v) Theinterna credit risk rating system must have clear, explicit criteria (including for subjective
factors), that are used to classify assetsinto each internd risk grade;

(vi) The bank must have independent credit risk management or [oan review personnd assgning or
reviewing the credit risk ratings,

(vii) Aninterna audit procedure should periodicaly verify that internd risk ratings are assigned in
accordance with the bank’ s established criteria;

(viit) The bank must monitor the performance of the internd credit risk ratings assigned to
nonrated, nontraded direct credit subgtitutes over time to determine the appropriateness of the initial
credit risk rating assgnment and adjust individud credit risk ratings, or the overdl internd credit risk
ratings system, as needed; and

(iX) Theinterna credit risk rating system must make crediit risk rating assumptions that are
consstent with, or more conservative than, the credit risk rating assumptions and methodol ogies of
NRSROs.

(2) ProgramRatings. A bank extends a direct credit subgtitute or retainsa recourse obligation
(but not aresdud interest) in connection with a structured finance program and an NRSRO has
reviewed the terms of the program and stated arating for positions associated with the program. If the
program has options for different combinations of assets, Sandards, internal credit enhancements and
other relevant factors, and the NRSRO specifies ranges of rating categories to them, the bank may
apply the rating category applicable to the option that corresponds to the bank’ s position. In order to
rely on a program rating, the bank must demondtrate to the FDIC' s satisfaction that the credit risk
rating assigned to the program meets the same standards generdly used by NRSROs for rating traded
positions. The bank must dso demongrate to the FDIC' s satisfaction that the criteria underlying the
NRSRO'’s assgnment of ratings for the program are satisfied for the particular position issued by the
bank. If abank participates in a securitization sponsored by another party, the FDIC may authorize the
bank to use this approach based on a program rating obtained by the sponsor of the program.

(3) Computer Program. A bank is using an acceptable credit assessment computer program that
has been developed by an NRSRO to determine the rating of a direct credit substitute or recourse
obligation (but not aresdud interest) extended in connection with a structured finance program. In
order to rely on the rating determined by the computer program, the bank must demondtrate to the
FDIC s satisfaction that ratings under the program correspond credibly and religbly with the ratings of
traded pogtions. The bank must dso demondrate to the FDIC' s satisfaction the credibility of the
program in financia markets, the rdiability of the program in assessing credit risk, the applicability of the
program to the bank’ s position, and the proper implementation of the program.

(h) Limitations on risk-based capital requirements --(1) Low-level exposurerule. If the
maximum exposure to loss retained or assumed by a bank in connection with a recourse obligation, a
direct credit substitute, or aresidua interest is less than the effective risk-based capita requirement for
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the credit-enhanced assets, the risk-based capita required under this appendix A islimited to the
bank’ s maximum contractua exposure, less any recourse ligbility account established in accordance
with generdly accepted accounting principles. This limitation does not apply when a bank provides
credit enhancement beyond any contractua obligation to support assets it has sold.

(2) Mortgage-related securities or participation certificates retained in a mortgage loan
swap. If abank holds a mortgage-related security or a participation certificate as aresult of a
mortgage loan swap with recourse, capita is required to support the recourse obligation plusthe
percentage of the mortgage-related security or participation certificate that is not covered by the
recourse obligation. The tota amount of capita required for the on-baance sheet asset and the
recourse obligation, however, is limited to the capita requirement for the underlying loans, calculated as
if the bank continued to hold these loans as an on-baance sheet asst.

(3) Related on-balance sheet assets If arecourse obligation or direct credit substitute dso
gppears as a balance sheet asset, the asset is risk-weighted only under this section 11.B.5 of this
appendix A, except in the case of loan sarvicing assets and Smilar arrangements with embedded
recourse obligations or direct credit subgtitutes. In that case, the on-balance sheet servicing assets and
the related recourse obligations or direct credit substitutes must both be separately risk weighted and
incorporated into the risk-based capita calculation.

(i) Alternative Capital Calculation for Small Business Obligations.
(1) Definitions. For purposes of this section 11.B.5(i):
(i) Qualified bank means abank that:

(A) Iswell capitdized as defined in § 325.103(b)(1) without applying the capital trestment
described in this section 11.B.5(i), or

(B) Isadequatdy capitdized as defined in § 325.103(b)(2) without gpplying the capita treatment
described in this section 11.B.5(i) and has received written permission by order of the FDIC to apply
the capita trestment described in this section 11.B.5(i).

(i) Small business means a business that meets the criteriafor asmall business concern
established by the Small Business Adminigtration in 13 CFR part 121 pursuant to 15 U.S.C. 632.

(2) Capital and reserve requirements Notwithstanding the risk-based capitd treatment outlined
in any other paragraph (other than paragraph (i) of this section 11.B.5), with respect to atransfer with
recourse of asmal business |oan or alease to a smal business of persond property that is a sde under
generdly accepted accounting principles, and for which the bank establishes and maintains a
non-capita reserve under generdly accepted accounting principles sufficient to meet the reasonable
estimated ligbility of the bank under the recourse arrangement; a quaified bank may eect to include
only the face amount of its recoursein its risk-weighted assets for purposes of caculating the bank’s
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risk-based capitd ratio.

(3) Limit on aggregate amount of recourse. The total outstanding amount of recourse retained
by a qudified bank with respect to transfers of smal business|oans and leases to smal businesses of
personal property and included in the risk-weighted assets of the bank as described in section
11.B.5(1)(2) of this appendix A may not exceed 15 percent of the bank's total risk-based capita, unless
the FDIC specifies a greater amount by order.

(4) Bank that ceasesto be qualified or that exceeds aggregate limit. If abank ceasesto bea
quaified bank or exceeds the aggregate limit in section 11.B.5(i)(3) of this gppendix A, the bank may
continue to apply the capitd treatment described in section 11.B.5(i)(2) of this gppendix A to transfers
of small business loans and leases to smal businesses of persona property that occurred when the bank
was quaified and did not exceed the limit.

(5) Prompt correction action not affected. (i) A bank shal compute its capital without regard to
this section I1.B.5(i) for purposes of prompt corrective action (12 U.S.C. 18310) unlessthe bank isa
well capitalized bank (without applying the capital trestment described in this section 11.B.5(i)) and,
after gpplying the capita treatment described in this section 11.B.5(i), the bank would be well
capitaized.

(i) A bank shal compute its capital without regard to this section 11.B.5(i) for purposes of 12
U.S.C. 18310(g) regardiess of the bank's capita level.

C. * * *
Category 2-20 Percent Risk Weight.

* *x * * %

d. Thiscategory aso includes recourse obligations, direct credit substitutes, resdud interests
(other than a credit-enhancing interest-only strip) and asset- or mortgage-backed securities rated in the
highest or second highest investment grade category, eg., AAA, AA, in the case of long-term ratings,
or the highest rating category, eg., A-1, P-1, in the case of short-term ratings.

Category 3--50 Percent Risk Weight.

* * * % *
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d. Thiscategory dso includes recourse obligations, direct credit substitutes, resdud interests
(other than a credit-enhancing interest-only strip) and asset- or mortgage-backed securities rated in the
third highest investment grade category, eg., A, in the case of long-term ratings, or the second highest
rating category, e.g., A-2, P-2, in the case of short-term ratings.

Category 4--100 Percent Risk Weight. (a) All assets not included in the categories abovein
section I1.C of this appendix A, except the assats specificaly included in the 200 percent category
below in section 11.C of this gppendix A and assets that are otherwise risk weighted in accordance with
section I1.B.5 of this appendix A, are assigned to this category, which comprises standard risk assets.
The bulk of the assets typically found in aloan portfolio would be assigned to the 100 percent category.

(b) This category includes:

(1) Long-term claims on, and the portions of long-term clams that are guaranteed by, non-OECD
banks, and dl claims on non-OECD centra governments that entail some degree of transfer risk;*

(2) All daimson foreign and domestic private-sector obligors not included in the categories above
in section 11.C of this gppendix A (including loans to nondepository financia ingtitutions and bank
holding companies);

(3) Clamson commercid firms owned by the public sector;

% The types of loansthat qualify asloans secured by multifamily residential properties are listed in the
instructions for preparation of the Consolidated Reports of Condition and Income. In addition, from the standpoint
of the selling bank, when a multifamily residential property loan is sold subject to a pro rataloss sharing arrangement
which provides for the purchaser of the loan to sharein any loss incurred on the loan on a pro rata basis with the
selling bank, that portion of the loan is not subject to the risk-based capital standards. In connection with sales of
multifamily residential property loansin which the purchaser of the loan sharesin any lossincurred on the loan with
the selling bank on other than a pro rata basis, the selling bank must treat these other loss sharing arrangementsin
accordance with section I1.B.5 of this appendix A.

33 Such assatsinclude dl non-local currency claims on, and the portions of claims that are guaranteed
by, non-OECD central governments and those portions of loca currency claims on, or guaranteed by,

non-OECD centrd governments that exceed the locd currency liabilities held by the bank.
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(4) Customer liabilities to the bank on acceptances outstanding involving standard risk cdlaims;®
(5) Investmentsin fixed assets, premises, and other red estate owned,;

(6) Common and preferred stock of corporations, including stock acquired for debts previoudy
contracted;

(7) Commercid and consumer |oans (except those assigned to lower risk categories due to
recognized guarantees or collateral and loans secured by residentia property that qualify for alower
risk weight);

(8) Recourse obligations, direct credit subgtitutes, resdua interests (other than a credit-enhancing
interest-only strip) and asset- or mortgage-backed securities rated in the lowest investment grade
category, e.g., BBB, aswdl as certain pogitions (but not residua interests) which the bank rates
pursuant to section 11.B.5(g) of this gppendix A.;

(9) Indusgtrial-development bonds and similar obligations issued under the auspices of states or
political subdivisons of the OECD-based group of countries for the benefit of a private party or
enterprise where that party or enterprise, not the government entity, is obligated to pay the principa and
interest;

(10) All obligations of gtates or political subdivisons of countries that do not belong to the OECD-
based group; and

(12) Stripped mortgage-backed securities and smilar instruments, such as interest-only strips that
are not credit-enhancing and principa-only strips.

(¢) Thefollowing assets ds0 are assigned arisk weight of 100 percent if they have not dready
been deducted from capitd: investments in unconsolidated companies, joint ventures, or associated
companies; instruments that quaify as capita issued by other banks, deferred tax assets, and mortgage
servicing assets, nonmortgage servicing assets, and purchased credit card relationships.

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

(8 Externdly rated recourse obligations, direct credit subgtitutes, resdua interests (other than a
credit-enhancing interest-only strip), and asset- and mortgage-backed securities thet are rated one
category below the lowest investment grade category, e.g., BB, to the extent permitted in section
11.B.5(d) of this appendix A; and

34 Customer liabilities on acceptances outstanding involving nonstandard risk claims, such as claimson U.S.
depository institutions, are assigned to the risk category appropriate to the identity of the obligor or, if relevant, the
nature of the collateral or guarantees backing the claims. Portions of acceptances conveyed asrisk participations to
U.S. depository institutions or foreign banks are assigned to the 20 percent risk category appropriate to short-term
claims guaranteed by U.S. depository institutions and foreign banks.
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(b) A position (but not aresidud interest) in a securitization or structured finance program thet is
not rated by an NRSRO for which the bank determines that the credit risk is equivaent to one category
below investment grade, e.g., BB, to the extent permitted in section I1.B.5.(g) of this gppendix A.

The face amount of an off-balance sheet item is generdly incorporated into the risk-weighted assets
in two steps. The face amount isfirst multiplied by a credit conversion factor, except as otherwise
specified in section 11.B.5 of this gppendix A for direct credit subgtitutes and recourse obligations. The
resultant credit equivaent amount is assigned to the appropriate risk category according to the obligor
or, if relevant, the guarantor or the nature of the collateral.* Table 11 to this appendix A setsforth the
converson factors for various types of off-baance-sheet items.

1. Items With a 100 Percent Conversion Factor. (a) Except as otherwise provided in section
[1.B.5. of thisgppendix A, the full amount of an asset or transaction supported, in whole or in part, by
adirect credit subgtitute or arecourse obligation. Direct credit substitutes and recourse obligations are
defined in section [1.B.5. of this gppendix A.

(b) Sale and repurchase agreements, if not aready included on the balance sheet, and forward
agreements. Forward agreements are legdly binding contractua obligations to purchase assets with
drawdown which is certain at a specified future date. Such obligations include forward purchases,
forward forward deposits placed,* and partly-paid shares and securities; they do not include
commitments to make resdential mortgage loans or forward foreign exchange contracts.

() Securitieslent by abank are treated in one of two ways, depending upon whether the lender is
exposed to risk of loss. If abank, as agent for a customer, lends the customer's securities and does not
indemnify the customer againgt oss, then the securities transaction is excluded from the risk-based
capita cdculation. On the other hand, if a bank lends its own securities or, acting as agent for a
customer, lends the customer's securities and indemnifies the customer againgt loss, the transaction is
converted at 100 percent and assigned to the risk weight category appropriate to the obligor or, if
gpplicable, to the collatera delivered to the lending bank or the independent custodian acting on the
lending bank's behdf.

% The sufficiency of collateral and guarantees for off-balance-sheet items is determined by the market value of
the collateral or the amount of the guaranteein relation to the face amount of the item, except for derivative
contracts, for which this determination is generally madein relation to the credit equivalent amount. Collateral and
guarantees are subject to the same provisions noted under section |1.B. of this appendix A.

% Forward forward deposits accepted are treated as interest rate contracts.
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[11. Minimum Risk-Based Capital Ratio

Subject to section 11.B.5. of this gppendix A, banks generdly will be expected to meet a minimum
ratio of qualifying tota capital to risk-weighted assets of 8 percent, of which & least 4 percentage
points should be in the form of core capitd (Tier 1). Any bank that does not meet the minimum risk-
based capitd ratio, or whose capitd is otherwise consdered inadequate, generally will be expected to
develop and implement a capita plan for achieving an adequate level of capitd, consstent with the
provisions of this risk-based capital framework and § 325.104, the specific circumstances affecting the
individua bank, and the requirements of any related agreements between the bank and the FDIC.
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Tablel -- Definition of Qualifying Capital

Components

Minimum Requirements

(1) CORE CAPITAL (Tier 1)
(8 Common stockholders' equity

(b) Noncumulative perpetual preferred stock and any
related surplus

(c) Minority interest in equity accounts of consolidated

(d) Less: All intangible assets other than certain
mortgage servicing assets, nonmortgage servicing assets
and purchased credit card relationships.

(e) Less: Certain credit-enhancing interest-only strips.
(f) Less: Certain deferred tax assets.
(2) SUPPLEMENTARY CAPITAL (Tier 2)
(& Allowancefor loan and lease losses
(b) Unrealized gains on certain equity securities.®

(¢) Cumulative perpetual and long-term preferred stock
(original maturity of 20 years or more) and any related
surplus

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

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

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

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

(8 Investments in banking and finance subsidiaries that
are not consolidated for regulatory capital purposes.

(b) Intentional, reciprocal cross-holdings of capital
securities issued by banks.

(c) Other deductions (such asinvestment in other
subsidiaries or joint ventures) as determined by
supervisory authority

(4) TOTAL CAPITAL

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

No limit*

No limitt

¢

¢

)

Total of tier 2 islimited to 100% of tier 1°
Limited to 1.25% of weighted-risk assets®
Limited to 45% of pretax net unrealized gains.®
No limit within tier 2; long-term preferred is amortized for
capital purposes as it approaches maturity.
No limit within Tier 2.

No limit within Tier 2.

Term subordinated debt and intermediate-term preferred

stock are limited to 50% of Tier 15 and amortized for capital

purposes as they approach maturity.

On a case-by-case basis or as a matter of policy after formal

consideration of relevant issues.

Must equal or exceed 8% or weighted-risk assets
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1 No express limits are placed on the amounts of nonvoting common, noncumulative perpetua preferred stock, and
minority interests that may be recognized as part of Tier 1 capital. However, voting common stockholders' equity capital

generally will be expected to be the dominant form of Tier 1 capital and banks should avoid undue reliance on other Tier 1 capital
elements.

2 The amounts of mortgage servicing assets, nonmortgage servicing assets and purchased credit card relationships that can
be recognized for purposes of calculating Tier 1 capital are subject to the limitations set forth in § 325.5(f). All deductions are

for capital purposes only; deductions would not affect accounting treatment.

3 The amounts of credit-enhanci ng interest-only strips that can be recognized for purposes of calculating Tier 1 capital are
subject to the limitations set forth in § 325.5(f).

4 Deferred tax assets are subject to the capital limitations set forth in § 325.5(g).
S Amountsin excess of limitations are permitted but do not qualify as capital.

6 Unrealized gains on equity securities are subject to the capital limitations set forth in paragraph [.A2.(f) of appendix A to
part 325.

* * * * *

Tablell.--Summary of Risk Weights and Risk Categories.

* k% * % %

Category 2--20 Percent Risk Weight.

* % * % %

(12) Recourse obligations, direct credit subgtitutes, residua interests (other than credit-enhancing
interest-only strips) and asset- or mortgage-backed securities rated in ether of the two highest
investment grade categories, eg., AAA or AA, in the case of long-term ratings, or the highest rating
category, eg., A-1, P-1, in the case of short-term ratings.

Category 3--50 Percent Risk Weight.

* % * % %

(3) Recourse obligations, direct credit subgtitutes, resdud interests (other than credit-enhancing
interest-only strips) and asset- or mortgage-backed securities rated in the third-highest investment
grade category, eg., A, in the case of long-term ratings, or the second highest rating category, eg., A-
2, P-2, in the case of short-term ratings.
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* % * % %

Category 4--100 Percent Risk Weight.

* % * %

(9) Recourse obligations, direct credit substitutes, resdud interests (other than credit-enhancing
interest-only strips) and asset- or mortgage-backed securities rated in the lowest investment grade
category, e.g., BBB, aswdl as certain positions (but not residud interests) which the bank rates
pursuant to section 11.B.5(g) of this gppendix A.

(10) All other assts, including any intangible assets that are not deducted from capitd, and the
credit equivalent amounts® of off-balance sheet items not assigned to a different risk category.

Category 5--200 Percent Risk Weight.

(1) Externdly rated recourse obligations, direct credit subgtitutes, resdua interests (other than
credit-enhancing interest-only strips), and asset- and mortgage-backed securities that are rated one
category below the lowest investment grade category, e.g., BB, to the extent permitted in section
11.B.5(d) of this appendix A; and

(2) A pogtion (but not aresdud interest) extended in connection with a securitization or structured
financing program that is not rated by an NRSRO for which the bank determines that the credit risk is

equivalent to one category below investment grade, e.g., BB, to the extent permitted in section
11.B.5.(g) of this gppendix A.

* ok ok ok ok
Table I11.--Credit Conversion Factors for Off-Balance Sheet Items.
100 Percent Conversion Factor.

(1) Thefull amount of assets supported by direct credit substitutes and

recourse obligations (unless a different treatment is otherwise specified). For risk participationsin such

4 In generd, for each off-balance sheet item, a conversion factor (see Table I11) must be applied to

determine the "credit equivaent amount” prior to assgning the off-balance sheet item to arisk weight

category.
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arrangements acquired by the bank, the full amount of assets supported by the main obligation
multiplied by the acquiring bank's percentage share of the risk participation.

(2) Acquidtions of risk participations in bankers acceptances.

(3) Sde and repurchase agreements, if not dready included on the balance shest.

7. In appendix B to part 325:

A. Amend section | by changing “CAMEL” to “CAMELS’ in the first undesignated paragraph and
in the second undesignated paragraph by removing “by December 31, 1992 (and at least 7.25 percent
by December 31, 1990).”

B. Amend section |11 by removing the second undesignated paragraph.

C. Insection IV. paragraph A:

i. Amend the first undesignated paragraph by removing “in accordance with Accounting Principles
Board Opinion No. 16, as amended,”;

ii. Remove the second undesignated paragraph; and

iii. Amend the new second undesignated paragraph by changing “8325(t)” to “8325.2(v).”

By order of the Board of Directors.

Dated at Washington, D.C., this 23rd day of October, 2001.

FEDERAL DEPOSIT INSURANCE CORPORATION

(Signed) Janes D. LaPierre
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JamesD. LaPierre,

Deputy Executive Secretary.

(SEAL)
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DEPARTMENT OF THE TREASURY
Office of Thrift Supervison
12 CFR Chapter V
Authority and I ssuance

For the reasons set out in the preamble, part 567 of chapter V of title 12 of the Code of Federal
Regulationsis amended asfollows:

PART 567--CAPITAL

1. The authority citation for part 567 continues to read as follows:
Authority: 12 U.S.C. 1462, 1462a, 1463, 1464, 1467a, 1828(note).

2. Section 567.1 is amended by:

A. Revisng the definitions of direct credit substitute and recourse;

B. Adding definitions of credit derivative, credit-enhancing interet-only strips, credit-enhancing
representations and warranties, face amount, financial asst, financia standby letter of credit, nationaly
recognized statistical rating organization, performance-based standby letter of credit, resdud interest,
risk participation, securitization, servicer cash advance, structured financing program, and traded
position; and

C. Removing the definition of high quaity mortgage related securities to read as follows:

§567.1 Definitions.

*x * * * %

Credit derivative. Theterm credit derivetive means a contract that allows one party (the protection
purchaser) to transfer the credit risk of an asset or off-balance sheet credit exposure to another party
(the protection provider). The vaue of a credit derivative is dependent, at least in part, on the credit
performance of a*referenced asset.”

Credit-enhancing interest-only drip. (1) Theterm credit-enhancing interest-only srip means an
on-balance sheet asset that, in form or in substance:
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(i) Represents the contractua right to receive some or al of the interest due on transferred assets,
and

(i) Exposesthe savings association to credit risk directly or indirectly associated with the
transferred assets that exceeds its pro rata share of the savings association’s claim on the assets
whether through subordination provisons or other credit enhancement techniques.

(2) OTSresarvestheright to identify other cash flows or related interests as a credit-enhancing
interest-only gtrip. In determining whether a particular interest cash flow functions as a credit-enhancing
interest-only strip, OTS will consider the economic substance of the transaction.

Credit-enhancing representations and warranties. (1) Theterm credit-enhancing representations
and warranties means representations and warranties that are made or assumed in connection with a
transfer of assets (including loan servicing assets) and that obligate a savings association to protect
investors from losses arising from credit risk in the assets transferred or loans serviced.

(2) Credit-enhancing representations and warranties include promises to protect a party from
losses resulting from the default or nonperformance of another party or from an insufficiency in the value
of the collaterd.

(3) Credit-enhancing representations and warranties do not include:

(i) Early-default clauses and smilar warranties that permit the return of, or premium refund clauses
covering, qualifying mortgage loans for a period not to exceed 120 days from the date of transfer.
These warranties may cover only those loans that were originated within one year of the dete of the
trandfer;

(i) Premium refund clauses covering assets guaranteed, in whole or in part, by the United States
government, a United States government agency, or a United States government-sponsored enterprise,
provided the premium refund clauseis for a period not to exceed 120 days from the date of transfer; or

(iif) Warrantiesthat permit the return of assets in instances of fraud, misrepresentation or
incomplete documentation.

* * * * *

Direct credit subgtitute. The term direct credit subgtitute means an arrangement in which a savings
association assumes, in form or in substance, credit risk associated with an on- or off-balance sheet
asset or exposure that was not previoudy owned by the savings association (third-party asset) and the
risk assumed by the savings association exceeds the pro rata share of the savings association’s interest
in the third-party asset. If a savings association has no claim on the third-party asset, then the savings
association’ s assumption of any credit risk isadirect credit subgtitute. Direct credit substitutesinclude:
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(1) Financid standby letters of credit that support financid claims on athird party that exceed a
savings association’s pro rata share in the financid daim;

(2) Guarantees, surety arrangements, credit derivatives, and similar instruments backing financia
clams that exceed a savings association’s pro rata share in the finanaid dam;

(3) Purchased subordinated interests that absorb more than their pro rata share of losses from the
underlying assets,

(4) Credit derivative contracts under which the savings association assumes more than its pro rata
share of credit risk on athird-party asset or exposure;

(5) Loansor linesof credit that provide credit enhancement for the financia obligations of athird

party;

(6) Purchased loan sarvicing assets if the servicer is responsible for credit losses or if the servicer
makes or assumes credit-enhancing representations and warranties with respect to the loans serviced.
Servicer cash advances as defined in this section are not direct credit substitutes; and

(7) Clean-up cdlsonthird party assets. However, clean-up calls that are 10 percent or less of the
origina pool balance and that are exercisable at the option of the savings association are not direct
credit subgtitutes.

*x * * * %

Face amount. The term face amount means the notationd principd, or face vaue, amount of an
off-balance sheet item or the amortized cost of an on-balance sheet asst.

Financid asset. Theterm financid asset means cash or other monetary instrument, evidence of
debt, evidence of an ownership interest in an entity, or a contract that conveys aright to receive or
exchange cash or ancther financid instrument from another party.

Financial stlandby letter of credit. The term financid standby letter of credit means aletter of credit
or Smilar arrangement that represents an irrevocable obligation to athird-party beneficiary:

(1) Torepay money borrowed by, or advanced to, or for the account of, a second party (the
account party); or

(2) To make payment on behdf of the account party, in the event that the account party failsto
fulfill its obligetion to the beneficiary.

*x * * * %
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Nationdly recognized datisticd rating organizetion (NRSRO). The term nationally recognized
ddtidicd rating organization means an entity recognized by the Divison of Market Regulation of the
Securities and Exchange Commission (Commission) as a nationdly recognized statistica rating
organization for various purposes, including the Commisson’s uniform net capitd requirements for
brokers and dedlers.

* * * * *

Performance-based standby letter of credit. The term performance-based standby letter of credit
means any letter of credit, or smilar arrangement, however named or described, which represents an
irrevocable obligation to the beneficiary on the part of the issuer to make payment on account of any
default by athird party in the performance of a nonfinancia or commercid obligation. Such letters of
credit include arrangements backing subcontractors and suppliers performance, labor and materiads
contracts, and construction bids.

*x * * * %

Recourse. Theterm recourse means a savings association’ s retention, in form or in substance, of
any credit risk directly or indirectly associated with an asset it has sold (in accordance with generdly
accepted accounting principles) that exceeds a pro rata share of that savings association's clam on the
ast. If asavings association has no claim on aasset it has sold, then the retention of any credit risk is
recourse. A recourse obligation typicaly arises when a savings association transfers assetsin asde and
retains an explicit obligation to repurchase assets or to absorb losses due to a default on the payment of
principa or interest or any other deficiency in the performance of the underlying obligor or some other
party. Recourse may dso exist implicitly if asavings association provides credit enhancement beyond
any contractua obligation to support assetsit has sold. Recourse obligations include:

(1) Credit-enhancing representations and warranties made on transferred assets,
(2) Loan sarvicing assets retained pursuant to an agreement under which the savings association
will be responsible for |osses associated with the loans serviced. Servicer cash advances as defined in

this section are not recourse obligations;

(3) Retained subordinated interests that absorb more than their pro rata share of 1osses from the
underlying assets,

(4) Assets sold under an agreement to repurchase, if the assets are not aready included on the
bal ance shest;

(5) Loan drips sold without contractua recourse where the maturity of the tranferred portion of
the loan is shorter than the maturity of the commitment under which the loan is drawn;

(6) Credit derivativesissued that absorb more than the savings association’s pro rata share of
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losses from the transferred assets; and
(7) Clean-up calls on assets the savings association has sold. However, clean-up callsthat are 10

percent or less of the origind pool baance and that are exercisable at the option of the savings
association are not recourse arrangements.

* * * * *

Resdud interedt. (1) The term residud interest means any on-baance sheet asset that:

(i) Representsan interest (including a beneficid interest) created by atransfer that qudifiesasa
sde (in accordance with generally accepted accounting principles) of financia assets, whether through a
securitization or otherwise; and

(i) Exposesasavings asociation to credit risk directly or indirectly associated with the transferred
asset that exceeds a pro rata share of that savings association’s claim on the asset, whether through
subordination provisons or other credit enhancement techniques.

(2) Reddud interests generally include credit-enhancing interest-only strips, Spread accounts, cash
collaterd accounts, retained subordinated interests (and other forms of overcollaterdization), and
amilar assets that function as a credit enhancement.

(3) Resdud interests further include those exposures that, in substance, cause the savings
association to retain the credit risk of an asset or exposure that had qudified as aresdua interest
before it was sold.

(4) Resdud interests generaly do not include assets purchased from athird party. However, a
credit-enhancing interest-only strip that is acquired in any asset trandfer isaresdud interest.

*x * * * %

Risk participation. The term risk participation means a participation in which the originating party
remains liable to the beneficiary for the full amount of an obligation (e.g., adirect credit subgtitute),
notwithstanding that another party has acquired a participation in that obligation.

*x * * * %

Securitization The term securitization means the pooling and repackaging by a specid purpose
entity of assets or other credit exposures that can be sold to investors. Securitization includes
transactions that create stratified credit risk positions whose performance is dependent upon an
underlying pool of credit exposures, including loans and commitments.

Servicer cash advance. Theterm servicer cash advance means funds that aresidentia mortgage
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servicer advances to ensure an uninterrupted flow of payments, including advances made to cover
foreclosure costs or other expenses to facilitate the timely collection of theloan. A servicer cash
advance is not arecourse obligation or adirect credit subdtitute if:

(1) Theservicer isentitled to full reimbursement and this right is not subordinated to other clams
on the cash flows from the underlying asset pool; or

(2) For any oneloan, the servicer’s obligation to make nonreimbursable advances is contractualy
limited to an inggnificant amount of the outstanding principa amount on that loan.

* * * * *

Structured financing program. The term dructured financing program means a program where
receivable interests and asset- or mortgage-backed securities issued by multiple participants are
purchased by a specid purpose entity that repackages those exposures into securities that can be sold
to investors. Structured financing programs alocate credit risk, generaly, between the participants and
credit enhancement provided to the program.

* * % * %

Traded podition. The term traded position means a position retained, assumed, or issued in
connection with a securitization that is rated by a NRSRO, where there is a reasonable expectation
that, in the near future, the rating will be relied upon by:

(1) Uneffiliated investors to purchase the security; or

(2) Anunaffiliated third party to enter into a transaction involving the position, such as a purchase,
loan, or repurchase agreement.

*x * * * %

3. Section 567.2 is amended by revisng paragraph (a)(1)(i) to read asfollows:

§567.2 Minimum regulatory capital requirement.
(a * * *
(1) Risk-based capita requirement. (i) A savings associaion’s minimum risk-based capita

requirement shall be an amount equd to 8% of its risk-weighted assets as measured under § 567.6 of
this part.
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* * * * *

4. Amend § 567.5 by adding a new paragraph (8)(2)(iii) to read asfollows:
§567.5 Components of capital.

@ * * *

@) * * *

(iif) Credit-enhancing interest-only strips that are not includable in core capital under § 567.12 of
this part are deducted from assets and capital in computing core capital.

5. Section 567.6 is amended by:
A. Revigng paragraph (a) introductory text;

B. Revisng paragraph (8)(1) introductory text and paragraphs (8)(1)(ii)(R), (a(2)(iii)(C),
@MV, and @(1)(Iv)M);

C. Removing and resarving paragraphs (a)(1)(ii)(H) and (a)(1)(iv)(N);
D. Revising paragraph (2)(2) introductory text;

E. Removing and reserving paragraphs (a)(2)(i)(A) and (C);

F. Revising paragraph (8)(2)(i)(B);

G. Revising paragraph (a)(2)(ii)(A);

H. Removing paragraph (a)(3); and

|. Adding paragraph (b) to read asfollows:

§567.6 Risk-based capital credit risk-weight categories.

(8) Risk-weighted assets. Risk-weighted assets equal risk-weighted on-balance sheet assets
(computed under paragraph (a)(1) of this section), plus risk-weighted off-balance sheet activities
(computed under paragraph (8)(2) of this section), plus risk-weighted recourse obligations, direct credit
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subgtitutes, and certain other positions (computed under paragraph (b) of this section). Assets not
included (i.e., deducted from capital) for purposes of calculating capita under 8 567.5 are not included
in caculating risk-weighted assets.

(1) On-balance sheet assets. Except as provided in paragraph (b) of this section, risk-weighted
on-balance sheet assets are computed by multiplying the on-baance sheet asset amounts times the
appropriate risk-weight categories. The risk-weight categories are:

* * * * *

(“) * x %

(R) Clamson, or guaranteed by depository ingtitutions other than the central bank, incorporated in
anon-OECD country, with aremaining maturity of one year or less,

* * * * *
* * %
(i)

(©) Privatdy-issued mortgage-backed securities (i.e., those that do not carry the guarantee of a
government or government sponsored entity) representing an interest in qualifying mortgage loans or
qudifying multifamily mortgege loans. If the security is backed by qudifying multifamily mortgage loans,
the savings association must receive timely payments of principa and interest in accordance with the
terms of the security. Payments will generdly be consdered timely if they are not 30 days past due;

*x * * * %

(IV) * * *

(J) Debt securities not otherwise described in this section;

*x * * * %

(M) Interest-only strips receivable, other than credit-enhancing interest-only strips,

*x * * * %

(2) Off-baance sheet items. Except as provided in paragraph (b) of this section, risk-weighted
off-balance sheet items are determined by the following two-step process. Firg, the face amount of the
off-balance sheet item must be multiplied by the appropriate credit conversion factor listed in this
paragraph (8)(2). This cdculation trandates the face amount of an off-baance sheet exposure into an
on-balance sheet credit-equivaent amount. Second, the credit-equivaent amount must be assigned to
the appropriate risk-weight category using the criteria regarding obligors, guarantors, and collatera
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listed in paragraph (a)(1) of this section, provided that the maximum risk weight assigned to the credit-
equivaent amount of an interest-rate or exchange-rate contract is 50 percent. The following are the
credit conversion factors and the off-balance sheet items to which they apply.

(|) * % %
(B) Risk participations purchased in bankers acceptances,
(“) * % %

(A) Transaction-related contingencies, including, among other things, performance bonds and
performance-based standby letters of credit related to a particular transaction;

*x * * * %

(b) Recourse obligations, direct credit substitutes, and certain other positions. (1) In generd.
Except as otherwise permitted in this paragraph (b), to determine the risk-weighted asset amount for a
recourse obligation or adirect credit substitute (but not aresidud interest):

() Multiply the full amount of the credit-enhanced assets for which the savings association directly
or indirectly retains or assumes credit risk by a 100 percent conversion factor. (For adirect credit
subgtitute that is an on-balance sheet asset (e.g., a purchased subordinated security), a savings
associaion must use the amount of the direct credit substitute and the full amount of the asset its
supports, i.e., dl the more senior postionsin the sructure); and

(i) Assgnthiscredit equivdent amount to the risk-weight category appropriate to the obligor in the
underlying transaction, after consdering any associated guarantees or collateral. Paragraph (a)(1) of
this section ligts the risk-weight categories.

(2) Resdud interests. Except as otherwise permitted under this paragraph (b), asavings
association must maintain risk-based capital for resdua interests as follows:

(i) Credit-enhancing interest-only grips. After applying the concentration limit under 8
567.12(e)(2) of this part, a saving association must maintain risk-based capitd for a credit-enhancing
interest-only strip equa to the remaining amount of the strip (net of any existing associated deferred tax
ligbility), even if the amount of risk-based capita that must be maintained exceeds the full risk-based
capita requirement for the assets transferred.  Transactions that, in substance, result in the retention of
credit risk associated with atransferred credit-enhancing interest-only strip are trested as if the strip
was retained by the savings association and was not transferred.

(i) Other residuad interests. A saving association must maintain risk-based capitd for aresdua
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interest (excluding a credit-enhancing interest-only strip) equa to the face amount of the resdud interest
(net of any exigting associated deferred tax lighility), even if the amount of risk-based capitd that must
be maintained exceeds the full risk-based capita requirement for the assets transferred. Transactions
that, in substance, result in the retention of credit risk associated with atransferred resdud interest are
treated asif the residud interest was retained by the savings association and was not transferred.

(i) Residud interests and other recourse obligations. Where a savings association holds aresidua
interest (including a credit-enhancing interest-only strip) and another recourse obligation in connection
with the same trandfer of assats, the savings association must maintain risk-based capital equd to the
greater of:

(A) Therisk-based capitd requirement for the residual interest as calculated under paragraph
(b)(2)(i) through (ii) of this section; or

(B) Thefull risk-based capitd requirement for the assets transferred, subject to the low-level
recourse rules under paragraph (b)(7) of this section.

(3) Ratings-based approach--(i) Cdculation A savings association may caculate the risk-
welghted asset amount for an digible position described in paragraph (b)(3)(ii) of this section by
multiplying the face amount of the position by the gppropriate risk weight determined in accordance
with Table A or B of thissection. (NOTE: Stripped mortgage-backed securities or other smilar
instruments, such as interest-only and principa-only strips, that are not credit enhancing must be
assigned to the 100% risk-weight category.)

Table A
Long Term Rating Category Risk Weight
Highest or second highest investment grade 20%
Third highest investment grade 50%
Lowest investment grade 100%
One category below investment grade 200%
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TableB
Short Term Rating Category Risk Weight
Highest invesment grade 20%
Second highest investment grade 50%
Lowest investment grade 100%

(i) Highility. (A) Traded podtions. A postionisdigible for the trestment described in paragraph
(b)(A)(i) of thissection, if:

(1) The postionisarecourse obligation, direct credit subgtitute, residua interest, or asset- or
mortgage-backed security and is not a credit-enhancing interest-only gtrip;

(2) Thepogtionisatraded postion; and

(3) The NRSRO hasrated along term position as one grade below investment grade or better or a
short term position as investment grade. If two or more NRSROs assign ratings to a traded position,
the savings association must use the lowest rating to determine the appropriate risk-weight category
under paragraph (b)(3)(i) of this section.

(B) Non-traded positions. A postion that is not traded is eligible for the trestment described in
paragraph (b)(3)(i) of this section if:

(1) The posgtionisarecourse obligation, direct credit substitute, residua interest, or asset- or
mortgage-backed security extended in connection with a securitization and is not a credit-enhancing
interest-only strip;

(2) Morethan one NRSRO rate the position;

(3) All of the NRSROs that provide arating rate along term position as one grade below
investment grade or better or a short term position asinvestment grade. If the NRSROs assign different
ratings to the position, the savings association must use the lowest rating to determine the appropriate
risk-weight category under paragraph (b)(3)(i) of this section;
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(4) The NRSROs base their ratings on the same criteria that they use to rate securitiesthat are
traded positions; and

(5) Theratingsare publicly avaladle.

(C) Unrated senior positions. If arecourse obligation, direct credit subgtitute, resdud interest, or
asset- or mortgage-backed security is not rated by an NRSRO, but is senior or preferred in al features
to atraded pogtion (including collateraization and maturity), the savings association may risk-weight
the face amount of the senior position under paragraph (b)(3)(i) of this section, based on the rating of
the traded pogition, subject to supervisory guidance. The savings association must satisfy OTS that this
treatment is appropriate. This paragraph (b)(3)(1)(C) applies only if the traded position provides
Substantive credit support to the unrated position until the unrated position matures.

(4) Certain poditionsthat are not rated by NRSROs. (i) Cdculation A savings association may
cdculate the risk-weighted asset amount for eligible position described in paragraph (b)(4)(ii) of this
section based on the savings association’ s determination of the credit rating of the position. To risk-
weight the asset, the savings association must multiply the face amount of the position by the
gopropriate risk weight determined in accordance with Table C of this section.

TableC
Rating Category Risk Weight
Investment grade, 100%
One category below investment grade. 200%

(i) Eligibility. A position extended in connection with a securitization is digible for the treatment
described in paragraph (b)(4)(i) of this section if it is not rated by an NRSRO, isnot aresidud interest,
and meets the one of the three adternative standards described in paragraph (b)(4)(ii))(A) , (B) or (C) of
this section:

(A) Podtion rated interndly. A direct credit substitute, but not a purchased credit-enhancing
interest-only gtrip, is eligible for the treetment described under paragraph (b)(4)(i) of this section, if the
position is assumed in connection with an asset-backed commercia paper program sponsored by the
savings association. Before it may rely on aninternd credit risk rating system, the saving association
must demondirate to OTS s satisfaction that the system is adequate. Adequate internd credit risk rating
sysemstypicaly:
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(1) Areanintegrd part of the savings association’s risk management system that explicitly
incorporates the full range of risks arising from the savings association’ s participation in securitization
activities,

(2) Link internd credit ratings to measurable outcomes, such as the probability that the position will
experience any loss, the expected loss on the position in the event of default, and the degree of variance
inlossesin the event of default on that postion;

(3) Separately consder the risk associated with the underlying loans or borrowers, and the risk
associated with the structure of the particular securitization transaction;

(4) Identify gradations of risk among “pass’ assets and other risk positions,

(5) Usedear, explicit criteriato classfy assetsinto each internd rating grade, including subjective
factors,

(6) Employ independent credit risk management or loan review personne to assign or review the
credit risk ratings,

(7) Indude an internd audit procedure to periodicaly verify that interna risk ratings are assgned in
accordance with the savings association’ s established criteria;

(8) Monitor the performance of the assigned internd credit risk ratings over time to determine the
gopropriateness of the initia credit risk rating assgnment, and adjust individud credit risk ratings or the
overdl internd credit risk rating system, as needed; and

(9) Make credit risk rating assumptions that are congstent with, or more conservative than, the
credit risk rating assumptions and methodol ogies of NRSROs.

(B) Program rétings. (1) A recourse obligation or direct credit subgtitute, but not aresidua
interest, is eigible for the trestment described in paragraph (b)(4)(i) of this section, if the poditionis
retained or assumed in connection with a structured finance program and an NRSRO has reviewed the
terms of the program and stated a rating for positions associated with the program. If the program has
options for different combinations of assets, sandards, internd or externd credit enhancements and
other relevant factors, and the NRSRO specifies ranges of rating categories to them, the savings
association may apply the rating category applicable to the option that corresponds to the savings
association’s position.

(2) Torely onaprogram rating, the savings association must demondrate to OTS s satisfaction
that that the credit risk rating assgned to the program meets the same standards generaly used by
NRSROs for rating traded positions. The savings association must aso demongrateto OTS's
satisfaction that the criteria underlying the assgnments for the program are satisfied by the particular

position.
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(3) If asavings association participates in a securitization sponsored by another party, OTS may
authorize the savings association to use this gpproach based on a program rating obtained by the
sponsor of the program.

(C) Computer program. A recourse obligation or direct credit subgtitute, but not a residua
interest, is eigible for the trestment described in paragraph (b)(4)(i) of this section, if the positionis
extended in connection with a structured financing program and the savings association uses an
acceptable credit assessment computer program to determine the rating of the position. An NRSRO
must have developed the computer program and the savings association must demondrate to OTS's
satisfaction that the ratings under the program correspond credibly and reliably with the rating of traded

positions.

(5) Alternative capital computation for smal business obligations--(i) Definitions. For the purposes
of this paragraph (b)(5):

(A) Qualified savings association means a savings association that:

(1) Iswdl capitdized as defined in 565.4 of this chapter without applying the capita trestment
described in this paragraph (b)(5); or

(2) Isadequatdy capitaized as defined in 8 565.4 of this chapter without applying the capitd
treatment described in this paragraph (b)(5) and has recelved written permission from the OTS to apply
that capitd treatment.

(B) Smdl business means a business that meets the criteriafor a smal business concern established
by the Small Business Adminigtration in 13 CFR 121 pursuant to 15 U.S.C. 632.

(i) Capitd requirement. Notwithstanding any other provision of this paragraph (b), with respect to
atransfer of asmall business loan or lease of persond property with recourse thet is a sae under
generdly accepted accounting principles, a qudified savings association may dect to include only the
amount of itsrecourse initsrisk-weighted assets. To qudify for this eection, the savings association
must establish and maintain areserve under generdly accepted accounting principles sufficient to meet
the reasonable estimated liability of the savings association under the recourse obligation.

(i) Aggregate amount of recourse. Thetotal outstanding amount of recourse retained by a
qudified savings association with respect to transfers of smal business loans and leases of persona
property and included in the risk-weighted assets of the savings association as described in paragraph
(b)(5)(ii) of this section, may not exceed 15 percent of the association's total capital computed under 8
567.5(c).

(iv) Savings association that ceases to be a qualified savings association or that exceeds aggregate
limits If asavings association ceases to be a qudified savings association or exceeds the aggregate
limit described in paragraph (b)(5)(iii) of this section, the savings association may continue to gpply the
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capita treatment described in paragraph (b)(5)(ii) of this section to transfers of smal business loans and
leases of persona property that occurred when the association was a qualified savings association and
did not exceed the limit.

(v) Prompt corrective action not affected. (A) A savings association shal compuite its capital
without regard to this paragraph (b)(5) of this section for purposes of prompt corrective action (12
U.S.C. 18310), unless the savings association is adequately or well capitalized without applying the
capita treatment described in this paragraph (b)(5) and would be well capitalized after applying that
capita treatment.

(B) A savings associaion shal computeits capital requirement without regard to this paragraph
(b)(5) for the purposes of applying 12 U.S.C. 13810(g), regardless of the association’s capitd leve.

(6) Risk participations and syndications of direct credit subdtitutes. A savings association must
cdculate the risk-weighted asset amount for arisk participation in, or syndication of, adirect credit
subdtitute as follows:

(i) If asavings association conveysarisk participation in adirect credit subgtitute, the savings
association must convert the full amount of the assets that are supported by the direct credit subgtitute
to a credit equivalent amount using a 100 percent converson factor. The savings association must
assign the pro rata share of the credit equivaent amount that was conveyed through the risk
participation to the lower of: the risk-weight category appropriate to the obligor in the underlying
transaction, after considering any associated guarantees or collateral; or the risk-weight category
gopropriate to the party acquiring the participation. The savings association must assign the pro rata
share of the credit equivalent amount that was not participated out to the risk-weight category
appropriate to the obligor, after considering any associated guarantees or collaterd.

(i) If asavings association acquires arisk participation in adirect credit subgtitute, the savings
association must multiply its pro rata share of the direct credit subgtitute by the full amount of the assets
that are supported by the direct credit subgtitute, and convert this amount to a credit equivaent amount
using a 100 percent conversion factor. The savings association must assign the resulting credit
equivaent amount to the risk-weight category appropriate to the obligor in the underlying transaction,
after considering any associated guarantees or collaterd.

(iit) If the savings association holds a direct credit subdtitute in the form of a syndication where each
savings association or other participant is obligated only for its pro rata share of the risk and thereisno
recourse to the originating party, the savings association must caculate the credit equivaent amount by
multiplying only its pro rata share of the assets supported by the direct credit substitute by a 100
percent conversion factor. The savings associaion must assign the resulting credit equivaent amount to
the risk-weight category appropriate to the obligor in the underlying transaction after considering any
associated guarantees or collateral.

(7) Limitations on risk-based capita requirements--(i) Low-level exposurerule. If the maximum
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contractua exposure to loss retained or assumed by a savings association is less than the effective risk-
based capitd requirement, as determined in accordance with this paragraph (b), for the assets
supported by the savings association’ s position, the risk-based capitd requirement islimited to the
savings association’s contractua exposure less any recourse ligbility account established in accordance
with generdly accepted accounting principles. This limitation does not apply when a savings association
provides credit enhancement beyond any contractua obligation to support assetsit has sold.

(i) Mortgage-related securities or participation certificates retained in a mortgage loan swap. If a
savings association holds a mortgage-related security or a participation certificate as aresult of a

mortgage loan swap with recourse, it must hold risk-based capita to support the recourse obligation
and that percentage of the mortgage-related security or participation certificate that is not covered by
the recourse obligation. The total amount of risk-based capita required for the security (or certificate)
and the recourse obligation is limited to the risk-based capitd requirement for the underlying loans,
cdculated asif the savings association continued to hold these |oans as an on-ba ance sheet asst.

(i) Related on-balance sheet assets. If an asset isincluded in the caculation of the risk-based
capital requirement under this paragraph (b) and aso appears as an asset on the savings association’s
balance shedt, the savings association must risk-welght the asset only under this paragraph (b), except
in the case of loan sarvicing assets and amilar arrangements with embedded recourse obligations or
direct credit substitutes. In that case, the savings association must separately risk-weight the on-
bal ance sheet servicing asset and the related recourse obligations and direct credit substitutes under this
section, and incorporate these amounts into the risk-based capital caculation.

(8) Obligations of subsdiaries. If asavings association retains a recourse obligation or assumes a
direct credit subgtitute on the obligation of asubsdiary that is not an includable subsidiary, and the
recourse obligation or direct credit subgtitute is an equity or debt investment in that subsidiary under
generdly accepted accounting principles, the face amount of the recourse obligation or direct credit
subgtitute is deducted for capital under 88 567.5(a)(2) and 567.9(c). All other recourse obligations
and direct credit subgtitutes retained or assumed by a savings association on the obligations of an entity
in which the savings association has an equity investment are risk-weighted in accordance with this
paragraph (b).

6. Amend 8§ 567.9 by revising paragraph (c)(1) to read asfollows:
§ 567.9 Tangible capital.
(C) * * *

(1) Intangible assets (as defined in § 567.1), servicing assets, and credit-enhancing interest-only
grips not includable in tangible capital under § 567.12.
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7. Section 567.11 is amended by re-designating paragraph (c) as paragraph (c)(1) and adding
new paragraphs (c)(2) and (3) to read asfollows:

§567.11 Reservation of authority.

(C * * *

(2) Notwithstanding 8 567.6 of this part, OTS will look to the substance of a transaction and may
find that the assigned risk weight for any asset, or credit equivaent amount or credit conversion factor
for any off-baance sheet item does not appropriately reflect the risks impaosed on the savings
association. OTS may require the savings association to gpply another risk-weight, credit equivaent
amount, or credit conversion factor that OTS deems appropriate.

(3) If this part does not specificaly assgn arisk weight, credit equivaent amount, or credit
converson factor, OTS may assign any risk weight, credit equivalent amount, or credit conversion
factor that it deems gppropriate. 1n making this determination, OTS will consider the risks associated
with the asset or off-balance sheet item as wdll as other rlevant factors.

8. Section 567.12 is amended by:

A. Revigng the section heading;

B. Revisng paragraph (a);

C. Adding anew paragraph (b)(4), and

D. Reviang paragraph (e) to read asfollows.

§567.12 Intangible assets, servicing assets, and credit-enhancing inter est-only strips.

(8 Scope. Thissection prescribes the maximum amount of intangible assets, servicing assets, and
credit-enhancing interest-only strips that savings associations may include in calculating tangible and
core capital.

(b) * % %

(4) Credit-enhancing interest-only strips may be included (that is not deducted) in computing core
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capita subject to the redtrictions of this section, and may be included in tangible capitd in the same
amoun.

* * * * *

(e) Corecapitd limitations. (1) Servicing assets and purchased credit card relationships. (i) The
maximum aggregate amount of servicing assets and purchased credit card relationships that may be
included in core capitd islimited to the lesser of:

(A) 100 percent of the amount of core capitdl; or

(B) The amount of servicing assets and purchased credit card relationships determined in
accordance with paragraph (d) of this section.

(i) In addition to the aggregate limitation in paragraph (e)(1)(i) of this section, a sublimit gppliesto
purchased credit card relationships and non mortgage-reated serving assets. The maximum dlowable
amount of these two types of assets combined is limited to the lesser of:
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(A) 25 percent the amount of core capitd; and

(B) Theamount of purchased credit card relationships and non mortgage-related servicing assets
determined in accordance with paragraph (d) of this section.

(2) Credit-enhancing interest-only gtrips. The maximum aggregate amount of credit-enhancing
interest-only strips that may be included in core capita is limited to 25 percent of the amount of core
capital. Purchased and retained credit-enhancing interest-only strips, on anon-tax adjusted basis, are
included in the total amount that is used for purposes of determining whether a savings association
exceeds the core capitd limit.

(3) Computation. (i) For purposes of computing the limits and sublimit in this paragraph (€), core
capita is computed before the deduction of disallowed servicing assets, disallowed credit card
relaionships, and disallowed credit-enhancing interest-only strips.

(i) A savings association may dect to deduct disallowed servicing assets and credit-enhancing
interest-only strips on abasisthat is net of any associated deferred tax lighility.

* * * * *

Dated: October 25, 2001.

(signed) Ellen Seidman

Ellen Seidman, Director,

Office of Thrift Supervision.



