Futures, Forward, and Option Contracts
Section 2130.0

2130.0.1 INTRODUCTION (call), a specified quantity of an underlying
security, money market instrument or commod
Effective March 1, 1983, the Board issued arty at or before the stated expiration of the
amended bank holding company policy stateeontract. At expiration, if the value of the option
ment entitled “Futures, Forward and Options orincreases, the holder will exercise the option o
U.S. Government and Agency Securities andlose it at a profit. If the value of the option does
Money Market Instruments.” Bank holding not increase, the holder would probably let the
companies are now required to furnish writteroption expire (or close it out at a profit) and,
notification to their District Federal Reserveconsequently, will lose the cost (premium paid)
Banks within 10 days after financial contractof (for) the option. Alternatively, the option may
activities are begun by the parent or a nonbanke sold prior to expiration.
subsidiary. The policy is consistent with the Clearing Corporatior—A corporation orga-
joint policy statement previously issued by thenized to function as the clearing house for ar
three federal bank regulators with regard texchange. The clearing house registers, mon
banks participating in financial contracts, andors, matches and guarantees trades on a futur
reflects the Board’s judgment that bank holdingnarket, and carries out financial settlement o
companies, as sources of strength for their sulfatures transactions. The clearing house acts ¢
sidiary banks, should not take speculative posthe central counterparty to all trades execute
tions in such activities. on the exchange. It substitutes as a seller to &
If a bank holding company or nonbank sub-buyers and as a buyer to all sellers. In addition
sidiary is taking or intends to take positions inthe clearing corporation serves to insure that a
financial contracts, that company’s board otontracts will be honored in the event of a
directors should approve written policies anctounterparty default.
establish appropriate limitations to ensure that Clearing Member~A member firm of the
the activity is conducted in a safe and soundlearing house or corporation. Membership ir
manner. Also, appropriate internal control andtlearing associations or corporations is restricte
audit procedures should be in place to monitoto members of the respective commodity ex:
the activity. The following discussion andchanges, but not all exchange members al
inspection procedures apply to futures contraatlearing house members. All trades of a non
activity generally, but are intended to focus speelearing member must be registered with, an
cifically on financial futures contracts. For aeventually settled through, a clearing member.
discussion of currency futures and options and Commodities Futures Trading Commissien
the examination procedures for those instruThe CFTC is a federal regulatory agency
ments, see sections F and G in the Merchant aratharged with regulation of futures trading in all
Investment Bank Examination Manual. commodities. It has broad regulatory authority
Information, instructions, and inspection pro-over futures trading. It must approve all future
cedures have been provided for verifying comeontracts traded on U.S. commodity exchange:
pliance with the Board’s policy statement. It isensure that the exchanges enforce their ow
intended that the policy statement will ensurgules (which it must review and approve), and
that contract activities are conducted in accordirect an exchange to take any action needed
dance with safe and sound banking practicesnaintain orderly markets whenever it believes
The task of evaluating BHC contract activitiesthat an “emergency” exists.
is the responsibility of System examiners. The Contract Activities—This term is used in this
following information and inspection proce- manual to refer to banking organization partici-
dures are intended to serve as a guide for Fegation in the futures, forward, standby contract
eral Reserve Bank staff in that effort. or options markets to purchase and sell U.S
government and agency securities or mone
market instruments, foreign currencies and othe
2130.0.2 DEFINITIONS financial instruments.
Convergence-The process by which the fu-
Basis—Basis is defined as the differencetures market price and the cash market price of
between the futures contract price and the cadinancial instrument or commodity converge as
market price of the same underlying securitythe futures contract approaches expiration.
money market instrument, or commodity.
Call Option—A contract that gives the buyer BHC Supervision Manual December 1992
(holder) the right, but not the obligation to buy Page 1
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Covered Call Options-This term refers to or commodity on a future date at a specified
the issuance or sale of a call option where thprice. While futures contracts traditionally spec-
option seller owns the underlying deliverableified a deliverable instrument, newer contracts
security or financial instrument. have been developed that are based on various

Cross Hedging-The process of hedging aindexes. Futures contracts based on indexes set-
“cash” or derivative instrument position with tle in cash and never result in delivery of an
another cash or derivative instrument that hasnderlying instrument; some traditional con-
significantly different characteristics. For exam+racts that formerly specified delivery of an
ple, an investor who wants to hedge the salesnderlying instrument have been redesigned to
price of long-term corporate bonds might hedgepecify cash settlement. New financial futures
by establishing a short position in a treasuryontracts are continually being proposed and
bond or treasury bond futures contract, but sincadopted for trading on various exchanges.
the corporate bonds cannot be delivered to sat- Futures Commission Merchant (FCM)AN
isfy the contract, the hedge would be a crosECM functions like a broker in securities. An
hedge. To be successful, the price movements 6CM must register with the Commodities
the hedged instrument must be highly correlateButures Trading Commission (CFTC) in order
to that of the position being hedged. to be eligible to solicit or accept orders to buy or

Difference Check-A difference check is sent sell futures contracts. The services provided by
by the party which recognizes a loss when @an FCM include a communications system for
forward contract is closed out by the executiortransmittal of orders, and may include research
of an offsetting forward contract pursuant to aservices, trading strategy suggestions, trade exe-
pair-off clause. In essence, the difference cheasution, and recordkeeping services.
represents a net cash settlement on offsetting Financial Futures Contracts-Standardized
transactions between the same two parties amntracts traded on organized exchanges to pur-
replaces a physical delivery and redelivery othase or sell a specified security, money market
the underlying securities pursuant to offsettingnstrument, or foreign currency on a future date
contracts. at a specified price on a specified date. Futures

Financial Contract—This term is used in the contracts on GNMA mortgage-backed securities
manual to refer to financial futures, forward,and Treasury bills were the first interest rate
standby contracts, and options to purchase arfdtures contracts. Other financial futures con-
sell U.S. government and agency securitiegracts have been developed, including contracts
money market instruments, foreign currencyn Eurodollars, currencies, and Euro-Rate dif-
futures and other financial instruments. ferentials. It is anticipated that new and similar

Firm Forward Contract—This term is used financial futures contracts will continue to be
to describe a forward contract under which deproposed and adopted for trading on various
livery of a security is mandatory. See “Standbyexchanges.

Contract” for a discussion of optional delivery Futures Exchange-Under the Commodities
forward contracts. Exchange Act (CEA), a “board of trade” desig-

Forward Contracts—Over-the-counter con- nated by the Commodity Futures Trading Com-
tracts for forward placement or delayed deliverymission as a contract market. Trading occurs on
of securities in which one party agrees to purthe floor of the exchange and is conducted by
chase and another to sell a specified security atgpen auction in designated trading areas.
specified price for future delivery. Contracts GNMA or GINNIE MAE—Either term is used
specifying settlement in excess of 30 days folto refer to the Government National Mortgage
lowing trade date shall be deemed to be forwaréssociation. Ginnie Mae is a government corpo-
contracts. Forward contracts are usually norration within the U.S. Department of Housing
standardized and are not traded on organizexhd Urban Development. In creating GNMA,
exchanges, generally have no required margi@ongress authorized it to grant a full faith and
payments, and can only be terminated by agreeredit guaranty of the U.S. government to
ment of both parties to the transaction. The terrmortgage-backed securities issued by private
also applies to derivative contracts such asector organizations.
swaps, caps, and collars. Hedge—The process of entering transactions

Futures Contracts-Standardized contracts that will protect against loss through compensa-
traded on organized commodity exchanges ttory price movement. A hedge transaction is one
purchase or sell a specified financial instrumenthich reduces the organization’s overall level
of risk.

BHC Supervision Manual December 1992 Initial Futures Margin—ln the futures mar-
Page 2 ket, a deposit held by an FCM on behalf of a
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client against which daily gains and losses omities positions in proprietary trading and invest-
futures positions are added or subtracted. Anent accounts. Futures positions are typicall
futures margin represents a good-faith deposiharked-to-market at the end of each tradin
or performance bond to guarantee a particisession.
pant’s performance of contractual obligations.  Naked Call Optior—Refers to the issuance or
Interest Rate Cap-A multi-period interest sale of a call option where the option seller doe
rate option for which the buyer pays the seller aot own the underlying deliverable security or
fee to receive, at predetermined future times, thimstrument.
excess, if any, of a specified floating interest rate Open Interest-Refers to the number of
index above a specified fixed per annum ratéutures contracts outstanding for a given deliv:
(cap or strike rate). Caps can be sold separatery month in an individual futures contracts.
or may be packaged with an interest rate swapThe mechanics of futures trading require tha
Interest Rate Collarthe combination, in sin- for every open long futures contract there is al
gle contract, of a simultaneous sale of a cap anaben short futures contract. For example, al
the purchase of a floor, or, a purchase of a cappen interest of 10,000 futures contracts mear
and sale of a floor. The buyer of the collar is ahat there are 10,000 long contract holders an
buyer of a cap and the seller of a floor. By10,000 short contract holders.
selling the floor, the collar buyer gives up the Options Contracts-Option contracts require
possibility of benefiting from a decline in inter- that the buyer of the option pay the seller (or
est rates below the strike rate in the floor compowriter) of the option a premium for the right, but
nent. On the other hand, the fee earned in sellingot the obligation, to exercise an option to buy
the floor lowers the cost of protection againstcall option) or sell (put option) the instrument
interest rate reversal. underlying the option at a stated price (strike o
Interest Rate Floor-is the reverse of an exercise price) on a stated date (European sty
interest rate cap. The buyer pays a premium toption) or at any time before or on the statec
obtain protection against a decline in intereséxpiration date (American style option). There
rates below a specified level. are also exchange traded options contract:
Long Contract—A financial contract to buy (1) put and call options on futures contracts tha
securities or money market instruments at are traded on commodities exchanges; an
specified price on a specific future date. (2) put and call options that specify delivery of
Long Hedge-The long hedge, also called thesecurities or money market instruments (or tha
anticipatory hedgeis the process by which a are cash settled) that are traded on securitie
market participant protects a cash or risk posiexchanges. The key economic distinctior
tion by buying a futures or forward contract, i.e.between options on futures and options on sect
taking a long financial contract position. rities, is that the party who exercises an optior
Maintenance Margin-Maintenance margin on a futures contract receives a long or shoi
is the minimum level to which an equity posi-futures position rather than accepting or making
tion can decline as a result of a price declinelelivery of the underlying security or financial
before additional margin is required. In otherinstrument.
words, it is the minimum margin which a cus- Pair-Off Clause—A pair-off clause specifies
tomer must keep on deposit with a member ahat if the same two parties to a forward contrac
all times. Each futures contract has specifiettade should subsequently execute an offsettin
maintenance margin levels. A margin call istrade (e.g. a long contract against an outstandir
issued when a customer’s initial margin balancshort contract), settlement can be effected b
falls below the maintenance margin level speciene party sending the other party a differenc
fied by the exchange. Maintenance margin mustheck rather than having physical delivery anc
be satisfied by the deposit of cash or agreeckdelivery of securities.
upon cash equivalents. The amount of cash re- Par Cap—This term refers to a provision in
quired is that amount which is sufficient tothe contract of sale for Ginnie Mae mortgage-
restore the account balance to the initial margibacked securities which restricts delivery only

level. to pools which bear an interest rate sufficiently
Mandatory Delivery—See “Firm Forward high so that the securities would trade at o
Contract.” below par when computed based on the agree

Mark-to-market—The process by which the to yield.
carrying value (market value or fair value) of a Put Optior—An option contract which gives
financial instrument is revalued, and which is

recognized as the generally accepted accountitgic Supervision Manual December 1992
principle for determining profit or loss on secu- Page 3




Futures, Forward, and Option Contracts 2130.0

the holder the right, but not the obligation, tovalue of a cash bond as compared to a price
sell (put) a specified quantity of a financialdecline of an accessible T-bond futures contract.
instrument (money market) or commodity at a Yield Maintenance ContraetThis is a for-
specified price on or before the stated expiratioward contract written with terms which main-
date of the contract. If price of the underlyingtain the yield at a fixed rate until the delivery
instrument occurs, the purchaser will exercise adate. Such a contract permits the holder of a
sell the option. If a decline in price of the short forward contract to deliver a different cou-
underlying instrument does not occur, the optiopon security at a comparable yield.
purchaser will let it expire and will lose only the
cost (premium paid) of (for) the option.
Round Turr—Commissions for executing 2130.0.3 FINANCIAL CONTRACT
futures transactions are charged on a round tulTRANSACTIONS
basis. A round turn constitutes opening a futures
position and closing it out with an offsetting Futures, forward and options contracts are
contract, i.e. executing a short contract and closnerely other tools for use in asset—liability man-
ing out the position with a long contract oragement. These contracts are neither inherently
vice-versa. a panacea nor a speculative vehicle for use by
Short Contract-A financial contract to sell banks and bank holding companies. Rather, the
securities or money market instruments at &enefit or harm resulting from engaging in
specified price on a specified future date. financial contract activities results from the
Short Hedge-The process by which a cus- manner in which contracts are used. Proper utili-
tomer protects a cash or risk position by sellingation of financial contracts can reduce the risks
a futures or forward contract, i.e. taking a shorbf interest or exchange rate fluctuations. On the
financial contract position. The purpose of theother hand, financial contracts can serve as
short hedge is to lock in a selling price. leverage vehicles for speculation on rate
Standby Contraet-Optional delivery forward movements.
contracts on U.S. government and agency secu-
rities arranged between securities dealers and
customers that do not involve trading on orga2130.0.3.1 Markets and Contract Trading
nized exchanges. The buyer of a standby con-
tract (put option) acquires, upon paying a feeForward contract (OTC) trading of Government
the right to sell securities to the other party at &ational Mortgage Association (“GNMA") or
stated price at a future time. The seller of &Ginnie Mae” Mortgage-Backed Securities pre-
standby (the issuer) receives the fee, and museded exchange trading of GNMA futures con-
stand ready to buy the securities at the othearacts in 1975.
party’s option. See the fuller discussion of
Standby Contracts under 2130.0.3.1.2)
TBA (To Be Announced) TradingTBA is 2130.0.3.1.1 Forward Contracts
the abbreviation used in trading Ginnie Mae
securities for forward delivery when the poolForward contracts are executed solely in an
number of securities bought or sold is “to beover-the-counter market. The party executing a
announced” at a later date. contract to acquire securities on a specified
Variation Margin—is when, in very volatile future date is deemed to have a “long” forward
markets, additional funds are required to be&ontract; and the party agreeing to deliver secu-
deposited to bring the account back to its initiakities on a future date is described as a party
margin level, while trading is in progress. Varia-holding a “short” forward contract. Each con-
tion margin requires that the needed funds bgact is unique in that its terms are arrived at
deposited within the hour, or when reasonablwfter negotiation between the parties.
possible. If the customer does not satisfy the For purposes of illustrating a forward con-
variation or maintenance margin call(s), tharact, assume that SMC Corporation is an origi-
futures position is closed. Unlike initial margin, nator of government guaranteed mortgages and
variation margin must be in cash. Also refer tassuer of GNMA securities. SMC Corporation
“Maintenance Margin”. has a proven ability to manage and predict the
Weighted Hedge-a hedge that is used tovolume of its loan originations over a time
compensate for a greater decline in the dollanorizon of three to four months. To assure a
profit or prevent a loss on current loan origina-
BHC Supervision Manual December 1992 tions, SMC Corporation may enter binding over-
Page 4 the-counter commitments to deliver 75% of its
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mortgage production which will be convertedGNMA mortgage-backed securities identified
into GNMA securities three months in theby a pool number) will be delivered. Instead,
future. If SMC agrees to sell $3 million of such contracts generally identify the deliverable
GNMA securities (11% coupon) to the WPsecurities as having been traded on a “TBA’
Securities Firm at par in three months, SM(basis (“to be announced”). Prior to settlement,
Corporation is considered to have entered the dealer holding the short contract will send ¢
“short” (commitment to sell) forward contract. final confirmation to the other party specifying
Conversely, WP has entered a “long” (commit-the actual securities to be delivered, accrue
ment to buy) forward contract. The two partiesnterest, dollar price, settlement date, coupol
to the transaction are both now obligated taate, and the method of payment.
honor the terms of the contract in three months, Forward contracts are not typically marked-
unless the contract is terminated by mutualo-market. Both parties in a forward contract are
agreement. exposed to credit risk, since either party car
It should be noted that executing a “short” default on its obligation.
forward contract is not the same as executing
the short sale of a security. Generally, a short
sale of a security is understood to represent th2130.0.3.1.2 Standby Contracts
speculative sale of a security which is not owned
by the seller. The short seller either purchaseStandby contracts are “put options” that trade
the security prior to settlement date or borrowsyver-the-counter, with initial and final confirma-
the security to make delivery; however, ation procedures that are quite similar to those o
“short” forward contract merely connotes theforward transactions. Standby contracts wer
side of the contract required to make delivery orleveloped to allow GNMA issuers to hedge
a future date. Short forward contracts should naheir production of securities, especially in
be considered inherently speculative, but mushstances where mortgage bankers hav
be considered in light of the facts surroundingaxtended loan commitments in connection with
the contract. the construction of new subdivisions. When &
Forward trading can be done on a mandatorghortgage banker agrees to finance a subdivisic
delivery (sometimes referred to as “firm for-with conventional and government guarantee:
ward” contracts) basis or on an optional deliv-mortgages it is difficult to predict the actual
ery basis (“standby” contract). With respect tonumber of FHA and VA guaranteed loans which
a “mandatory” trade, the contract can also bewill be originated. Hence, it is risky for a
written with a “pair-off” clause. A pair-off GNMA issuer to enter mandatory forward con-
clause specifies that if the same two parties to@acts to deliver the entire estimated amount o
trade should subsequently execute an off-settingans eligible to be pooled as GNMA securities.
trade (e.g., the banking organization executes By entering an option contract and paying a fee
long contract against an outstanding short corfor the option to “put” securities to another
tract), settlement can be effected by one partgarty, a GNMA issuer or securities dealer ob-
sending the other party a “difference check”tains downside market protection, but remain:
rather than having a physical delivery and redefree to obtain the benefits of market apprecia
livery of securities. tion since it can “walk away” from the option
When a forward contract is executed by aontract. In addition to the flexibility of walking
dealer, a confirmation letter or contract is sent taway and selling securities at the prevailing
the other party to the transaction. The contragharket price when GNMA prices are rising, a
will disclose pertinent data about the trade, SUCIENMA issuer avoids the potential risk of pur-
as the size of the trade, coupon rate, the datthasing mortgages or GNMA securities to cove
upon which final delivery instructions will be short forward contracts in the event that produc
issued, and the yield at which the trade wasion of GNMA securities falls below anticipated
effected. In addition, the contract letter will evels.
specify whether it is permissible for the “short”  When a securities dealer sells a standby cor
side of the trade to deliver a different coupontract granting a GNMA issuer the right “to put”
security at a comparable yield (“yield mainte-securities to it, the dealer, in turn, will attempt to
nance contract”) if the coupon specified in thepurchase a matching standby contract from a
contract is not available for delivery. ContractSnvestor because the dealer does not want 1
which prohibit the delivery of securities requir- shoulder all of the downside market risk. There
ing a premium over par are considered to have a

“par cap.” The initial contract letter generally BHC Supervision Manual December 1992
does not specify which specific securities (e.g., Page 5
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is also potential for securities firms to deal inAssumptions

standby contracts having no relationship to the

issuance of GNMA securities. 1. Fee paid to banking organization = 1% of
Some illustrations of standby contracts fol- contract value

low. They are intended to illustrate the mechan2. Contract delivery price = 98

ics of a standby contract when a banking organi3. Coupon = 12%

zation has sold or issued a standby contract

granting the contra party the option to “put”

GNMA securities to the banking organization. Situation 1

On contract exercise date: Market Price = 100.
Therefore, the dealer would sell securities at
market rather than put them to the bank.

Dealer Banking organization
Sale price 100 Purchase price N/A
Fee paid (2) Fee Received 1
99 1
Result: Dealer sacrificed 1% to insure Result: Banking organization earned
sale price. 1% fee for “standing by.”
Situation 2 Therefore, dealer would deliver securities pursu-

ant to the standby contract.
On contract exercise date: Market price = 95.

Dealer Banking organization

Sale price 98 Purchase price 98
Market price 95 Market price 95
Contract gain 3 Contract loss 3)
Fee paid ) Fee received 1
Actual gain 2 Actual loss (2)
Result:Dealer paid 1% fee to avoid Result:Banking organization received

3 point market loss. 1% fee to compensate for purchasing

securities 3 points above market.

2130.0.3.1.3 Futures Contracts rities) has a “short” contract. If a customer
desires to purchase (sell) a futures contract, the
Futures Contract transactions involve thredroker—possibly a member of a clearing house
types of participants: customers—the buyers aof an exchange—uwill take the order to the ex-
sellers of contracts, brokers, and a futures exchange floor and purchase (sell) a contract sold
change. As in the forward markets, a buyefbought) by another customer (through another
(party committed to take delivery of securitiesbroker)? All futures transactions are made
specified in the futures contract) of a futures
contract has a “long” contract and the seller

; ; ; _ 1. Brokers in commodities are required to register as
(party committed to deliver the underlying secu futures commission merchants (“FCMs”) with the Commod-

. ities Futures Trading Commission (“CFTC”) in order to be
BHC Supervision Manual December 1992 eligible to solicit or accept orders to buy or sell futures

Page 6 contracts.
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through and carried on the books of clearing~CMs require customers to reimburse them fo
house member brokers, who are treated by theosting additional margin.
exchange as their own customers. Hence, thereOnce a customer has executed a futures co
are always an equal number of long and shottact to make or accept delivery of securities ir
contracts outstanding, referred to as the “opethe future it is obligated to fulfill the terms of
interest,” since the auction process requires the contract. A futures contract cannot be resol
buyer and seller for every contract. over-the-counter because futures contracts a
All futures contracts are obligations of annot transferable. However, a customer may ter
exchange’s clearing association or corporatiorminate its obligation under a futures contrac
i.e. the clearing association is on the oppositeither by making or accepting delivery of the
side of each long and short contract; and akecurities as specified by the contract, or b
transactions are guaranteed within the resourcegecuting an offsetting futures contract (long
of the exchange’s clearing association (on mostontract to cancel a short contract or vice-verse
futures exchanges a small fee is collected owith the same broker to cancel the original
each transaction and placed into an insuranamntract on the same exchange. The overwheln
fund). Should an FCM default on a futuresing majority of futures contracts are closed ou
contract, the association pays the costs of cony the execution of an offsetting contract prior
pleting the contract. to expiration.
The key to understanding futures transaction
is the fact that futures contract prices on U.S
government and agency securities move in th
2130.0.4 MARGIN REQUIREMENTS  same manner as bond prices; e.g. rising intere
) _ ) rates result in falling futures prices and falling
In order to insure the integrity of futures mar-jnerest rates result in rising futures prices
kets, the clearing house requires that memb@ﬁence, the purchase of a futures contrac
brokers (clearing house members) deposit initiequongn futures contract) at a price of 98 will
margin in conneption with new futures positions.egyit in a loss if future market participants
carried for the firm, other brokers or FCMs forperceive rising interest rates in the month o
whom the clearing house member clears trangpntract expiration and act accordingly; then the
actions, and public customers. The Clear'”%ffsetting of a futures contract (executing a
house members in turn require their customers—sport” futures contract) would have to be at a
whether they are othe.r FCMs or public customyqgyer price; e.g. 96. As in the case of any
ers—to deposit margin.The FCMs generally commercial transaction, the participant has -

require that public customers meet initial marypss if the sale price is lower than the purchas
gin requirements by depositing cash, pledgingyice or a gain if the sale price is higher than th
government securities, or obtaining '”evocabl%urchase price.

standby letters of credit from substantial com-

mercial banking organizations. Daily mainte-

nance margin or variation margin calls (deposit§130'0'4_1 Variation Margin Calls

of cash required to keep a certain minimum

balance in the margin account) based upon eagfyyiation margin calls for each contract and
day’s closing futures prices are calculated pursysypiration month are based upon the closin
ant to rules of the various futures exchangesyres exchange price. If there is a change fror
and clearing house members are required i@ previous day’s closing prices, the long con
meet daily variation margin calls on positionsiact holders will be required to post additional
carried for customers and the firm. In turn, thénargin which will be passed through via the

clearing house process to short contract holdel

or vice-versa. Subsequent to the computation c

variation margin calls, the clearing house mem

2. In general, the futures exchanges set different initiaDer brokers are required to post variation margil
margin requirements based upon the types of activity engagesh behalf of the clearing firm and its customel

in by the customer. Margin requirements are higher for CUsyccounts prior to commencement of the nex
tomer contracts characterized as “speculative” than for thos

€, : .
contracts deemed to be “hedge” positions. The commoditiegay_ s trading. Then, _the clearing brokers (_:a”
industry traditionally defines someone with a business neetheir FCM and public customers requesting
for using the futures market as a hedger; others are defined ggore margin to bring the accounts up to the
speculators. Therefore, in instances where there are different

initial hedge and speculative margin requirements, it is as- .
sumed that banking organizations will only be required toBHC Supervision Manual December 1992
meet margin required for hedgers. Page 7
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required maintenance margin leweDf course, the initial margin level. If there is a drop in the
if a futures position has a gain at the end of thealue of the contract which places the margin
day, the clearing firm receives a deposit in itaccount balance below the initial margin level
margin account. The firm, in turn, increases théut above the variation margin level, the cus-
margin account balances of customers holdintbmer is not required to deposit additional mar-
contracts with gains. gin monies. Alternatively, if there is a positive

For illustrative purposes, we will again as-flow of margin monies the customer is free to
sume that a customer purchased a futures cowithdraw any amount which exceeds the initial
tract (long contract, face value $100,000) at anargin requirement.
price of 98. If the next closing futures price is The entire marking-to-the-market process is
97, the customer will have suffered a one pointepeated at the close of the next business day
margin loss (if the customer chose to offset theising a comparison of the previous day’s clos-
long contract with a short contract, the transacing price (97) to the current closing price. (The
tion would be closed out at a one point loss)preceding example is simplified because it
Conversely, the party with a short contract exeimplies that the customer deposits promptly the
cuted at 98 would receive a one point margimequired margin. In reality, margin is not always
payment to his account. deposited so quickly.)

Assuming that the initial margin requirement In summary, futures trading is a “zero sum
is $1,500 and the variation margin requiremengame” because of the equal number of long and
is $1,000, the following summarizes the stepshort contracts outstanding, and the variation
followed in administering a customer’s (longmargin payments reflect this fact, i.e. for every
position) margin account in connection with thelong contract holder posting variation margin,

previously described transaction. there is a short contract holder receiving margin.
Margin
Accc?unt 2130.0.5 THE DELIVERY PROCESS
Transaction Balance

Futures contracts are defined as “standardized
contracts traded on organized exchanges to pur-

%' Eﬁfcfgtsg]gf(l)gngg%n $1,500 chase or sell a specified financial instrument or
contract @ 98 500 physical commodity on a future date at a speci-

fied price.” Even when a participant keeps a
contract open for delivery, the “specified price”
(which corresponds to a specified yield) is actu-
ally obtained through a combination of past
futures market gains or losses (incurred through
the daily mark to market process) and the cur-
rent futures market price. For invoicing pur-
poses, the actual delivery price is based upon a
closing futures market “settlement price” on a
date designated by the exchange. In addition,
the final calculation of a delivery price on a
bond contract will typically involve an adjust-

It is important to note that once the marginment reflecting the fact that the coupon issue to

L .be delivered against the contract grade (8 per-
account balance falls below the variation marg@em) futures contract is not an 8 percent bond.

level, the customer is required to deposit addi: or example, when current U.S. treasury bond
tional funds to replenish the account balance t oupons are 12 percent it is highly unlikely that

a party with a short futures position would

S — deliver a bond with an 8 percent coupon.

3. It should be noted that public customers generally have
more time to meet maintenance margin calls than do FCMs.
However, if a customer fails to meet a variation margin call
within three days, the FCM must take a charge against its n$130.0.6 MECHANICS AND
capital if it fails to close out the customer’s contract (17 S A
C.E_R_ 1.17(c)5(vii). “’OPERATION OF FUTURES
EXCHANGES

3. Day 1—Closing futures price 97
(Reduction of $1,000 in
margin account to reimburse
broker for posting margin with
clearing corporation).
4. FCM calls customer to request
$1,000 to bring account up to
required initial margin level.
5. Reimbursement to FCM
of $1,000 1,500

BHC Supervision Manual December 1992 ) ) )
Page 8 Certain technical factors should be noted with
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respect to futures markets. First, futures market2130.0.7 COMPARISON OF FUTURES,
are not totally free markets. Rules of theFORWARD, AND STANDBY

exchanges put artificial constraints—daily prica€CONTRACTS

movement limits—upon the amount of daily

market movement allowed in given types ofgxcluding the fact that futures contracts are
futures contracts. For example, governmenyaded on organized exchanges, there are ma
securities prices in the cash market will move agjmilarities between contracts. Conceptually, th
far as the market participants deem necessary ntracts are interchangeable; each type of col
reflect the “market” for th_os_e securities, while tract can be utilized for hedging, speculating, o
the futures market specifying delivery of thegrpitrage strategies, but none of the contracts a
underlying security will be constrained fromransferable to third parties. While engaging ir
having the same potential unlimited markegontract activities allows the participants to
movement. There have been instances wheggther assume or shift the risks of interest rat
persons desiring to close out a futures contraghanges associated with the security deliverab
by executing an offsetting contract have beefinder the contract, such contracts fail to provid
unable to do so for one or more days until thghe other benefits of owning the underlying
exchange’s daily trading limits allowed futuressecyrity. Specifically, financial contracts do nof
prices to “ratchet” up or down to the level that pay interest, do not have a U.S. governmer
reflected the true “market” price_ as perceivedguaramy of payment of principal at maturity,
by hedgers, speculators, and arbitragers.  and cannot be pledged to secure public deposi
Although the preceding illustrates the basiGr pe used as collateral for repurchase agre
nature of futures price movements, do Noinents. The forward markets are perceived to b
assume that futures and cash market pricefelivery markets wherein there is a high per
always move in the same direction at the samgentage of delivery of the underlying security.
velocity. Futures prices by definition predict Ag in the case of other futures markets, the
future events, e.g., a market participant can bujjnancial futures markets were not designed t
a futures contract to take delivery of a thregye delivery markets. Nevertheless, there hav
month Treasury bill two years in the futufe. heen a number of instances when a relativel
In such an instance, the holder of a long T-billhigh percentage of financial futures contract:
futures contract agrees to t_he future purchase @hye resulted in delivery. Some persons sugge
a government security which has not yet beefyy reasons and the deliverable supply of secur
issued. There is no reason to assume thatigs as two factors that have contributed to th
contract with a distant maturity will move in the ych higher delivery of securities than delivery
same manner as the cash market for a threg physical commodities. It is, of course, also
month Treasury bill. In addition, there is a rela-egsjer and cheaper to make delivery of secur
tionship between the cash market price of afes rather than railroad carloads of grain.

existing security and the price of that security in - Trading units on futures exchanges are star
the futures market which is called the basis. Theardized. The standardized trading unit in

C

basis can vary significantly over the life of aphysical commodity which may be a railroad
given futures contract. In the contract deliverycar of grain; the typical trading unit in a govern-
month, the futures market price will convergement or agency security futures contract may b
towards the cash market price (the basis a100,000 or $1 million par principal at a coupon
proaches zero), adjusted for technical factorgate (on coupon issues) fixed by the exchang
that reflect the costs of processing and delivefon the other hand, forward and standby con
ing securities. If the futures market price did Nnokyacts are not traded in standardized unit
converge towards the cash market price in thgith given contract maturity months. Instead,

delivery month, the arbitragers would take off-forward and standby contracts are custom mac
setting futures and cash market positions to arbin suit the needs of the two parties to the

trage away any profitable discrepancies betwegpynsaction.

the two markets. While all contract holders are involved with
market risks, the holders of forward and standb

contracts are especially prone to credit risk

Unlike futures contracts where the mechanics o

exchange trading provide for the futures ex:

4. All financial futures contracts have a number of contractChange Clea“ng association to guaranty perfon

expiration months extending into the future. As the near term .
contract expires, a contract with a more distant expiration datBHC Supervision Manual December 1992
is added. Page 9
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mance of each contract, forward and standby There are two basic types of options: calls
contracts are only as good as the entity on thand puts. Thecall option is any option which
other side of the contract. Anyone who reads thebligates the writer to deliver to the buyer at a
financial press should be aware that prior to theet price (exercise or strike price) within a spec-
passage of the Government Securities Act dfied time limit the underlying financial instru-
1986, there were a number of defaults involvingnent. When the market price of the underlying
forward and standby contracts. In an effort tdnstrument is above the exercise (strike) price of
bring increased integrity into the unregulatedhe call, the call option is “in-the-money.” Con-
forward contract markets, there has been a trenersely, when the market price of the underlying
by some of the major securities dealers tdinancial instrument is below the exercise
require the posting of margin in connection with(strike) price of the call option, the call is “out-
forward contract trading. There are no uniformof-the-money.” When the market price of the
margin requirements governing all aspects ofinderlying instrument is equal to the strike
forward contract trading, nor is there a uniformprice, the option is “at-the-money.” At expira-
application of margin requirements by dealersion, the buyer will exercise the option if it is
requiring “house” margin (or internal margin “in-the-money” or let it expire unexercised if it
requirements established and enforced by indis out-of-the-money. An out-of-the-money call
vidual securities dealers). GNMA has estabeption has no value at expiration, since buyers
lished limited margin requirements (24 C.F.Rwill not purchase the underlying instrument at a
390.52), as described below. price above the current market price. Prior to
expiration, the value of an “in-the-money” call
option is at least equal to the market value of the
2130.0.8 OPTION CONTRACTS underlying instrument minus the strike price.
The ownership of a call provides significant
Subsequent to the Board's initial adoption of d8verage, but raises the breakeven price relative
policy statement governing futures, forward, and® ownership of the underlying instrument.
standby contracts, trading of interest rate optionslolding the call limits the amount of potential
began on organized futures and securities exsS and offers unlimited potential for gains.
changes. Proponents of exchange traded options” PUt optiongives the buyer the right, but not
argue that such instruments are attractive td1€ obligation, tcsell the underlying instrument
users because they permit the user to obtaff @ specified price (exercise or strike price),
down side price risk protection, yet benefitP&fore or at expiration. When the market price
futures and forward contracts allow the user t@fice of the put option, the put is “in-the-
lock in a specific price, but the user must forggnoney,” and a put option is out-of-the-money
future participation if the market should experi-when the market price of the underlying finan-
ence an upward price movement. Furthermoréial instrument is above the strike price of the
the purchaser of an option pays a one timgut option. Ownership of a put option offers
premium for this protection and is spared thdeveraged profitability if the market value of the
contingent liabilities associated with futuresunderlying instrument declines.
margin calls. Some portfolio managers commonly employ

An option is a contract that gives the buyer, covered” call writing strategies to gain fee
or holder, the right, but not the obligation, toincome from options written on securities held
buy or sell a specified financial instrument at 4n the portfolio. If an option position is covered,
fixed price, called the exercise or strike pricethe seller owns the underlying financial instru-
before or at a certain future date. Some optiongn€nt or commodity or has a futures position.
however do not provide for the delivery of theFOr example, an option position would be “cov-
underlying financial instrument and, instead, ar&ed” if a seller owns cash market U.S. Treasury
cash settled. Moreover, in some cases, tHgonds or holds a long position on a Treasury
underlying financial instrument is an index.bond futures contract. Writing “covered calls”
Options that can be exercised before or at thgas only limited potential for gain. Writing
expiration date are referred to as Americancovered calls” is not a proper strategy for a
options; if an option can be exercised only orinarket that could rise or fall by substantial
the expiration date, it is termed a Europeamounts. It is generally used in a flat market

option. environment.
Referring to the above example, if a seller
BHC Supervision Manual December 1992 holds neither the cash market U.S. Treasury

Page 10 Bonds or was not long on the Treasury bond
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futures contract, the writer would have ansubtracting intrinsic value from the option pre-
uncovered or “naked” position. In such mium. For example,
instances, margin would be required (by the
exchange, if an exchange traded option—not th.tle
case for an OTC option) since the seller would
be obligated to satisfy the terms of the optionTime value = 5-10/64 -4.00
contract if the option buyer exercises the con-..
tract. The risk I:p))otentia)ll for loss in writing Time value =1.15384
“naked calls” (calls against which there are no
securities held in portfolio) is great since the The option premium is affected by several
party required to deliver must purchase the resther factors. One factor involves the compari:
quired securities at current market prices. Nakeson of the underlying futures price versus the
“covered call” writing is generally viewed to be strike price of the option. An option’s price is
speculative since the risks are theoreticallyncreased the more that it is in-the-money. A
unlimited, particularly if it is done solely to second factor is volatility. Volatile prices of the
generate fee income. underlying financial instrument can help stimu-
Options are purchased and traded either date demand for the options, thus increasing th
organized exchanges or in the over-the-countgaremium. A third factor that affects the pre-
(OTC) market. Option contracts follow three-mium of an option is the time until expiration.
month expiration cycles (example: March/JuneDption premiums are subject to greater price
September/December). The option contractBuctuations because the underlying value of thi
expire on the Saturday following the third Fri-futures contract changes more with a longe
day in the expiration month. Thus, options ardime period. Other factors that affect the optior
considered as “wasting assets” because thegremium are the strike rate(s) and the domesti
have a limited life since they expire on a certairand foreign (if applicable) interest rates.
day, even though it may be weeks, months, or An exchange-traded option is often referrec
years from now. The expiration date is the lasto as a “standardized” option, reflecting the fact
day the option can be exercised. After that datthat the terms of the contract are uniform with
the option is worthless. respect to the underlying instrument, amounts
Option premium valuationThe price (value) exercise prices, and expiration dates. OT(
of an option premium is determined competi-options are characterized by terms and cond
tively by open outcry auction on the tradingtions which are unique to each transaction
floor of the exchange. The premium value id arge financial institutions are often dealers ir
affected by the inflow of buy and sell orderscustomized interest rate or foreign exchang
reaching the exchange floor. The buyer of theptions. For example, a banking organizatior
option pays the premium in cash to the seller ofight write a “cap,” or series of put option on
the option which is credited to the seller'spounds sterling to protect the dollar value of &
account. Several factors affect the value of asterling denominated receivable due in one yea
option premium, as discussed below. The optioin this case, an option can be tailored to fit the
premium consists of two parts, “intrinsic value” exact needs of the buyer.
and “time value.” The intrinsic valueis the Like futures contracts, contract performance
gross profit that would be realized upon immedion exchange-traded options is guaranteed by tt
ate exercise of the option. Stated another way, d@earing corporation which interposes itself as :
is the amount by which the option is in-the-central counterparty to all transactions. It substi
money. It is the higher of: the value of an optiontutes itself as a seller to all buyers and as a buyze
if it is exercised today; or zero. For “in-the- to all sellers. Standardization combined with the
money” call options, it is the difference betweenclearing corporation’s guarantee facilitates trad
the price of the underlying financial instrument,ng and helps to insure liquidity in the market.
and the exercise (strike) price of the option. Fofrhe buyer or seller of an exchange-traded optio
“in-the-money” put options, it is the difference may always close out an open position by enter
of the exercise (strike) price of the put optioning into an offsetting transaction, with the same
and the price of the underlying financial instru-strike price and expiration date, and for the
ment. The intrinsic value is zero for “at-the- same amount. Indeed, most exchange-trade
money” or “out-of-the-money” options. The options are liquidated prior to maturity with an
time value derives from the chance that anoffsetting transaction, rather than by exercisin
option will gain intrinsic value in the future or
that its intrinsic value will increase before matu-sHc Supervision Manual December 1992
rity of the contract. Time value is determined by Page 11

ime value = Option premium Intrinsic values
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the option in order to buy or sell the underlying500. As opposed to a regular call or put option

instrument. on equity securities where there must be a sale
Buyers of exchange-traded options are naand delivery of shares of stock, there is no

required to post funds to a margin accountelivery of the underlying instrument when an

because their risk is limited to the premium paidndex option is exercised. Rather, settlement is

for the option. However, writers (sellers) ofin cash.

options are required to maintain margin

accounts because they face substantial amounts

of risk. The amount of the margin varies . .
depending upon the volatility in the price of the2130.0.8.1.2 Foreign Currency Options

option. As the option moves closer and closer tq.he right to buy (call) or sell (put) a quantity of

being in-the-money, the writer is required to ; s
. o . : foreign currency for a specified amount of the
deposit more and more into his margin accoun omestic currency is a foreign currency option.

in order to guarantee his performance should t he size of the contract is standard for each

option eventually be exercised. .
Options on futures contracts provide thecurrency. The contracts are quoted in cents per

holder with the right to purchase (call) or sell’! gf t‘:‘érne'?gr curency. as an nedxﬁg“pl"; o
(put) a specified futures contract at the option’ oun d‘; P '
strike price. The difference between the strik )
price on the option and the quote on the futures
contract represents the intrinsic value of the
option. Options on futures contracts differ from2130.0.8.2 Caps, Floors, and Collars
traditional options in one key way: the party
who exercises an option on a futures contraaCaps, floors, and collars provide risk protection
receives a long or short futures position (deagainst floating interest rates. The market for
pending on whether he is exercising a call or puthese products is an outgrowth of the OTC mar-
option) rather than accepting or making deliveryet in fixed income (bond) options.
of the underlying security or financial instru- An interest rate cap contract pays the buyer
ment. When the holder of a call option on acash if the short term interest index rises
futures contract exercises the option and thabove the strike rate in the contract in exchange
futures contract is delivered, the option writerfor a fee. In combination with a floating rate
must pay the option holder the differenceobligation, it effectively sets a maximum level
between the futures contract’s current value andn interest rate payments. If market rates are
the strike price of the exercised call. The buyebelow the cap rate, no payments are made
takes on a long position, and the writer a shortinder the cap agreement. Thus, the buyer of a
position in the futures contract. When a futuregap is able to place a ceiling on his floating
put option is exercised, the holder takes on eate borrowing costs without having to forego
short futures position, and the writer a longpotential gains from any decline in market
position. The writer of the put pays the holdenrates.
the difference between the current price of the Cap agreements typically range in maturity
futures contract and the strike price of the pufrom 6 months to as long as 12 years, with reset
option. The resultant futures position, like anydates or frequencies that are usually monthly,
other futures position, is subject to a dailyquarterly, or semiannual. The London Interbank
marked-to-market valuation. In order to liqui-Offered Rate (LIBOR) is the most widely used
date the futures position, both the buyer andeference rate for caps, floors, and collars. Other
the seller must undertake offsetting futuresndexes used as reference rates are commercial
transactions. paper rates, the prime interest rate, Treasury bill
rates, and certain tax-exempt rates. Cap fees
depend upon the cap level, the maturity of the

2130.0.8.1 Other Option Contracts agreement, the volatility of the index used as the
reference rate, and market conditions. The
2130.0.8.1.1 Stock Index Options higher the cap rate, the lower the premium.

The fee is usually paid up front, but can be

A stock index option is a call or a put that isamortized. .
based on a stock market index such a&s$h& P An interest rate floor agreement is used to
protect the overall desired rate of return associ-

BHC Supervision Manual December 1992 ated with a floating-rate asset. In accordance
Page 12 with the agreement, the seller receives a fee for
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the floor agreement from the holder of themargin® However, the GNMA margin require-
underlying asset. When interest rates fall, thenents exclude the majority of GNMA forward
holder of the floor contract is protected by thecontracts and only pertain to contracts involving
agreement, which specifies the fixed per annutNMA issuers with other parties.
rate (floor rate) that will be retained on those The Commodities Futures Trading Commis-
assets, at specified times during the life of theion (“CFTC") is the agency authorized by
agreement, even though floating interest rateSongress to supervise the trading of “commodi-
may decline further. ties,” including financial futures. Exchanges

An interest rate collar is a variation of awhich trade commodities must register with
cap-only agreement. Under this arrangement tibe CFTC. In addition, the various futures
seller of the collar, for a fee, agrees to limit theexchanges must receive CFTC approval befor
buyer's floating rate of interest within onethey can begin trading a new futures instrument
agreement by a simultaneous sale of a caProkers and dealers who execute futures cor
and purchase of a floor, or purchase of a capacts for customers must register as Future
and sale of a floor. When the reference rate i€Eommission Merchants (“FCM”) with the
above the cap rate the seller makes payments @TC. There are also CFTC registration
the buyer sufficient to return the buyer’s floatingrequirements pertaining to firms engaging ir
rate interest cost to the cap rate. Conversely, tteommodities activities similar to an investment
buyer makes payments to the collar provider tadvisor or mutual fund in the securities markets
bring its rate back to the floor whenever theFinally, the surveillance activities of the various
reference rate falls below the floor rate. In effectfutures exchange examiners are subject to ove
under a collar agreement the buyer is selling aight by the CFTC.
string of call options (the floor) back to the With the exception of reporting requirements
provider of the cap. The premium received fronmconcerning persons or entities with large future:
selling the floor reduces the overall cost of theositions, the CFTC’s jurisdiction generally
cap to the buyer of the collar. Thus, the predoes not extend to financial institutions. Rather
mium for a floor/ceiling, or collar, agreement, isthe federal and state banking agencies, sta
lower than for a cap-only agreement with thensurance commissions, and the Office of Thriff
cap at the same level. This is because the flo@upervision are responsible for supervising
sold to the provider of the collar has a certairregulated entities’ future activities, if permitted,
value, which is passed along to the buyer in thender statute or regulation.
form of a lower premium.

The disadvantage to collars, of course, is that
they_ Iimit_ the buyer's ability to profit fror_n_ 130.0.10 EXAMPLES OF CONTRACT
declines in market rates below the specifie TRATEGIES
floor. Clearly, one’s interest rate expectations
play an important role in determining whether,

o o 15, 2 colr sgrcent It shoud SSETC 3 maret paricipant defines 1 fuur
9 ctivities as “speculative” or as “hedging.”

{Lsé( ((:)rg dbi?trri]sE'i%i;;é?gﬁg%rse?&igt'ins'm{grets(gasically, CFTC rules consider a participant tc
e a hedger if certain facets of such person’

g’)‘(teossvggﬁoa?hrgfgketnﬁ; ;Lle ?gg%re?fr;ge %ﬂ:g[j usiness can be hedged in the futures market
p P Yy rsons who do not have a business need fi

on payments due under the cap agreement; a rticipating are deemed to be speculators. It i

the provider of the collar is exposed to the risk _..": ; .
that the buyer may default on payments du?m'C'patEd that bank holding companies charac

under the floor aareement erize their contract activities as “hedging”, or
9 : possibly as arbitrage between various market

For purposes of reporting large positions to the

5. Initial margin requirements necessitate the pledging o
2130.0.9 REGULATORY something of value prior to initiation of a transaction. Depos-
FRAMEWORK iting maintenance margin refers to pledging something o
value in reaction to market movements; e.g. depositing cas
o . ~ representing the difference between a forward contract pric
GNMA has adopted limited margin require-and its current market value.

ments. Specifically, the GNMA margin require- 6 See SR-625 dated July 23, 1980.

ments (12 C.F.R. 390.52) require marking-

to-market and the posting of maintenanc&HC Supervision Manual Decemtl;z;?lggz
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Examiners must scrutinize contract positions foflosses) will approximately offset any losses

purposes of evaluating risk. (gains) on the hedged position.
The Board policy statement concerning bank 3. The contract position taken should have a
holding compani€sstates: life which is equal to or greater than the end of

“. .. the Board believes that any positionsthe period during which the hedge will be out-
that bank holding companies or their nonbanistanding. For example, if interest rate protection
subsidiaries take in financial contracts shouldvas deemed necessary for a six-month time
reduce risk exposure, that is, not be speculapan, it would not ordinarily be wise to enter a
tive.” It should be noted, however, that a morecontract expiring in three months.
liberal interpretation of the policy statement has
been permitted for dealer subsidiaries. For ex; . .
ample‘,)in a government securities dealer Subs;%lSO.O.lO.l The Mortgage Banking Price
iary, it is permissible to use related financial edge
contracts as a substitute trading instrument fcr)é

cash market instruments. Thus, the use of fina -;‘fgég? nt?l?:] eat Or%?{é?ﬁéﬂz nt:?)rr]tlsgg e:l;tt)selldflii%
fr:ael r?sokng? gtesallif]gngi:tlilvnillifsd solely to rEducmgyield in the following October. Unless the loan

Some examples of contract strategies are pr riginator has a forward commitment to sell the

vided which reduce risk when viewed in isola- ozns i[.o a perrrr:aner)t |r_1ve|stor|(s), IthS exposed to
tion. A definition of a financial hedge is: a decline In the principal value of mortgages
.“to enter transactions that will .protect due to a rise in interest rates between the com-
. . mitment date and ultimate sale of the loans. An
%goa\l/lgriterl\ct)fs through a compensatory ICmchample of a traditional “short hedge” would
L L . _be the sale of futures contracts in an attempt to
In looking at a hedge transaction in isolation

; duce the risk of price fluctuation and insure a
?ﬁ;%;i;ovl;:)c:ﬁ:bfegrtam elements present to ma% ofitable sale of the loans. However, in follow-

. ing this strategy the mortgage originator also
L. Th? Interest rate future_s or for_vyard CON hooses to forfeit its ability to reap a profit if
tract utilized should have a high positive corre-

nterest rates should fall.

lation (prices that tend to move in the samd If interest rates increased, the loss on the sale

direction with similar magnitude) with the cash
position being hedged.gln otrzer words, thef mortgages or a pool of mortgage-backed se-
futures or forward position taken shoulf:i becurmes will probably be largely offset by a gain

structured so that an uoward orice movement iﬁn the futures transaction; see example below. If
P P Interest rates fall, the mortgage originator would

the contract offsets a downward price move- _.

ment in the cash or risk position being hedge ain on the rkesale of mortgages but Ic_)se on the

and vice versa. htgres Lnakr]eét trz’insactlpn. Hencel, in Ia tru?
2. The type (e.g. T-bill, T-bond, etc.) and size, edge, the hedger's earnings are refatively unaf-

. fected by a change in market interest rates in
of the contract positichtaken should have a either direction.

proportionate relationship to the cash or risk Generally accepted accounting principles

position being hedged, so that futures galn§1pplicable to mortgage activity require that

I mortgages held for resale be periodically reval-
7. The Board's policy statement on engaging in futuresued to the lower of cost or market (Financial
forwards, and option contracts. Accounting Standards Board Statement No. 65,

8. Futures market participants engage in a practice, some: : ; :
times known as “factorweighting” or “overhedging,” to de- Accoummg for Certain Mortgage Banking

termine the appropriate number of futures contracts necessaﬁCtiViFiesn)- Unrealized gains and losses on out-
to have the proper amount of compensatory price movemegtanding futures contracts are matched against

against a hedged cash or risk position. For example, it woulga|gted mortgages or mortgage commitments

require 10 mortgaged-backed futures contracts (8% coupoy, . :
$100,000 face value) to hedge an inventory of $1,000,008Vhen the 'nventory is revalued to the lower of

mortgage-backed (8% coupon) securities. Alternatively, 140St or market; i.e. the lower of cost or market
mortgage-backed futures contracts would be required to hedgealuation is based upon a net figure including
a $1 million inventory of mortgage-backed securities with aynrealized related futures gains and losses.
13¥2% coupon. Overhedging or factor weighting is necessary

in hedging securities with higher coupons than those specified

in futures contracts (currently 8% on bond futures) becaus :

higher coupon securities move more in price for a giver1?:|‘30'0']‘o'2 Basis

change in yield than lower coupons.

Basis is the difference between the cash (spot)

BHC Supervision Manual December 1992 price of a security (or commodity) and its
Page 14 futures price. In other words:
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Basis = Spot price- Future price The rate basis is useful in analyzing hedges ¢
short-term instruments since it nets out all
For short-term and intermediate futures coneffects resulting from aging. For example, if a
tracts, the futures price is the quoted futuresne year T-bill has a rate of 9 percent with a
price times an appropriate conversion factomprice of 85, and a 3-month T-bill has a rate of
For short-term futures contracts the quote® percent and a price of 94, the price basi
futures price is 100 less the annualized futurewould be-9. If a cash security ages, it does nof
interest rate. The invoice price must be detemecessarily mean that a change in the rate bas
mined using yield-to-price conventions for thehas taken place.
financial instrument involved.
Basis may be expressed in terms of prices.
Due to the complexities involved in determining .
the futures price, it is thus better to redefine2130.0.10.3 Trading Account Short
price basis using actual futures delivery price§1€0ge
rather than quoted futures prices. Thus, the price
basis for fixed income securities should be redeAnother example of a short hedge pertains t

fined as: securities dealers that maintain bond tradin
accounts. While bonds are held “long” (actual-

Price Basis = Spot price ly owned by the dealer) in trading accounts,

— Futures delivery price. dealers are subject to two risks. First, there i

the risk that the cost can change regardless
Basis may also be expressed in terms of intewhether the funds are generated through repu

est rates. Theate basiss defined as: chase agreement financing or the dealer’s oth
funding sources. When there is an inverted yiel
Rate basis = Spot rateFutures rate curve (short-term interest rates are higher tha

long-term rates), trading portfolio bonds in
The spot rate refers to the current rate on thimventory yield less than the cost of funds
instrument that can be held and delivered on theequired to carry them. Second, there is the ris
contract. The futures rate represents the intereitat bond market interest rates will rise, thus
rate that corresponds to the futures deliveryorcing the dollar price of bonds down.
price of the deliverable instrument.

2130.0.10.3.1 Example 1: A Perfect Short Hedge

Month Cash Market Futures Market

June Mortgage department makes commitment to a Sells 10 December mortgage-
builder to originate $1 million of mortgages backed futures at 98s2
(based on current GNMA 8's cash price) at for $962,500 to yield
98-2%32 for $988,750 8.59 percent

October Mortgage department originates thesils $1 Buys 10 December mortgage-
million of pooled mortgages to investors at a backed futures at 93,
price of 952932, for $956,250 for $930,000 to yield

8.95 percent

Loss: $32,500 Gain: $32,500

1. The effects of margin and brokerage costs on the trans-
action are not considered. It should be noted that “perfect
hedges” generally do not occur.

The following example pertains to a bond tradmission charges and uses futures contrac
ing account. Assume that the dealer purchasesaturing in March 19x9 because the dealer™
Treasury bonds on October 4 and simulta-

neously sells a similar amount of Treasury bon@HC Supervision Manual December 1992
futures contracts. The illustration ignores com- Page 15
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technical analysis discovered an advantage iprevious December contract was the next avail-
using the March 19x9, rather than the previougble contract still trading.)
December contract as a hedge. (At that time the

Cash Market Futures Market

10/04/1998 Purchase $5MM T-bonds maturing AugSell $5MM T-bonds futures contracts

2005, 8% coupon at 8®s2: expiring Mar. 1999 at 86%s2:
Principal = $4,365,625 Contract value = $4,332,813
10/23/1998 Sell $5MM T-bonds at 79.0: Buy $5MM T-bond futures
Mar. 1999 at 7%s2
Principal = 3,950,000 Contract value = 3,951,563
Cash loss = ($415,625) Futures gain = $381,250

Although the hedge did not prevent the dealer’s There are a number of approaches available
trading account from losing money, it limitedto attempt to ensure that future time deposits
the loss to $34,375 instead of $415,625. can be obtained without paying higher than mar-
It is worth noting that the preceding exampleket interest rates. One method is forecasting the
also illustrates some of the dangers of usingppropriate interest rate to be paid on a given
interest rate futures contracts. Although theéime deposit three months in the future. How-
futures market proved useful to the trading deever, forecasting has become increasingly diffi-
partment, a futures contract could have seriousult to do with accuracy in the recent periods of
consequences for a dealer using an allegdtuctuating interest rates. An alternative ap-
“long hedge to lock-in an attractive yield.” proach would be to quote the current C.D. rate
(adjusted slightly for competitive factors) with
an intent to hedge in the futures market if the
banking organization’s interest rate bid is
accepted. Upon receiving notification that its
In certain areas of the country, financial institu-dePOSIt bid has been acceptedf the institution
tions desiring to hold public deposits are reSan then purchase an appropriate number of
quired to bid competitively for deposits. Thefutures contracts to insure a profitable invest-
case discussed below pertains to a situatighent spread three months hence when it actu-
where the competitive bids must be tendered!y 'éceives the deposit. _
one calendar quarter in advance of receiving th The following excf;\mple on June 1, 19x0; the
deposit. In this example, the asset side of th cts are as follows:
balance sheet is not discussed since it is as=
sumed that a banking organization paying th&ize of public deposits

2130.0.10.4 Long Hedge

prevailing one-year C.D. interest rate can utilize offered $10 million

the funds at a profitable spread. Date of deposit September 2, 19x0
In this type of situation the bidding institu- Term 1 year

tions are generally vulnerable to falling interesiCurrent C.D. rate B%

rates; one can safely assume that an institution
selected to hold public deposits would not be

dismayed to learn subsequently that interest For purposes of this illustration, assume that a
rates had risen and it had locked-in a fundindpid was submitted to pay%8% for one year on
source at or below market rates. However, th10 million. The bids were due June 1 and
funds will not be received for another 3 monthsnotification was given June 2 of the intention to
Thus, there is the possibility that interest rateprovide the funds on September 2; and the bank-
could drop in the interim, leaving a reduced oling organization decided to purchase futures
possibly negative net interest margin when theontracts on June 2.

funds are deployed. A Treasury bill futures contract, expiring in
3 months, is selected as the hedging vehicle
BHC Supervision Manual December 1992 because it reflects price movement of an instru-

Page 16 ment with a comparable maturity to one-year
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C.D., and there was no C.D. futures contracbut not identical, instrument. This type of hedg-
trading. For purposes of this illustration, it ising is a measured risk since the outcome of suc
assumed that the contract offers sufficient liquida transaction is a function of the price correla:
ity to enable the banking organization to readilytion of the instruments being hedged. At any
offset its open futures position when necessargiven moment it is conceivable that a negative
Using the bill contract is an example of “crosscorrelation could exist between two unlike
hedging” which is defined as the buying orinstruments despite the presence of a stron
selling of an interest rate futures contract taorrelation over an extended time period.
protect the value of a cash position of a similar,

Date C.D. Rate Transactions T-bill Futurés
June 2, 19x0 8.25% Purchase 40 Contracts 91.84 8.16¥
Sept. 2, 19x0 11.00% Sell 40 Contracts 90.05 9.95%

1. The size of the trading unit is based upon U.S. T-billsthe difference between the actual T-bill yield and 100.00.
having a face value at maturity of $250,000 (%0250M =  Every one basis point movement on a contract is equal t
10MM). Prices are quoted in terms of an index representing25.00 per contract.

2130.0.10.4.1 Evaluation of the Hedge 2130.0.10.5 Using Options to Create an
Interest Rate Floor

Total interest (not compounded _ .
to be paid é%%) P ) $ 825,000 Assume that on September 28th it is decided t

Alternative C.D. interest rollover a $1,000,000 investment in 13-week
(not compduﬁded) Treasury bills on November 28, which also hap

at current rate (11% 1,100,000 P€NS to be the expiration da_te for call options ol
(11%) the December Treasury bill futures contract

Difference 275,000 ; it ;
. ! The banking organization, concerned that inter
Futures trading loss* ___(179,000) g rates wiﬁ fal?between September 28 and th
Net difference $ 96,000 rollover date, wishes to hedge the rollover of its
_ . investment. The portfolio manager can set «
*Computation—purchase price 91.84 minimum vyield on the rollover investment by
Sale price 2—07'25 179 basis point either buying a Treasury bill future call option,
(179 X $25.00% 40 Comractszgﬂgooo) aSISPOINS  or by buying a Treasury bill futures contract.

Further assume that the December Treasury bi

In retrospect, it would have been better if thefutures contract can be bought for a price o
banking organization would not have hedged?3.70 which implies a discount yield of
By agreeing to an interest rate on June 2, |630 per(_:ent. '_I'reasury bill _futur(_as Ca”_OptlonS
obtained deposits on September 2 and will payith a strike price of 93.75, implying a discount
approximately $275,000 less in interest payyield of 6.25 percent, sell for a premium of
ments to the municipality than is required on ar?0_basis points, or $600 (20 basis poirits
ordinary C.D.(s) issued on September 2. Th&25/basis point = $500).
$179,000 futures trading loss, of course, re- If the banking organization could actually
duced the windfall interest income due the bankbuy a Treasury bill futures contract that expirec
ing organization. A net interest income sprea@n exactly November 28, then there would be :
of approximately $96,000, instead of aperfecthedge since the rate of return on the bill
$275,000, demonstrates two principles: 1) cros¢ould be explicitly fixed by the futures hedging
hedging can cause unexpected results; and 2)strategy. However, the closest maturing Trea
is quite difficult to find perfect hedges in the reaisury bill futures contract expires in December.
world. The hedge was structured so that a cagieveral weeks after the rollover date for the
gain was offset by a futures loss—incorporatind?@anking organization’s investment. Uncertainty
the offsetting principles of a hedge transactionover the actual discount yield of the Treasury
If the general level of interest rates had fallen, ®ills on the rollover date and the yield producec
futures gain should have occurred to offset the
higher (relative to prevailing market rates) cosBHC Supervision Manual December 1992
of funds obtained on September 2. Page 17
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by the hedge is known as “basis risk,” the risk2130.0.10.6 Hedging a Borrowing with
that the yield on the hedge may differ from thean Interest Rate Cap
expected yield on the hedged item. For purposes

of this example, assume that the yield on the, order to limit a borrower's interest rate risk,
futures contract equals the aptual discount y'elgophisticated banking institutions may offer cap
on the 13-week Treasury bills at the roIIoveragreememS as part of a loan package to their
date. Thus, the futures hedge in this examplgiients. While such an arrangement provides
will_provide an effective discount yield of some comfort that the borrower's ability to re-
6.30 percent on the rollover of the 13-weeksay will not be jeopardized by a sharp increase
Treasury bill investment. in interest rates, it obviously transfers that inter-
Assume that rates fall after September 28 angs; rate risk back to the lender. Nevertheless,
that the dlsco_unt yield on Treasury bill futuresmany banking institutions feel they are better
contracts declines from 6.30 percent to 6.00 pelyple ‘to manage that risk than are some of their
cent at the November 28 expiration date of th@jients. Cap agreements have also been utilized
December Treasury bill futures options conyg cap the rate on issued liabilities. For example,
tract. The option to buy the Treasury bill futures,y jnstitution might be able to issue medium-
ywll be exercised since th_e strike price of 93.75g/m floating rate notes at 3-month LIBOR plus
is below the market price of 94.00 for theyp eighth of a percent. Alternatively, that institu-
underlying futures contract, yielding a profit of joy could issue a capped floating rate note at
25 basis points or $625 (25 basis points 3.month LIBOR plus three-eights of a percent.
$25/basis point). The profit must be offset by thesy supsequently selling the cap separately back
20 basis point cost of the option, which reducegyio the market the institution could, achieve
the net p.roflt to 5 ba§|s points. The effectiveg;,p. IBOR funding, depending on the proceeds
hedged discount yield is 6.05 percent (6.00 pekiom the sale of the cap.
cent on the 13-week Treasury bills—assuming a cap agreement is typically specified by
no basis risk—plus the 5 basis point profit from|jowing terms: notional principal amount;
the hedge). The option hedge produces a yielg\atyrity: underlying index, frequency of reset,

that is 5 basis points higher than the unhedgegike level. As an illustration, a cap agreement
yield, but 25 basis points lower than themight have the following terms:

6.30 percent yield that would have resulted from
hedging with futures.
Although the option hedge resulted in a lowemNotional Principal

effective yield than the futures hedge, it set an aAmount $10,000,000
absolute floor on the investment. This is because .
any decline in the discount yield of the TreasuryMaturity 2 Years

bills below 6.05 percent would be offset dollarynderlying Index 3-month LIBOR
for dollar by the additional profits from the

hedge. The real advantage of the option hedge &ate Fixing quarterly

that, although |t establishes a f|00l’ that iS IoWepayment quarte”y’ in arrears, on
than the rate fixed by the futures hedge, it allows an actual/360-day basis
the hedger to participate in any increase in inter-

est rates above the cost of the call premium. Fdrap Level 9%

example, if interest rates increased such that thgp Front Fee 1.11% of par

price on the December Treasury bill futures ($111,000)

contract on November 28 falls to 93.00, imply-

ing a discount yield of 7.00 percent, the option

would expire unexercised since the strike price ynder the terms of this agreement, if at any
is above the price of the underlying futuresof the quarterly rate fixing dates 3-month
contract. Again, assuming that the spot price fof IBOR exceeds the cap level then the seller of
the 13-week Treasury bills is equal to the fUtUre%e cap would pay the buyer an amount equal to
price, the effective discount yield is 6.80 percenthe difference between the two rates. For exam-
(7.00 percent minus the 20 basis point calpje, if at a reset date LIBOR was set at 10 per-
option premium), 50 basis points higher than theent, the payment would be:

yield that would have been provided by the

futures hedge.

BHC Supervision Manual December 1992
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10%(90/360x $10,000,000) One final point should be made with respec
to “hedging” based upon pairing a futures con-
tract against a portfolio security. Since this type
9%(90/360x $10,000,000) of “hedging” can be done while considering
only the asset side of the balance sheet, it |
possible that such a strategy could increas
$25,000 interest-rate risk rather than reduce it. For exan
ple, assume (unrealistically) that there is a per
Thus, the writer of the cap would pay the buyeffect balance between variable-rate assets a
$25,000. If 3-month LIBOR for the quarter wereliabilities, and the firm is evaluating fixed-rate
set at or below the cap level of 9 percent, nassets and liabilities. Management determine
payment would be made. that there is a perfect balance between fixed-ra
assets and liabilities and then isolates the la:
fixed-rate asset and liability. Make the further
assumption that the organization holds a six
2130.0.11 ASSET-LIABILITY month note vyielding 12 percent which is
MANAGEMENT financed by funds maturing in six months which
costs the organization 10.5 percent. By execu
Financial contracts can be used as a tool in aing a short futures contract “paired” against the
overall asset-liability management strategy. Irsix-month note, the organization would move
order to use financial contracts in this context, fom an overall “hedged” position to an
BHC or nonbank subsidiary must first identify “unhedged” position. In other words, the
where interest-rate exposure lies as indicated Bytures contract would move the organizatior
mismatches between asset and liability strudrom an overall neutral position and expose the
tures. In those instances where the BHC oerganization to interest-rate risk.
nonbank subsidiary has variable-rate assets andlt should be evident why it is more productive
variable-rate liabilities with comparable maturi-to consider the “big picture” in inspections
ties, there is, in theory, no need to hedge witlather than focusing upon individual or
financial contracts since that portion of the‘paired” (futures against each position) transac-
asset-liability structure is already hedged. Th&ions. The most meaningful approach is tc
same holds true for fixed-rate assets and liabilievaluate hedging strategies and open financi
ties (yielding a positive interest-rate margin) ofcontract positions in light of its business needs
comparable maturities. Once a BHC or nonbankperations, and asset-liability mix.
subsidiary has identified the undesired mis-
matches in assets and liabilities, financial con-
tracts can be used to hedge against the identi$130.0.12 INSPECTION OBJECTIVES
able mismatch—for example, long positions in
contracts can be used as a hedge against funding To determine the purpose of financial-
interest-sensitive assets with fixed-rate sources contract positions. Any positions that bank

of funds, and short positions in contracts can be holding companies or their nonbank subsidi:
used as a hedge against funding fixed-rate assetsaries (except certain authorized deale

with interest-sensitive liabilities. subsidiaries) take in financial contracts
BHCs or nonbank subsidiaries that choose to  should reduce risk exposure, that is, not bt
employ financial contracts as a tool in their speculative.

general asset-liability management program angl. To determine whether prudent written poli-
properly use financial contracts are striving cjes, appropriate limitations, and internal
towards worthwhile goals. The discipline of controls and audit programs have been estal
identifying mismatches between assets and |ished and whether management informatior

liabilities tends to focus the practitioner’s atten-  systems are sufficiently adequate to monito
tion on the entire balance sheet. Examiners risks associated with contracts involving

should be aware that marketing efforts on behalf fytures, forwards, and options (including
of the futures exchanges have attempted to focus caps, floors, and collars).

upon just one side of the balance sheet by “pairs. To determine whether policy objectives con:
ing” a futures contract with an asset or a liabil- cerning the relationship of subsidiary bank-

|ty In Considering financial-contract aCtiVitieS, |ng Organizations and the parent bank hold
examiners need to remember that financial-

contract activities must be evaluated in light olBHC Supervision Manual December 1998
both sides of a balance sheet. Page 19
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ing company specify that each banking
organization in a holding company system
must be treated as a separate entity.

. To determine reporting compliance in
accordance with the Board’s bank holding

company policy statements. See section

2130.0.17 for the appropriate cites.

3.

2130.0.13 INSPECTION PROCEDURES

The term “banking organization”is used gener-
ally to refer to a bank holding company, the
parent company, or nonbank subsidiary.

1. Determine if the banking organization’s

financial-contract activities are related to the
basic business of banking.

Consider whether the financial-contract
activities are closely related to the basic busi-
ness of banking; that is, taking deposits, mak-
ing and funding loans, providing services to
customers, and operating at a profit for share-
holders without taking undue risks. Taking
financial-contract positions solely to profit
upon interest-rate forecasts is considered to
be an unsafe and unsound practice. Profit-
ability of contract activities is not the crite-
rion for evaluating such activities. It is quite
probable that a bona fide hedge strategy
could result in a contract loss which would
be offset by increased interest earnings or a
higher price for an asset sold, for example, a
pool of mortgages. Criticize contracts placed
solely to profit upon interest-rate movements.
Verify that contract activities are conducted
in accordance with the Board’s policy state-
ment. Where contract positions are of exces-
sive size and could jeopardize the financial
health of the entity under examination, the
gains or losses realized because of financial-
contract activities should be criticized.

. Ascertain whether policy objectives high-
light the circumstances under which financial
contracts should be used.

Determine whether management and oper-
ating personnel have received sufficient guid-
ance. Carefully constructed policy objectives
should be formulated with the knowledge
that although proper utilization of financial
contracts limits loss potential, such utiliza-
tion also limits potentials for gains. Policy
objectives should be formulated to limit
required resources (margin monies, commis-

BHC Supervision Manual
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sions, and personnel to execute, monitor, and
audit contract activities). A well-constructed
policy should be designed to preclude vari-
ous operating areas of a banking orga-
nization from taking offsetting financial con-
tract positions. Finally, there should be
established benchmarks for determining
whether financial contracts are meeting
desired objectives.

Determine if policy objectives concerning
the relationship of subsidiary banking organi-
zations and the parent bank holding company
comply with the Board'’s directives.

Each banking organization in a holding
company system must be treated as a sepa-
rate entity. The policy statement accommo-
dates centralized holding companies in that
the holding companies are free to provide
guidance to subsidiary banking organizations
and execute contracts as agent on behalf of
the banking organization, provided that each
banking organization maintains responsibil-
ity for financial contract transactions
executed on its behalf. Accordingly, a hold-
ing company that has centralized manage-
ment could, and perhaps should, consider the
interest-rate exposure of its subsidiary banks
on a consolidated basis in determining
whether future contracts can usefully be
employed to reduce that exposure, but any
future contracts that are executed must be
recorded on the books and records of a sub-
sidiary bank that will directly benefit from
such contracts.

The question concerning the relationship
of a subsidiary bank to its holding company
may also lead one to consider the relation-
ship of a subsidiary bank with its correspon-
dent bank or broker. One might also query to
what extent may less sophisticated institu-
tions rely upon brokers and/or correspondent
banking organizations for advice in this area?

Less sophisticated institutions can place
only limited reliance on others for advice in
this area. The bank holding company policy
statemerftemphasizes that responsibility for
financial-contract activities rests solely with
management. Additional information on
securities transactions and the selections of
securities dealers can be found in sec-
tion 2126.1.

4. Ascertain whether policy objectives and/or

position limits require prudence on the part
of authorized personnel entering into these
new activities. If discretion is left to senior

9. The Board’s policy statement on engaging in futures,
forwards, and option contracts.
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managers, determine whether managemeit
has issued instructions to ensure that the
level of financial-contract activity is prudent
relative to the capabilities of persons autho-
rized to execute and monitor contracts.

A new activity such as financial contracts
should, as a general rule, be entered slowly.
In developing expertise, management should
mandate a low level of activity until persons
authorized to execute contracts gain suffi-
cient expertise or until new personnel are
employed that have sufficient training and
experience to engage in financial-contract

activities on a larger scale. Senior manage-8.

ment must develop the expertise to under-
stand and evaluate techniques and strategies
employed to ensure that an experienced pro-
fessional does not engage in improper or
imprudent activities.
. If a banking organization uses financial con-
tracts as part of its overall asset-liability man-
agement strategy, determine whether the
organization developed an adequate system
for evaluating its interest-rate risk.

Without a system for identifying and mea-

suring interest-rate risk, it is impossible t010.

engage in hedging activity in an informed
and meaningful manner. Failure to identify
the mismatches in the organization’s asset-
liability mix would make it difficult to select
the proper number and types of financial
contracts—for example, bond or bill finan-

cial contracts—to provide an appropriate11.

amount of interest-rate-risk protection.
Evaluate whether the organization’s interest-
rate-risk measurement techniques appear rea-
sonable to determine whether the financial
contracts employed were successful in pro-
viding the proper amount of futures gains
(losses) to cover the hedged risk position.

. Determine if the recordkeeping system is
sufficiently detailed to permit personnel to
document and describe in detail how
financial-contract positions taken have con-
tributed to the attainment of the banking
organization’s stated objectives.

There is no universal, adequate recordi?2
keeping system for this purpose. Examiners
must evaluate each individual system rela-
tive to the organization’s stated objectives
and activities. If the recordkeeping system
cannot be used to illustrate how financial
contracts contributed to the attainment of thg 3
banking organization’s stated objectives, the
recordkeeping system is inadequate. BHCs
with inadequate recordkeeping systems

9.

Ascertain whether the banking organization’
board of directors has established writter
limitations with respect to financial-contract
positions.

NOTE: The bank holding company pol-
icy statement requires that the board o
directors establish written policies and posi-
tion limitations in connection with
financial-contract activities. If a committee
has been delegated similar responsibilitie
within the organization, and a committee
makes the decision, its recommendatior
should be ratified by the board of directors.
If there is the potential to exceed the above
limitations in certain instances, determine
whether there are firm, written procedures
in place concerning the authorizations nec
essary to exceed limits.

Determine whether the board of directors, ¢
duly authorized committee thereof, or inter-
nal auditors review at least monthly
financial-contract positions to ascertain con
formance with limitations. (See item (b) of
the bank holding company policy
statement.)

Determine if the banking organization

maintains general-ledger memorandun
accounts or commitment registers to
adequately identify and control all

financial-contract commitments to make or
take delivery of securities or money market
instruments.

Determine if the banking organization
issues or writes option contracts expiring in
excess of 150 days which give the othel
party to the contract the option to deliver
securities to it.

Examiners should review the facts sur-
rounding standby contracts issued by hold
ing companies. Examiners should alsc
review accounting entries connected with
bank holding company standby contracts tc
determine whether standbys were issued t
earn fee income “up front” and exploit the
lack of generally accepted accounting
principles.

. Determine whether financial-contract posi

tions are properly disclosed in notes to the
statements of financial condition and
income and that the contract positions hav
been properly reported on FR Y-9C, Sched
ule HC-F, “Off-Balance-Sheet Iltems.”

. Determine whether the banking organiza

tion has implemented a system for monitor-
ing credit-risk exposure associated with

should be instructed to make appropriat&8HC Supervision Manual

modifications.
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various customers and dealers with whonmequires market participants to assume the mar-
operating personnel are authorized to transet risks of either owning securities or “short-
act business. ing” securities. Issuing (or selling) standby con-
All financial-contract trading involves tracts granting the other party to the contract the
market risks. However, forward and OTCoption to deliver securities is a practice which
options trading, as well as swap activitiesyesults in the issuer functioning as an insurer
also involve credit risk. The key concern isagainst downside market risk for the other party;
whether the contra party to a transactionin essence, the party receiving the standby fee
will be ready, willing, and able to perform assumes all of the interest-rate risks of security
on contract settlement and payment date®wnership, but receives none of the benefits.
While maintaining control over credit-risk
exposure should ensure that a financiay130.0.13.2 Reviewing

organization will not enter excessive (rela-Einancial-Contract Positions
tive to the financial condition of the contra

party) forward or standby contracts, moni-The preceding questions were designed to focus
toring such exposure may not preventhe examiner’s attention on a bank holding com-
default in all instances. pany’s stated objectives for engaging in finan-
14. Ascertain whether the banking organizatiomial contract activities and the manner in which
has implemented internal controls and intersuch activities are conducted. It is also vital to
nal audit programs to ensure adherence teeview position records with respect to financial
written policies and prevent unauthorizedcontracts or, if necessary, prepare a schedule
trading and other abuses. grouping similar contracts by maturity. Once
15. Determine if the Reserve Bank was notifiedhe various positions have been scheduled it
at the inception of bank holding companywill be possible to evaluate the risk of contract
futures, forward, and option activities aspositions relative to the organization under
required by paragraph (f) of the holdinginspection.
company policy statemenfEéderal Reserve
Regulatory Servicd—830). 2130.0.13.3 Factors to Consider in
16. Determine if the personnel engaged irEvaluating Overall Risk
financial-contract activities have sufficient
knowledge and understanding of the marTo determine whether contract positions are rea-

kets to perform those functions. sonable, an examiner must evaluate positions in
light of certain key factors: the size of the orga-
2130.0.13.1 Evaluating the Risks of nization, its capital structure, its business needs,

and its capacity to fulfill its obligations. For
example, open contracts to purchase $7 million
Evaluating the organization’s stated objective®f GNMA securities would be viewed differ-
and their effects on overall risk is a difficult taskently in a BHC with $24 million of assets than
involving legitimate cause for concern becausé & BHC with $1 billion of assets.

of the high degree of leverage involved in con- There is no guaranty that financial contract
tract activities. Although there is an emergingPrices and cash market prices will move in the
trend towards dealers requiring margin on forsame direction at the same velocity; however,
ward trades, forward contract transactions gerfontract prices and cash market prices ulti-
erally have not required margin deposits, anéhately move towards price convergence in the
thus, grant users unlimited leverage. Althougislelivery month. Keeping this fact in mind, the
the amount of margin required for futures trade&isk evaluating process can be simplified by
is extremely small (for example, $1,500 initialthinking of the securities underlying the various
margin to take a $1 million futures position), thecontracts as a frame of reference. For example,
rules of the exchanges do require a daily marif @ BHC holds “long” futures contracts on
to market and a requirement that members ¢§10 million (par value) of Treasury bonds the
the futures exchanges meet maintenance marg@faminer should first evaluate the effect
calls on behalf of their customers. Customers, dfexcluding tangible benefits of ownership, e.g.,
course, are generally required to promptly reiminterest income, pledging, etc.) on the organiza-
burse brokers for margin posted on their behalfion of holding $10 million of bonds in its

Nevertheless, engaging in contract activitie®ortfolio and the resultant appreciation or depre-
ciation if interest rates rise or fall by a given

BHC Supervision Manual December 1998 amount. A “short” contract of $10 million Trea-
Page 22 sury bonds would be evaluated as if the banking
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organization had executed a short sale for With respect to forward contracts, there is ar
$10 million. In addition, the examiner would active forward market for GNMA securities
have to consider the positive or negative flow ofpecifying delivery of the underlying securities
funds received or disbursed as margin to refleatp to four or five months in the future. If a
daily contract gains and losses. While commisbanking organization is executing contracts fol
sions on futures contracts are not a major factanore distant maturities, management should b
in hedging transactions, they also should begueried as to why it is necessary to trade outsid
considered in this evaluation. Typically, com-the normal trading cycle.

missions are charged on a “round turn” basis—

meaning that commissions are charged based

upon an assumption that each futures contra@130.0.13.5 Relationship to Banking

will be offset prior to maturity. Since each con-Activities

tract will have to be offset, or securities bought

or delivered, it should be determined whethef evaluating contract activities, examiners

funds will be available to offset contracts orshould verify that contract strategies are carrie:
fund delivery. In the case of certain shorty fryition in connection with their relationship
contracts, a determination must be made ag overall objectives. Examiners may find it
to whether deliverable securities are held,sefyl to recommend additional recordkeepin
or committed for purchase by the bankingn porderline cases when they encounter situs
organization. tions where financial-contract positions are
closed out frequently during the hedge period
S but not frequently enough to be considered trad
2130.0.13.4 Contract Liquidity ing ratherqthan yhedgir?lg activities. Examiners
- ) o should suggest proper documentation wit
In addition to looking at the “big picture,” regard to financial contracts executed and an
examiners should consider a position in a giveRdditional recordkeeping as needed. Specif
contract maturity month relative to the volumecally, users could be requested to establish wri
of contracts outstanding. For example, in futuregen criteria specifying what circumstances will
trading there is generally a greater open interegfigger the closing of such contracts. Then user
in the next contract maturity month and perhapg,ould be judged by how well they adhered to
the following one or two contract maturity the criteria as well as whether the plan reduce
months. As one moves away from the near termisk. Hopefully, such recordkeeping would give
contracts, there is generally less trading and lesgers the latitude to close out a financial:
‘open interest” in the more distant contracts.contract position working against them (as
“Open interest” or the amount of contracts out-determined by some prearranged benchmark
standing is reported in financial newspapers angbt still require sufficient discipline to prevent
other publications. Generally, the contracts Witmsers from selectively executing financial con:
the largest open interest and daily trading voltracts merely to profit upon interest-rate
ume are considered to be the most liquid. forecasts.

To illustrate the concept discussed above, one The preceding discussion should reinforce th
should consider the following example. A “red fact that the actual utilization of financial con-
flag” should be apparent if a contract reviewtracts is not a clear-cut issue in terms of hedgin
discloses that the Organization has taken a Sizeerses Specu|ation_ However, certain key con
able position in a contract expiring in two years cepts should be kept in mind. First, a decision t
When the examiner checks financial newspapetgedge with futures or forward contracts involves
and other publications, he or she may discovehaking a decision that one is content to lock ir
that the BHC's position represents 20 percent odn effective cost of funds, a sale price of &
the open interest in that contract. Such a situapecific asset, etc. However, the decision t
tion would clearly be unsafe and unsounchedge which gives downside protection alsc
because the relatively huge position couplegheans forfeiting the benefits which would result
with the typically less liquid conditions in dis- from a favorable market movement. Thus, in
tant contracts makes it highly unlikely that theevaluating hedge strategies, the organizatio
BHC could quickly close out its position if should be judged as to whether it maintaine

necessary. In addition, one should also questiafedge positions long enough to accomplish it:
why the distant maturity was chosen since thergpjectives.

is no immediate reason to expect a close correla-
tion t_o the cash market for the underlyingBHC Supervision Manual December 1998
security. Page 23
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Caution should be employed in performingthe Consolidated Financial Statements for Bank
the analysis of financial contracts used to obtaiflolding Companies in accordance with Finan-
targeted effective interest rates. Examinersial Accounting Standards Board (FASB) State-
should not evaluate transactions solely on aent No. 80, “Accounting for Futures Con-
“paired” basis, that is, looking at paired cashtracts.” Foreign-currency futures contracts shall
market and financial-contract positions and forbe reported in accordance with the guidance in
getting about financial-contract positions relaFASB Statement No. 52, “Foreign Currency
tive to the organization’s entire balance sheeflranslation.”
nor should examiners fail to review the overall
nature of financial-contract activities. For exam-
ple, individual opening and closing of financial
contracts could appear reasonable, but t
aggregate activities may be indicative of al

organization that is in reality operating a future . . o
trading account solely to profit on interest-rathhen the reporting banking organization, as

expectations. either buyer or seller of futurt_as contracts, has
posted a performance bond in the form of a
margin account deposited with a broker or
2130.0.13.6 Parties Executing or Taking exchange, the current balance (as of the report
the Contra Side of a Financial Contract date) of that margin account shall be reported in
Other Assets. The balance in the margin account
In addition to monitoring contra-party creditincludes the following:
risk, serious efforts should be made to ensure
that the banking organization carefully scruti-1. the original margin deposit, plus (less)
nizes the selection of brokers and dealers. In th2 any additions (deductions) as a result of daily
case of futures contracts, the Commodity fluctuationsinthe market value of the related
Exchange Act requires that an entity functioning contracts (i.e., “variation margin”), plus
as a futures commission merchant be registeredl any additional deposits made to the account
with the CFTC. However, not every FCM may to meet margin calls or otherwise (i.e.,
be a member of a commodities exchange. Mem- “maintenance margin”), less
bers of an exchange are given additional supe#. any withdrawals of excess balances from the
vision by the exchange, while nonmembers are account
subject to audit by the National Futures Associa-
tion. In selecting any broker or dealer, an organi- When the performance bond takes the form
zation should give careful consideration to itsof a pledge of assets with a broker rather than a
reputation, financial viability, and length of time margin account, the pledged assets shall be
in business. If an organization intends to deamaintained on the books of the pledging bank-
with a newly established FCM or broker-dealerjng organization and no other balance-sheet
special efforts should be made to verify theentry is made for the performance bond. In this
reputation and integrity of its principals. (Forcase, gains and losses resulting from daily fluc-
additional discussion, seéederal Reserve tuations in the market value of the related con-
Regulatory Service3—-1562). Although such tracts are generally settled with the broker in
measures cannot ensure that problems will natash. However, if the pledging banking organi-
subsequently develop with an FCM or brokerzation also maintains a working balance with
dealer, some careful forethought can tend tthe broker against which recognized daily mar-
ensure that relationships will not be developediet gains and losses are posted, the working
with persons or firms who had serious problem$alance should be reported in Other Assets, and
in the past. treated in the same manner as a margin account.

130.0.14.1 Performance Bonds under
utures Contracts

2130.0.14 ACCOUNTING FOR 2130.0.14.2 Valuation of Open Positions
FUTURES CONTRACTS

All open positions in futures contracts must be
All futures contracts, except for foreign-reviewed at least monthly (or more often, if

currency futures contracts, shall be reported ifaterial) and their current market values deter-
mined. The market value of a futures contract is

BHC Supervision Manual December 1998 to be based on published price quotations. These
Page 24 futures positions must be revalued at their cur-
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rent market values on these valuation dates arnile futures contract shall be related to the
any changes in these values reported in accoaccounting for the hedged item so that change
dance with the guidance presented below foin the market value of the futures contract are
hedge or nonhedge contracts, as appropriate. recognized in income when the effects of relate
changes in the price or interest rate of the
o hedged item are recognized. If a banking organ
2130.0.14.3 Criteria for zation must include unrealized changes in th
Hedge-Accounting Treatment fair value of a hedged item in income, a chang
in the market value of the related futures con
A futures contract shall be accounted for as &act shall be recognized in income when the
hedge when the following conditions are met: change occurs. Otherwise, a change in the ma
ket value of a futures contract that qualifies as «
1. The banking organization must have detemedge of an existing asset or liability shall be
mined that the item or group of items to berecognized as an adjustment of the carrying
hedged (that is, the identifiable assets, liabiliamount of the hedged item. A change in the
ties, firm commitments, or anticipated transmarket value of a futures contract that is a hedg
actions) will expose it to price or interest-rateof a firm commitment shall be included in the
risk. measurement of the transaction that satisfies tt
2. The futures contract must reduce the expazommitment. A change in the market value of ¢
sure to risk. This will be demonstrated if, atfutures contract that is a hedge of an anticipate
the inception of the hedge arttiroughout transaction shall be included in the measure
the hedge period, high correlations ment of the subsequent transaction.
expected to exist between the changes in the . .
Once the carrying amount of an asset or lia

prices of both the contract and the hedge%i"ty has been adjusted for the change in the

ftem or group of items? In other words, the market value of a futures contract, the adjust
banking organization must monitor the price X )

movements of both the hedge contract anfent must be recognized in income in the sam
the hedged items to determine that it is prob'2nNET as other components of the carryin
able that changes in the market value of thgmount of that asset or hability (for example,

futures contract will offset the effects of priceusmg the interest method). If the item being
changes on the hedged items. hedged is an interest-bearing financial instru

3. The futures contract must be designated iﬁ]oi?t t%?r?;\r,lvésghfnpoensei(rjw ?geamgiﬂéte\ea?&sgcgﬁﬁ
writing as a hedge by management at th%ed,e contract thgz]at have been reflected ¢
inception of the hedge. 9 ¢

In order for a futures contract to qualify asadjustments in the carrying amount of the finan

a hedge of an anticipated transaction thgial instrument shall be amortized as an adjust
following two additional criteria must be ment of interest income or expense over th

met: expected remaining life of the hedged item.

a. The significant characteristics and If a futures contract that has been accounte
expected terms of the anticipated transador as a hedge of an anticipated transaction i

tion must be identified. closed before the date of the related transactiol
b. The occurrence of the anticipated transadhe accumulated change in value of the contrac
tion must be probabl&: shall be carried forward (assuming high correla

tion continues to exist) and included in the
measurement of the related transaction. When

2130.0.14.4 Gains and Losses from becomes probable that the quantity of the antici

Monthly Contract Valuations of Futures pated transaction will be less than that originally

; hedged, a pro rata portion of the futures result
Contracts That Qualify as Hedges that would have been included in the measure

pent of the transaction shall be recognized as

If the hedge criteria are met, the accounting fol
gain or loss.

When futures contracts that are hedges ai
10. Generally, banking practice maintains that correlatioterminated, the gain or loss on the terminate
in the changes in the market values of the futures contract angontracts must be deferred and amortized ove

the hedged item must be at least 80 percent for the “hig [ ; :
correlation” criteria in FASB Statement No. 80 to be met. Ithe remaining life of the hedged item.

11. It will be particularly difficult to meet this criteria when T
an anticipated transaction is not expected to take place in tHBHC Supervision Manual December 1998
near future. Page 25
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2130.0.14.5 Gains and Losses from 2130.0.16 INTERNAL CONTROLS
Monthly Contract Valuations of Futures AND INTERNAL AUDIT
Contracts That Do Not Qualify as Hedges
The following is designed to illustrate desirable
For futures contracts that are not accounted fdhternal controls and internal audit procedures
as hedges, the change that has occurred in tR@plicable to the organization’s activities in
market value of open positions since the last cafinancial contracts. This illustration is not
report date shall be reflected in current incomedntended to serve as an absolute standard relat-
either as “other noninterest income” for neting to contract activities, but is designed to
gains or “other noninterest expense” for netsupplement examiners’ knowledge relating to
losses. internal controls and internal audits in this con-
If h|gh correlation ceases to exist, the bankingext. In evaluating internal controls and audits,
organization should discontinue accounting fofhe examiner will need to evaluate the scope of
a futures contract as a hedge. When this occurg‘!tul'es, forward, and options activities to deter-
the portion of the change in the market value ofine whether internal controls and audit proce-
the contract that has not offset the market valugures are adequate in relation to the volume and
changes of the hedged item, since the inceptiofature of the activities.
of the hedge, must be reflected in the Report of
Income as “other noninterest income” or “other
noninterest expense,” as appropriate. The cor2130.0.16.1 Internal Controls
tract should thereafter be accounted for as a
nonhedge contract with subsequent changes this @ management’s responsibility to minimize
the contract's market value reflected in currenthe risks inherent in financial-contract activities
period income. through the establishment of policies and proce-
When futures contracts that are not hedge@ures covering organizational structure, segre-
are terminated, the gain or loss on the termigation of duties, operating and accounting sys-
nated contract must be recognized currently itfm controls, and comprehensive management
the Report of Income as “other noninteresteporting. Formal written procedures should be
income” or “other noninterest expense,” asin place in connection with purchases and sales,
appropriate. processing, accounting, clearance and safekeep-
There is the potential for holding companiedng activities relating to these transactions. In
and nonbank subsidiaries to follow the refergeneral, these procedures should be designed to
enced accounting applications and brearnsure that all financial contracts are properly
“hedges” with unrealized futures gains to rec-recorded and that senior management is aware
ognize income, and maintain hedges wittpf the exposure and gains or losses resulting
futures losses and adjust the carrying basis dfom these activities. Some examples of desir-
the paired, that is, “hedged” asset. Examiner&ble controls follow:
should look for patterns of taking gains and
losses with a view to determining whether thel. Written documentation indicating what types
opening and closing of contracts is consistent Of contracts are eligible for purchase by the

with the organization’s risk-reducing strategies. ~organization, which individual persons are
eligible to purchase and sell contracts, which

individual persons are eligible to sign con-
tracts or confirmations, and the names of
2130.0.15 PREPARING INSPECTION firms or institutions with whom employees
REPORTS are authorized to conduct business.
2. Written position limitations for each type of

Unsatisfactory comments pertaining to a bank contract established by the banking organiza-
holding company’s financial-contract activities tion's board of directors and written proce-

should be noted on the “Examiner's Com- dures for authorizing trades, if any, in excess
ments,” “Policies and Supervision,” and  of those limits. o

“Analysis of Financial Factors” or other appro- 3. A system to monitor the organization’s expo-
priate page depending on the severity of the sure with customers and those broker-
comments within the bank holding company dealers and institutions eligible to do busi-

inspection report. ness with it. To implement this, management
must determine the amount of credit risk
BHC Supervision Manual December 1998 permissible with various parties and then

Page 26 institute surveillance procedures to ensure
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that such limits are not exceeded with- 8. Procedures for resolving customer com
out written authorization from senior plaints by someone other than the perso
management. who executed the contract.

4. Separation of duties and supervision to9- Procedures for verifying brokers’ reports of
ensure that persons executing transactions Margin deposits and contract positions (us
are not involved in approving the accounting ~ @n outside pricing source), and reconciling
media and/or making accounting entries.  Such reports to the records. _
Further, persons executing transactiond0. Procedures for daily review of outstanding
should not have authority to sign incoming ~ contracts and supervision of traders. Ir
or outgoing confirmations or contracts, rec-  addition, there should be periodic reports tc
oncile records, clear transactions, or control ~Management reflecting the margin deposit
the disbursement of margin payments. and contract positions.

5. A clearly defined flow of order tickets and11- Selecting and training competent person

confirmations.  Confirmations generated ~N€l to follow the written policies and
should, preferably, be prenumbered. In addi-  duidelines.
tion to promptly recording all commitments
in a daily written commitment ledger, the 5130 0 16.2 Internal Audit
related documentation should be filed sepa-
rately for purposes of audit and examinationTne scope and frequency of the internal audi
The flow of confirmations and order ticketsprogram should be designed to review the inter
should be designed to verify accuracy angha| control procedures and verify that the inter
enable reconciliations throughout the systeM,a| controls purported to be in effect are being
for example, to ensure that a person coulgy|iowed. Further, the internal auditor should
not execute unauthorized transactions anglyify that there are no material inadequacies i
bypass part of the accounting system, and e internal control procedures that would per
enable the reconcilement of traders’ positionyjt a person acting individually to perpetrate
reports to those positions maintained by aRyrors or irregularities involving the records of
operating unit. the organization or assets that would not b
6. Procedures to route incoming confirmationgietected by the internal control procedures it
to an operations unit separate from the tradtime to prevent material loss or misstatement o
ing unit. Confirmations received from bro-the banking organization’s financial statement
kers, dealers, or others should be comparegt serious violation of applicable banking, bank
to confirmations (or other control records)holding company, or securities rules or regula
prepared by the banking organization taions. Any weaknesses in internal control proce
ensure that it will not accept or make deliv-dures should be reported to management, alor
ery of securities, or remit margin paymentswith recommendations for corrective action. If
pursuant to contracts unless there is propéhternal auditors do not report to an audit com:
authorization and documentation. mittee, the person to whom they report shoul
7. Procedures for promptly resolving fails tonot be in a position to misappropriate assets
receive or fails to deliver securities on theln addition, auditors should occasionally spot-
date securities are due to be received or seaheck contract prices and mark-to-marke
pursuant to contracts. adjustments.

BHC Supervision Manual December 1998
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2130.0.17 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations®  Orders

Statement of policy concerning bank 225.142 4-830
holding companies engaging in

futures, forward, and options

contracts on U.S. government and

agency securities and money market

instruments

Policy Statement on Financial 3-1535
Contracts

Supervisory Policy Statement on 3-1562

Investment Securities and
End-User Derivatives Activities

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviederence.
2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual December 1998
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Securities Lending
Section 2140.0

Financial institutions, including bank holding securities loans are divided between the lende
company subsidiaries, are lending securitieand the customer account that owns the secul
with increasing frequency, and, in someties. In situations involving cash collateral, part
instances, a financial institution may lend itsof the interest earned on the temporary invest
own investment or trading-account securitiesment of cash is returned to the borrower, and th
Financial institutions lend customers’ securitiesemainder is divided between the lender and th
held in custody, safekeeping, trust, or pensiooustomer account that owns the securities.
accounts. Because the securities available for

lending often greatly exceed the demand for

them, inexperienced lenders may be tempted 2140.0.2 DEFINITIONS OF CAPACITY
ignore commonly recognized safeguards. Bank-

ruptcies of broker-dealers have heightened reg®ecurities lending may be done in various
latory sensitivity to the potential for problems incapacities and with differing associated liabili-
this area. ties. It is important that all parties involved
understand in what capacity the lender is acting
For the purposes of these guidelines, the rel

2140.0.1 SECURITIES-LENDING evant capacities are as follows:

MARKET

Principal. A lender offering securities from
its own account is acting as principal. A
lender institution offering customers’ securi-
ties on an undisclosed basis is also consic
ered to be acting as principal.

. Agent.A lender offering securities on behalf
of a customer-owner is acting as an agent
For the lender to be considered a bona fide ¢
“fully disclosed” agent, it must disclose the
names of the borrowers to the customer-own
ers (or give notice that names are availabls
upon request), and must disclose the name
of the customer-owner to borrowers (or give
notice that names are available upor
request). In all cases, the agent’s compens:
tion for handling the transaction should be
disclosed to the customer-owner. Undis-:
closed agency transactions, that is, “blind
brokerage” transactions in which partici-
pants cannot determine the identity of the
contra party, are treated as if the lender wa
the principal.

. Directed agentA lender which lends securi-
ties at the direction of the customer-owner is
acting as a directed agent. The custome
directs the lender in all aspects of the transac
tion, including to whom the securities are
loaned, the terms of the transaction (rebat
rate and maturity/call provisions on the loan),
acceptable collateral, investment of any cas
collateral, and collateral delivery.

. Fiduciary. A lender which exercisediscre-
tion in offering securities on behalf of and for
the benefit of customer-owners is acting as
fiduciary. For purposes of these guidelines

Securities brokers and commercial banks are thle'
primary borrowers of securities. They borrow
securities to cover securities fails (securities sold
but not available for delivery), short sales, and
option and arbitrage positions. Securities Iendz
ing, which used to involve principally corporate
equities and debt obligations, increasingly
involves loans of large blocks of U.S. govern-
ment and federal-agency securities.

Securities lending is conducted through open-
ended “loan” agreements, which may be termi-
nated on short notice by the lender or borrower.
Repurchase agreements are generally used by
owners of securities as financing vehicles and,
in certain respects, are closely analogous to
securities lending. The objective of securities
lending, however, is to receive a safe return in
addition to the normal interest or dividends.
Securities loans in industry practice are gener-
ally collateralized by U.S. government or
federal-agency securities, cash, or letters of
credit! At the outset, each loan is coIIateraIizeds
at a predetermined margin. If the market value
of the collateral falls below an acceptable level
during the time a loan is outstanding, a margin
call is made by the lender institution. If a loan
becomes over-collateralized because of appreci-
ation of collateral or market depreciation of a
loaned security, the borrower usually has the
opportunity to request the return of any exces-
sive margin. 4

When a securities loan is terminated, the
securities are returned to the lender and the
collateral to the borrower. Fees received on

1. Broker-dealers borrowing securities are subject to the .
restrictions of the Federal Reserve's Regulation T (12 C.F.RBHC Supervision Manual December 1998
220.10), which specifies acceptable borrowing purposes. Page 1
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the underlying relationship may be as agenin more than one account. Possible methods
trustee, or custodian. include loan volume analysis, automated queue,
5. Finder. A finder brings together a borrower a lottery, or some combination of these. Securi-
and a lender of securities for a fee. Findersies loans should be fairly allocated among all
do not take possession of the securities aaccounts participating in a securities-lending
collateral. Delivery of securities and collat-program.
eral is direct between the borrower and the Internal controls should include operating
lender, and the finder does not becomgrocedures designed to segregate duties and
involved. The finder is simply a fully dis- timely management reporting systems. Periodic
closed intermediary. internal audits should assess the accuracy of
accounting records, the timeliness of manage-
ment reports, and the lender’s overall compli-
2140.0.3 GUIDELINES ance with established policies and the firm's
procedures.
All bank holding companies or their subsidi-
aries that participate in securities lending should
establish written policies and procedures gov2140.0.3.3 Credit Analysis and Approval
erning these activities. Other than commerciabf Borrowers
banks with trust departments, the bank holding
company subsidiaries most likely to be engageth spite of strict standards of collateralization,
in securities lending are non-deposit-taking trussecurities-lending activities involve risk of loss.
companies and certain discount brokers whickuch risks may arise from malfeasance or fail-
provide custody services and make margimire of the borrowing firm or institution. There-
loans. At a minimum, policies and proce-fore, a duly established management or super-
dures should cover each of the topics in theséisory committee of the lender should formally

guidelines. approve, in advance, transactions with any
borrower.

Credit and limit approvals should be based

2140.0.3.1 Recordkeeping upon a credit analysis of the borrower. A review

should be performed before establishing such a
Before establishing a securities-lending protelationship and reviews should be conducted at
gram, a financial firm or institution must estabregular intervals thereafter. Credit reviews
lish an adequate recordkeeping system. At ghould include an analysis of the borrower’s
minimum, the system should produce dailyfinancial statement, and should consider capi-
reports showing which securities are availabléalization, management, earnings, business repu-
for lending, and which are currently lent, out-tation, and any other factors that appear rel-
standing loans by borrower, outstanding loangvant. Analyses should be performed in an
by account, new loans, returns of loaned securindependent department of the lender, by per-
ties, and transactions by account. These recor8§ns who routinely perform credit analyses.
should be updated as often as necessary fgialyses performed solely by the person(s)
ensure that the lender institution fully accountdnanaging the securities-lending program are not
for all outstanding loans, that adequate collatsufficient.
eral is required and maintained, and that policies
and concentration limits are being followed.

2140.0.3.4 Credit and Concentration

Limits
2140.0.3.2 Administrative Procedures o ) ]

After the initial credit analysis, management of
All securities lent and all securities standing ashe lender should establish an individual credit
collateral must be marked to market daily. Prolimit for the borrower. That limit should be
cedures must ensure that any necessary calls ﬂ@,ased on the market value of the securities to be
additional margin are made on a timely basis. borrowed, and should take into account possible

In addition, written procedures should outlinetemporary (overnight) exposures resulting from

how to choose the customer account that will b@ decline in collateral values or from occasional

the source of lent securities when they are helthadvertent delays in transferring collateral.
Credit and concentration limits should take into

BHC Supervision Manual December 1998 account other extensions of credit by the lender
Page 2 to the same borrower or related interests.
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Procedures should be established to ensulending relationship should specify how cast
that credit and concentration limits are nofcollateral is to be invested.
exceeded without proper authorization from Using cash collateral to pay for liabilities of
management. the lender or its holding company would be ar
improperconflict of interesunless that strategy
was specifically authorized in writing by the
2140.0.3.5 Collateral Management owner of the lent securities.

Securities borrowers generally pledge and main-
tain collateral at a level equal to at least 100 pery
cent of the value of the securities borrowked.

The minimum amount of excess collateral, or .
“margin,” acceptable to the lender should relatel & !ender plans to accept letters of credit as
to price volatility of the loaned securities amdcollateral, it should establish guidelines for theil

the collateral (if other than cash)Generally, US€: Those guidelines should require a cred

the minimum initial collateral on securities loans2Nalysis of the banks issuing the letter of cred
efore securities are lent against that collatera

is at least 102 percent of the market value of th ;O
nalyses must be periodically updated anc

lent securities plus, for debt securities, any .
accrued interest. reevaluated. The lender should also establis

Collateral must be maintained at the agreeaoncentration limits for the banks issuing letter:
margin. A daily “mark-to-market” or valuation of credit, and procedures should ensure they al

procedure must be in place to ensure that callot exceeded. In esyablishing concentration lim
for additional collateral are made on a timely'tS On letters of credit accepted as collateral, th
basis. The valuation procedures should take int§g"der’s total outstanding credit exposures fron
account the value of accrued interest on deti{'® iSsuing bank should be considered.
securities.
Securities should not be lent unless collateral
has been received or will be received simulta2140.0.3.8 Written Agreements
neously with the loan. As a minimum step
toward perfecting the lender’s interest, collat-gecurities should be lent only pursuant to
eral should be delivered directly to the lender ofyritten agreement between the lender and th
an independent third-party trustee. owner of the securities, specifically authorizing
the institution to offer the securities for loan.
The agreement should outline the lender”
2140.0.3.6 Cash as Collateral authority to reinvest cash collateral (if any) anc
. responsibilities with regard to custody and valu:
When cash is used as collateral, the lender igjon of collateral. In addition, the agreemen
responsible for making it income productive.should detail the fee or compensation that wil
Lenders Sh0u|d estabhsh written gU|del|neS fobo to the owner of the securities in the form of a
selecting investments for cash collateral. Genefze schedule or other specific provision. Othe
ally, a lender will invest cash collateral in repur-jtems which should be covered in the agreemer
chase agreements, master notes, a short-tefRve been discussed earlier in these guidelines
investment fund (STIF), U.S. or Eurodollar cer- A |ender must also have written agreement
tificates of deposit, commercial paper, or SOmgith the parties who wish to borrow securities.
other type of money market instrument. If theThese agreements should specify the duties ar
lender is acting in any capacity other than agesponsibilities of each party. A written agree-
principal, the written agreement authorizing thenent may detail acceptable types of collatera
(including letters of credit); standards for collat-
2. Employee benefit plans subject to the Employee Retireeral custody and control, collateral valuation
T s oy o & T o 10 e e Il margin, accrued nerest, marking i
market value of loaned securities (see sectign 2140.0.3.]261ark6t’ and mar.gl.n calls; methods for t.ransr.mE
below). ing coupon or dividend payments received if
3. The level of margin should be dictated by level of riskSecurity is on loan on a payment date; condi

being underwritten by the securities lender. Factors to bgons which will trigger the termination of a loan

considered in determining whether to require margin above; : .
the recommended minimum include the type of collateral, thglrum'ldIng events of defaU|t)' and acceptable

maturity of collateral and lent securities, the term of the .
securities loan, and the costs which may be incurred wheBHC Supervision Manual December 1998
liquidating collateral and replacing loaned securities. Page 3

140.0.3.7 Letters of Credit as Collateral
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methods of delivery for loaned securities andecurities for an employee benefit plan subject
collateral. to ERISA should take all steps necessary to
design and maintain its program to conform
with these exemptions.

Prohibited Transaction Exemption 81-6 per-
mits the lending of securities owned by
employee benefit plans to persons who could be
Some lenders may use a finder to place securiparties in interest” with respect to such plans,
ties, and some financial institutions may act aprovided certain conditions specified in the
finders. A finder brings together a borrower an@xemption are met. Under those conditions,
a lender for a fee. Finders should not take poseither the borrower nor an affiliate of the bor-
session of securities or collateral. The deliveryower can have discretionary control over the
of securities loaned and collateral should bénvestment of plan assets, or offer investment
direct between the borrower and the lender. Advice concerning the assets, and the loan must
finder should not be involved in the deliverybe made pursuant to a written agreement. The
process. exemption also establishes a minimum accept-

The finder should act only as a fully disclosedable level for collateral based on the market
intermediary. The lender must always know the/alue of the loaned securities.
name and financial condition of the borrower of Prohibited Transaction Exemption 82-63 per-
any securities it lends. If the lender does nomits compensation of a fiduciary for services
have that information, it and its customers argendered in connection with loans of plan assets
exposed to unnecessary risks. that are securities. The exemption details certain

Written policies should be in place concern-conditions which must be met.

ing the use of finders in a securities-lending

program. These policies should cover circum-

stances in which a finder will be used, which2140.0.3.11 Indemnification

party pays the fee (borrower or lender), and

which finders the lender institution will use. ~ Certain lenders offer participating accounts
indemnification against losses in connection
with securities-lending programs. Such indem-

. nifications may cover a variety of occurences

2140.0.3.10 Employee Benefit Plans including all financial loss, losses from a bor-
rower default, or losses from collateral default.

The Department of Labor has issued two claseenders that offer such indemnification should

exemptions which deal with securities-lendingobtain a legal opinion from counsel concerning

programs for employee benefit plans covered bthe legality of their specific form of indemnifi-

the Employee Retirement Income Security Actation under federal and/or state law.

(ERISA): Prohibited Transaction Exemption A lender which offers an indemnity to its

81-6 (46 FR 7527 (January 23, 1981) and coreustomers may, in light of other related factors,

rection (46 FR 10570 (February 3, 1981))), andbe assuming the benefits and, more importantly,

Prohibited Transaction Exemption 82-63 (47 FRhe liabilities of a principal. Therefore, lenders

14804 (April 6, 1982)). The exemptions autho-offering indemnification should also obtain writ-

rize transactions which might otherwise constiten opinions from their accountants concerning

tute unintended “prohibited transactions” underthe proper financial statement disclosure of their

ERISA. Any firm engaged in the lending of actual or contingent liabilities.

2140.0.3.9 Use of Finders

BHC Supervision Manual December 1998
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2140.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations’ Orders

Securities Lending policy 3-1579.5
statement of the Federal

Financial Institutions

Examination Council,

adopted by the Federal

Reserve Board on May 6,

1985

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Service reference.
2. 12 C.F.R., unless specifically stated otherwise.
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Repurchase Transactions
Section 2150.0

Depository institutions and others involved withassure control of the securities covered by th
the purchase of United States Government aregreement.
Agency obligations under agreements to resell All firms that engage in securities repurchase
(reverse repurchase agreemehthgve some- agreement transactions should establish writte
times incurred significant losses. The most imeredit policies and procedures governing thes
portant factors causing these heavy losses hawetivities. At a minimum, those policies and
been inadequate credit risk management and tipeocedures should cover the following:
failure to exercise effective control over securi- Written policiesshould establish “know your
ties collateralizing the transactiofs. counterparty” principles. Engaging in repur-
The following minimum guidelines addresschase agreement transactions in volume and
the need for managing credit risk exposure téarge dollar amounts frequently requires the sel
counterparties under securities repurchasdces of a counterparty who is a dealer in the
agreements and for controlling the securities imnderlying securities. Some firms which deal in
those transactions, and should be followed whetihe markets for U.S. Government and Feder:
entering into repurchase agreements with securgency securities are subsidiaries of, or relate
ties dealers and others. to, financially stronger and better known firms.
Depository institutions and nonbank subsidiHowever, these stronger firms may be indeper
aries that actively engage in repurchase agredent of their U.S. Government securities subsid
ments are encouraged to have more compreheiafries and affiliates and may not be legally obli-
sive policies and controls to suit their particulargated to stand behind the transactions of relate
circumstances. The examining staffs of the Fedtompanies. Without an express guarantee, tf
eral Reserve should review written policies andtronger firm’s financial position cannot be
procedures of dealers to determine their adeelied upon in assessing the creditworthiness c
guacy in light of these minimum guidelines anda counterparty.
the scope of each subsidiary’s operations. It is important to know the legal entity that is
the actual counterparty to each repurchas
agreement transaction. Know about the actus
2150.0.1 CREDIT POLICY counterparty’s character, integrity of manage
GUIDELINES ment, activities, and the financial markets in
which it deals. Be particularly careful in con-
The apparent safety of short-term repurchasgucting repurchase agreements with any firn
agreements which are collateralized by highlyhat offers terms that are significantly more
liquid, U.S. Government and Federal agencyavorable than those currently prevailing in the
obligations has contributed to an attitude ofmarket.
complacency. Some portfolio managers have In certain situations firms may use, or serve
underestimated the credit risk associated withs, brokers or finders in order to locate repur
the performance of the counterparty to the tranchase agreement counterparties or particul:
actions, and have not taken adequate steps $ecurities. When using or acting as this type o
agent the names of each counterparty should |
_— fully disclosed. Do not enter into undisclosed
1. A repurchase agreement is a transaction involving thggency or “blind brokerage” repurchase trans-

saleof assets by one party to another, subject to an agreemegf.;: ¢ ; ) : |
by the seller to repurchase the assets at a specified date ora_htlons in which the counterparty’s name is no

]
specified circumstances. d|SC|osed-
2. In order to avoid confusion among market participants
who sometimes use the same term to describe different sides
of the same transaction, the term “repurchase agreemen§15o 0.1.1 Dealings with Unregulated
will be used in the balance of this statement to refer to bot o
repurchase and reverse repurchase agreements. A repurch curities Dealers
agreement is one in which a party that owns securities ac-

quires funds by transferring the securities to another partn dealer in U.S. Government and Federa

under an agreement to repurchase the securities at an agr%gency obligations is not necessar”y a Federall
upon future date. A reverse repurchase (resale) agreement.l

one in which a party provides funds by acquiring securiiedNSured bank or thrift, or a broker/dealer regis:

pursuant to an agreement to resell them at an agreed upd@red with the Securities and Exchange Com

future date. ) mission. Therefore, the dealer firm may not
3. Throughout this document repurchase agreements are

generally discussed in terms of secured credit transactions:. .

This usage should not be deemed to be based upon a led@HC Supervision Manual December 1992

determination. Page 1




Repurchase Transactions 2150.0

be subject to any Federal regulatory oversightelated companies that could have an impact on
A firm doing business with an unregulatedthe financial condition of the counterparty.
securities dealer should be certain that the deal®vhen transacting business with a subsidiary,
voluntarily complies with the Federal Reserveconsolidated financial statements of a parent are
Bank of New York’s minimum capital guide- not adequate. Repurchase agreements should not
line, which currently calls for liquid capital to be entered into with any counterparty that is
exceed measured risk by 20 percent (that is, thenwilling to provide complete and timely dis-
ratio of a dealer’s liquid capital to risk of 1.2:1). closure of its financial condition. As part of this
This ratio can be calculated by a dealer usingnalysis, the firm should make inquiry about the
either the Securities and Exchange Commissounterparty’s general reputation and whether
sion’s Net Capital Rule for Brokers and Dealerghere have been any formal enforcement actions
(Rule 15c31) or the Federal Reserve Bank ofgainst the counterparty or its affiliates by State
New York’s Capital Adequacy Guidelines for or Federal securities regulators.
United States Government Securities Deal- Maximum positionand temporary exposure
ers. To ensure that an unregulated dealer cortfimits for each approved counterparty should be
plies with either of those capital standards, iestablished based upon credit analysis per-
should certify its compliance with the capitalformed. Periodic reviews and updates of those
standard and provide the following three formdimits are necessary.
of certification: Individual repurchase agreement counterparty
1. A letter of certification from the dealer limits should consider overall exposure to the
that the dealer will adhere on a continuous basisame or related counterparty. Repurchase agree-
to the capital adequacy standard; ment counterparty limitations should include the
2. Audited financial statements which dem-overall permissible dollar positions in repur-
onstrate that as of the audit date the dealer wahiase agreements, maximum repurchase agree-
in compliance with the standard and the amounhent maturities and limits on temporary expo-
of liquid capital; and sure that may result from decreases in collateral
3. A copy of a letter from the firm’s certified values or delays in receiving collateral.
public accountant stating that it found no mate-
rial weaknesses in the dealer’s internal sys-

tems and controls incident to adherence to ths150 02 GUIDELINES FOR

standard: CONTROLLING REPURCHASE

Periodic evaluationsof counterparty credit-
worthiness should be conducted by individual 8 GCREEMENT COLLATERAL

who routinely make credit decisions and who
are not involved in the execution of repurchas®epurchase agreements can be a useful asset
agreement transactions. and liability management tool, but repurchase
Prior to engaging in initial transactions with aagreements can expose a firm to serious risks if
new counterparty, obtain audited financial statethey are not managed appropriately. It is possi-
ments and regulatory filings (if any) from coun-ble to reduce repurchase agreement risk by
terparties, and insist that similar information benegotiating written agreements with all repur-
provided on a periodic and timely basis in thechase agreement counterparties and custodian
future. Recent failures of government securitiebanks. Compliance with the terms of these writ-
dealers have typically been foreshadowed bten agreements should be monitored on a daily
delays in producing these statements. Manpasis. If prudent management control require-
firms are registered with the Securities and Exments of repurchase agreements are too burden-
change Commission as broker/dealers and hageme, other asset/liability management tools
to file financial statements and should be willingshould be used.
to provide a copy of these filings. The marketplace perceives repurchase agree-
The counterparty credit analysis should conment transactions as similar to lending transac-
sider the financial statements of the entity that ifons collateralized by highly liquid Govern-
to be the counterparty as well as those of angnent securities. However, experience has shown
that the collateral securities will probablyot
serve as protection if the counterparty becomes

4. This letter should be similar to that which must be givenmso'vent or fails, and the purchasmg firm does

to the SEC by registered broker/dealers. not have control over the securities. Ultimate
responsibility for establishing adequate control
BHC Supervision Manual December 1992 procedures rests with management of the firm.

Page 2 Management should obtain a written legal opin-



Repurchase Transactions 2150.(

ion as to the adequacy of the procedures utilized firm’s interest in the securities as superior tc
to establish and protect the firm’s interest in the that of any other person; or
underlying collateral. » appropriate entries on the books of a thirc
A written agreemenspecific to a repurchase party custodian acting pursuant to a tripartite
agreement transaction or master agreement gov-agreement with the firm and the counterparty
erning all repurchase agreement transactionsensuring adequate segregation and ident
should be entered into with each counterparty. fication of either physical or book-entry
The written agreement should specify all the securities.
terms of the transaction and the duties of both
the buyer and seller. Senior managers should \yhere control of the underlying securities is
consult legal counsel regar_dlng the content ofqt established, the firm may be regarded onl
the repurchase and custodial agreements. The 5 ynsecured general creditor of the insolve
repurchase and custodial agreements shouldnierparty. In such instanajbstantial losses
specify, but should not be limited to, the e jikely to be incurred Accordingly, a firm
following: should not enter into a repurchase agreeme
ithout obtaining control of the securities un-
ss all of the following minimum procedures
are observed: (1) it is completely satisfied as t
ties of various types and maturities the cred_itwo_rthir_1e$s of th_e counterparty; (2) the
« Margin maintenance, call, default and SeIIOUIgansactlon is within credit limitations .that have
provisions; een prt_e-approved by the board of directors, c
Rights to interest and principal payments; ?commlﬁei of the board, fo_r unsecgreq transgc
Rights to substitute collateral; and ions with the counterparty; (3) periodic credit

» The persons authorized to transact busine&Yaluations of the counterparty are conducteE
on behalf of the firm and its counterparty. and (4) t.he firm has ascertained that collatere
segregation procedures of the counterparty al

adequate. Unless prudential internal procedure
) ) of these types are instituted and observed, th
2150.0.2.1 Confirmations firm may be cited for engaging in unsafe or

] ) unsound practices.

Some repurchase agreement confirmations may Al| receipts and deliveries of either physical
contain terms that attempt to change the firm’'g; hook-entry securities should be made accorc
rights in the transaction. The firm should obtainng to written procedures, and third party deliv-
and compare written confirmations for each regries should be confirmed in writing directly by
purchase agreement transaction to be certajfe cystodian. It is not acceptable to receive
that the information on the confirmation is con-sgnfirmation from the counterparty that the

sistent with the terms of the agreement. Thgecyyrities are segregated in a firm’s name with
confirmation should identify specific collateral o ,stodian: the firm should. however. obtain

securities. copy of the advice of the counterparty to the
custodian requesting transfer of the securities t
the firm. Where securities are to be delivered
2150.0.2.2 Control of Securities payment for securities should not be made unt
the securities are actually delivered to the firn
As a general rule, a firm should obtain posser its agent. The custodial contract should pro
sion or control of the underlying securities andvide that the custodian takes delivery of the
take necessary steps to protect its interest in theecurities subject to the exclusive direction o
securities. The legal steps necessary to protettte firm.
its interest may vary with applicable facts and Substitution of securities should not be
law and accordingly should be undertaken wittallowed without the prior consent of the firm.
the advice of counsel. Additional prudentialThe firm should give its consent before the
management controls may include: delivery of the substitute securities to it or a
third party custodian. Any substitution of securi-
« delivery of either physical securities to, or inties should take into consideration the following
the case of book entry securities, making apdiscussion of “margin requirements.”
propriate entries in the books of a third party.
custodian designated under a written custodi@HC Supervision Manual December 1992
agreement which explicitly recognizes the Page 3

» Acceptable types and maturities of coIIaterar;
securities;
Initial acceptable margin for collateral securi-
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2150.0.2.3 Margin Requirements required, the firm's rights to sell securities or
otherwise liquidate the repurchase agreement
The amount paid under the repurchase agreshould be exercised without hesitation.
ment should be less than the market value of the
securities, including the amount of any accrued
interest, with the difference representing a pre2150.0.2.4 Overcollateralization
determined margin. Factors to be considered in
establishing an appropriate margin include thé firm should use current market values, includ-
size and maturity of the repurchase transactioling the amount of any accrued interest, to deter-
the type and maturity of the underlying securiimine the price of securities that are sold under
ties, and the creditworthiness of the counterrepurchase agreements. Counterparties should
party. Margin requirements on U.S. Governmennhot be provided with excessive margin. Thus,
and Federal agency obligations underlying rethe written repurchase agreement contract
purchase agreements should allow for the antishould provide that the counterparty must make
ipated price volatility of the security until the additional payment or return securities if the
maturity of the repurchase agreement. Less mamargin exceeds agreed upon levels. When ac-
ketable securities may require additional margimuiring funds under repurchase agreements it is
to compensate for less liquid market conditionsprudent business practice to keep at a reason-
Written repurchase agreement policies and prable margin the difference between the market
cedures should require daily mark-to-market ofalue of the securities delivered to the counter-
repurchase agreement securities to the bid sigarty and the amount borrowed. The excess
of the market. Repurchase agreements shouldarket value of securities sold may be viewed
provide for additional securities or cash to beas an unsecured loan to the counterparty subject
placed with the firm or its custodian bank toto the unsecured lending limitations for the firm
maintain the margin within the predeterminedand should be treated accordingly for credit
level. policy and control purposes.
Margin calculations should also consider
accrued interest on underlying securities and the
anticipated amount of accrued interest over th2150.0.3 OPERATIONS
term of the repurchase agreement, the date of
interest payment and which party is entitled toA firm’s operational functions should be de-
receive the payment. In the case of pass-througdigned to regulate the custody and movement of
securities, anticipated principal reductionsecurities and to adequately account for trading
should also be considered when determiningransactions. Because of the dollar volume and
margin adequacy. speed of trading activities, operational ineffi-
Prudent managementrocedures should be ciencies can quickly result in major problems.
followed in the administration of any repurchase In some cases, a firm may not receive or
agreement. Longer term repurchase agreemertsliver a security by settlement date. When a
require management’'s daily attention to thdirm fails to receive a security by the settlement
effects of securities substitutions, margin maindate, a liability exists until the transaction is
tenance requirements (including considerationonsummated or cancelled. When the security is
of any coupon interest or principal paymentshot delivered to the contra-party by settlement
and possible changes in the financial conditiodate, a receivable exists until that “fail” is re-
of the counterparty. Engaging in open repursolved. “Fails” to deliver for an extended time,
chase agreement transactions without maturityr a substantial number of cancellations, are
dates may be regarded as an unsafe and unsowsumetimes characteristic of poor operational
practice unless the firm has retained rights teontrol or questionable trading activities.
terminate the transaction quickly to protectitself Fails should be controlled by prompt report-
against changed circumstances. Similarly, autang and follow-up procedures. The use of multi-
matic renewal of short-term repurchase agreeopy confirmation forms enables operational
ment transactions without reviewing collaterapersonnel to retain and file a copy by settlement
values and adjusting collateral margin maydate and should allow for prompt fail reporting
be regarded as an unsafe and unsound practi@nd resolution.
If additional margin is not deposited when

BHC Supervision Manual December 1992
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2150.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Law$ Regulationg Interpretations’ Orders

Federal Financial 3-1579
Institutions Examination

Council policy statement,

adopted by the Federal

Reserve Board on

November 12, 1985, on

repurchase agreements

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

BHC Supervision Manual December 1992
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Recognition and Control of Exposure to Risk
Section 2160.0

Risk management is an important responsibility The list of exposures that banks commonly
of any bank holding company. The objective ofidentify has increased dramatically in the pas
this responsibility is to determine and limit thedecade. Historically, the primary focus has beel
extent of the holding company organization’'son the exposure of the loan portfolio centering
vulnerability to uncontrollable variables. While on the financial security of each individual loan;
all companies perform risk evaluation in someaecently industry and geographical exposure ¢
form and exercise some degree of control ovdpans has increased in importance. The exposu
its magnitude, the precise processes used diffef fixed assets, such as buildings, to fires, flood
considerably across organizations in terms aind other problems also has been recognized.
formality, extensiveness, and effectiveness. Inore recent years, exposure of mismatche
should be recognized that many organizationsaturities of assets and liabilities to interest ratt
have only an implicit risk evaluation processmovements has increased in importance &
and that it may be appropriate to recommenthterest-rate movements have sharply fluctu
that this process be formalized. Ultimately, theated. While this exposure had always existed,
board of directors of the parent company shoultiad not been recognized as particularly dange
be held accountable for the consolidated riskus until recently. Another example of an expo-
evaluation and control. sure that historically was considered safe i
Risk management at any level involves twaepurchase agreements backed by governme
basic elements: evaluation and control. Rislsecurities. When Drysdale Government Securi
evaluation involves three steps: determinatioties, Inc. failed, several risks were brought tc
of exposures; specification of uncontrollabldight—whether the instrument is a loan (that
variables that have an impact on each exposure/ould be tied up in case of bankruptcy) or a sals
and quantification of the expected effect of eacland potential liability when serving as an agen
variable on exposure. After the extent of existof a government securities firm that fails. A
ing or potential risk is determined, decisions tgarticularly difficult area to evaluate is exposure
limit or control risk are made. This procedure isto legal action. For example, a suit against :
ever present, since most transactions create exank over lending terms and representations |
posure, and every exposure has some elementdifficult to anticipate and the exposure could be
risk. The following two sections discuss the risksignificant.
evaluation and the risk control processes in very Numerous exposures exist that many holdin
broad terms in an attempt to provide a frameeompany organizations may not recognize. Fo
work that can be applied to most organizations.example, the Federal Reserve System encou
ages evaluation of wire transfer exposure. Thi
exposure is very large and theoretically a break
down on the framework or compromise of inter-
2160.0.1 RISK EVALUATION nal systems could result in major failures. Expo:
sure from foreign exchange contracts also ca
The risk identification process begins with abe large, and may not always be recognizec
determination of exposures that an institutionFraud and exposure of management to kidnay
has to the environment. ping continue to increase in importance. Anc
Exposure conceptually occurs in every transfinally, some major holding company organiza-
action undertaken by a banking organizationtions have found that dependence on short-ter
Because of the magnitude of the list of potentiainarket funds creates a risky exposure. Whe
exposures, institutions generally limit theiraccess to a funding market may be suddenl
efforts to extremely large exposures, to areawithdrawn, the exposure of the entire funding
where losses appear likely, and to activitieprocess is an issue.
where the market is changing and new expo- The second step of the risk identification pro-
sures are created. The size of an exposure geneess is specification of the variables that coulc
ally is dependent on the size of a transactioraffect an exposure and determination of wha
This is true both for transactions recorded orthe impact would be.
accounting balance sheets and for those which This process is difficult, since any number of
occur off balance sheet. Exposure is not necegariables may influence an exposure. Further
sarily determined by the likelihood of loss. Formore, as the environment changes new variable
example, many holding company organizations
have a large “exposure” in Treasury bills, butBHC Supervision Manual December 1992
do not consider these transactions to be risky. Page 1




Recognition and Control of Exposure to Risk 2160.0

may appear relevant and the effects of variablebe environment changes, the effect of a variable
may change. For example, the recent problenten an exposure changes as does the cost and
of public sector lending to foreign countriesprobability of the occurrence. For example, in
with loans denominated in dollars having floatthe 1970’s the impact of inflation on the bank-
ing interest rates during inflationary periods mayng system would have been very different with-
not have been fully evaluated at the time of theut the concurrent economic downturn and the
lending process. technological advances.
Determining influential variables is particu-
larly difficult with new products. A historical
examination cannot be made of these new pro@160.0.2 RISK CONTROL
ucts and questions may go unanswered regard-
ing the stability of the new markets. For exam-After management has identified and evaluated
ple, problems have occurred in hedgingisk, they may decide the risk or cost of an
operations as underlying instruments did noaction is sufficiently low (and management is
move as expected, thus negating the hedgingpnfident all possible variables have been identi-
contract. Consequently, the hedge created died) that the holding company can take on the
exposure rather than reducing an exposure.  risk as it is; if not there are a number of options
The final step of the risk identification pro-that can be used to control the risk. Attempts to
cess is risk quantification. control risk can be accomplished through a com-
Conceptually, this involves calculation of anbination of three general techniques: purchase
expected loss of value related to variance of af insurance, limitation of exposure size, and
particular environmental factor. This has tworeduction of the expected cost associated with a
parts: (1) estimation of the probability that avariance. The use of insurance to decrease the
given variance will occur; and (2) determinationeffect of a loss on the corporation is common for
of the cost impact of each potential varianceexposure to fire, theft, kidnapping, and internal
Probabilities are often drawn up in generafraud. Various types of loans are underwritten
terms. In some cases historical records facilitatby third parties. The innovative use of insurance
estimation of probabilities. Measurement ofmay prove to have various applications to risk
credit risk in an organization that specializes byontrol in the banking industry. As with other
industry or geography may be an example ofontracts, the financial strength and reputation
this. In the most recent recession, howevenf the counterparty (the insurer) are important,
many past records have proven not to be accand the organization’s method of selecting and
rate predictors. In other situations, the holdingnonitoring underwriters should be evaluated.
company organization may evaluate the effect Management generally limits the level of
of a change but be unwilling to estimate probaexposure in relationship to the size of assets,
bilities of the change occurring. An examplecapital or earnings. In most situations, relating
of this is managing asset and liability maturi-the level of exposure to capital would appear
ties. The effect of a change in interest rates oappropriate. Reduction of exposure will auto-
profits may be determined; but, in many casesnatically reduce risk, assuming other variables
institutions will not derive probabilities on the remain constant. Constraints should be deter-
direction and/or magnitude of interest ratemined by line management at a seniority level
movements. commensurate with the degree of perceived risk.
The difficulty of quantifying costs and proba- Depending on the degree of risk, there may be a
bilities is exacerbated by emergence of newmeed for the board of directors to approve the
products and by environmental changes. With aonstraints.
new product, it is particularly difficult to deter-  The third method of reducing the potential
mine the cost of a variance. For example, atterless to the corporation involves decreasing the
tion to interest rate risk has induced organizaprobability of a variance occurring or decreas-
tions to resort to hedging to reduce exposurdng the probable effect when a variance occurs.
Innovative instruments are difficult to hedge,This is exemplified by the exposure to fire.
however, since the issuer may inaccuratelynstallation of fire alarms and other precautions
gauge price movements. In this case, the expeould reduce the expected loss substantially.
sure results not from price movements, but frongimilarly, hedging with financial futures is a
inability to predict the relationship betweenmethod used to reduce the effect of interest rate
market and price fluctuations. Furthermore, amovement on the profits of the holding com-
pany organization when the maturities of assets
BHC Supervision Manual December 1992 and liabilities are not equal.
Page 2 The final option management has, after risk
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has been evaluated, is simply not to participate 6. To determine what actions are necessar
in the activity if the risk is determined to be tooto rebalance transactions of a holding compan
high for the expected return. organization to a prudent level.

The inspection procedures should include a
broad-based evaluation of parent level risk man-
agement. Management's effectiveness in ident160.0.4 INSPECTION PROCEDURES
fying risk, its willingness to accept risk, and its
ability to control risk should be regularly evalu- 1. Review the financial condition and the
ated. In an environment of rapid change andperations of the holding company organizatior
emerging financial instruments, there needs tt detect substantive exposure-risk situations.
be sufficient expertise to recognize the existence 2. Review management’s policies, proce-
of “new” sources of risk concentration to eval- dures, and practices in recognizing exposure
uate the company’s command of those sourcegisk factors.

3. Determine awareness that all manageme
levels need to be cognizant of exposures relate

2160.0.3 INSPECTION OBJECTIVES to transactions of their respective operations.
4. Review the holding company’s exposure-

1. To review the risk evaluation and controlrisk figures, or constraints placed on types o
process. transactions.

2. To determine if management’s system of 5. Discuss with management the significanc
identifying risks is effective, and if the parentof exposure-risks facing the holding company
company is adequately informed of risksand whether or not those risks are set at seen
throughout the organization. ingly prudent levels.

3. To determine management’s recognition 6. Recommend that the organization addres
of new risks that may arise from the changingany areas where the holding company is per
environment. ceived to have assumed an imprudent level c

4. To determine the reasonableness of thesk.
holding company’s exposure-risk figures.

5. To assess the effect on the holding compa-
ny’'s financial condition if the risk figures are
realized.

BHC Supervision Manual December 1992
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Purchase and Sale of Loans Guaranteed by the
U.S. Government Section 2170.!

2170.0.1 INTRODUCTION 2170.0.3 RECOMMENDATIONS FOR
PURCHASING INSTITUTIONS
On April 10, 1985, the Board approved a super-
visory policy, via the Federal Financial Institu- Purchasers of U.S. government guaranteed loa
tions Examination Council, for supervising should be aware that the purchase premiums a
banking organizations that participate in the purnot guaranteed and are not paid by the guarau
chase and sale of loans guaranteed by the U.®eing Federal agency when the loans are pri
government. The policy reminds those organizgpaid. Because payment of premiums which dt
tions that premiums received in lieu of servicingnot reasonably relate to the yield on the loan ca
fees, with respect to the selling and servicinglistort published financial reports by overstatinc
entity, are to be amortized over the life of thethe value of a banking organization’s assets, |
loan; and that, with respect to the purchaser, theill generally be viewed as an unsafe and un
premiums paid over the face value of the notsound practice to pay purchase premiums whic
are not guaranteed and are not paid by theesult in a significant overstatement in the valug
guaranteeing federal agency when the loans acé bank assets.
prepaid or in default. The statement thus cau- Many government guaranteed loans currentl
tions against paying inappropriate or excessivbeing originated and sold are variable rate
premiums. These variable rate loans normally should no
trade at anything more than a modest premiur
or discount from par. Examiners will carefully
review any loans being sold or purchased a
significant premiums and will criticize any
involvement with excessive premiums as ar
gnsafe and unsound business practice. Exce
L . . ive purchase premiums will be classified loss
of activities in connection with the sale of 9OV-T ¢ loans will be required to be revalued to the

ernment guaranteed loans. Lax or imprope . e
management of the selling institution’s servic-'[narket value at the time of the acquisition anc

ing responsibilities should be criticized. Out-of-t?rlﬁrg)r(]fizsrmigpéem'ums will be charged again:
trade area lending for the purpose of resale o e . . .
any portion of U.S. government guaranteed In addition, any unamortized loan premium

h on a government guaranteed loan must be i
loans should be carefully reviewed to ensure

C ; ediately charged against income if the loan i
that the practice is conducted in a safe angrepaid, regardless of whether payment i
sound manner.

All income, including servicing fees and Iore_recelved from the borrower or the guaranteein

miums charged in lieu of servicing fees, associa 3Ny

ated with the sale of U.S. government guaran-

teed loans, should be recognized only as earned
and amortized to appropriate income accounts
over the life of the loan.

2170.0.2 RECOMMENDATIONS FOR
ORIGINATING AND SELLING
INSTITUTIONS

Examiners should review the extent and natur:

BHC Supervision Manual December 1992
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Sale of Uninsured Annuities
Section 2175.0

2175.0.1 INTRODUCTION have been challenged by insurance associatiol
on the basis that annuities are insurance proc
Banking organizations have become increasicts and, therefore, may be sold by nationa
ingly involved in marketing third-party unin- banks only in a town of less than 5,080.
sured annuities to their retail customers either State member banks generally have been pe
directly or through third-party companies. Asmitted to engage in the brokerage of bott
annuity sales have grown, so have concerns theariable- and fixed-rate annuities consistent witt
some methods used to sell these instrumentseir general corporate powers. In order tc
could give purchasers the impression that thengage in this activity without filing a formal
annuities are federally insured deposits or thapplication, staff has advised interested bank
they are obligations of a bank. In the event othat the brokerage of annuities must be
default by an annuities underwriter, this impresexpressly authorized under state law (or by thi
sion could cause a loss of public confidence in atate banking regulatory agency on a case-by
depository institution, leading to unexpectedcase basis) and constitute an activity incidentz
withdrawals and liquidity pressures. Moreoverto the bank’s banking activities.
a bank or bank holding company that advertises The authority of state member banks to con
or markets annuities in a way viewed as mistinue to engage in this activity, in the same
leading could potentially be held liable for manner and subject to the conditions discusse
losses sustained by annuity holders. above, does not appear to depend on a resol
This manual section provides guidelines tdion of the issue8.State member banks have
examiners for reviewing the sale of uninsuredeen permitted to engage in general insuranc
annuities by bank holding companies and bankagency activities since 1937and to engage in
that have legal authority to act as agent in thérokerage activities under the same limitation:
sale of annuities. State member banks and barmdpplicable to bank holding companies. In addi:
holding companies should not market, sell, otion, the Board has determined that the nonban}
issue uninsured annuities or allow third partiesng restrictions in the Bank Holding Company
to market, sell, or issue uninsured annuities oAct do not apply to the direct activities of banks
depository-institution premises in a manner thabwned by a bank holding compahy.
conveys the impression or suggestion that such The authority of bank holding companies to
instruments are either (1) federally insurecengage directly or through a nonbanking subsid
deposits or (2) obligations of or guaranteed byary in the sale of annuities has not yet beer
an insured depository institution. Consequentlydetermined. IlNorwest Corporatiort the Board
state member banks should not sell these instreonsidered a proposal by a nonbanking affiliat:
ments at teller windows or other areas wheréo engage in the sale of variable- and fixed-rat
retail deposits are routinely accepted. annuities. The Board concluded that, under th
specific facts of that case, it was unnecessary |
reach the question of whether the sale of annt
2175.0.2 PERMISSIBILITY OF ities is an insurance agency activity becaus
UNINSURED ANNUITY SALES Norwest is one of a small number of bank
holding companies entitled to act as agent in th
The legal status of annuities under the Bank
Holding Company Act is somewhat uncertain at?\/,bl Aty Life | c Clark
the present time. The Office of the Comptroller = ' *77o ?S_Br.‘“%x.'ﬁlerf‘x;‘:ciﬁ‘OR%""SY(‘{NC?{BG
of the Currency has authorized national banks tgigaion?).
act as agent in the sale of annuities on the basis3. NCNB litigation.
that variable-rate annuities are securities and#4. Prior to 1937, the Board imposed as a condition of
fixed-rate annuities are financial investmenftémbership in the Federal Reserve System that a bank di
. . . continue all insurance activities other than insurance activitie
instruments. These determinations, howeverlin a town of less than 5,000. The purpose of this restrictior

was to conform insurance activities allowed for state membe
banks to those allowed for national banks.
5. Merchants National Corp.75 Federal Reserve Bulletin

1. Interpretive Letter No. 331, April 4, 198%printed in  3g3 (1989)aff'd, 890 F.2d 1275 (2d Cir. 198%ert. denied
[1985-1987 Transfer Binder] Fed. Banking L. Rep. (CCH)111 S, Ct. 44 (1990).

185,501; OCC Interpretive Letter No. 499 (February 12, g 76 Federal Reserve Bulletin 873 (1990).
1990),reprinted in[1989-1990] Fed. Banking L. Rep. (CCH)

1183,090. National banks are authorized to buy and sell secufi- .
ties for the account of customers and broker financial invesBHC Supervision Manual June 1996
ment instruments. Page 1




Sale of Uninsured Annuities 2175.0

sale of any type of insurance pursuant to Exity’s age. Normally, funds may not be with-

emption G of the Garn Act. drawn prior to the first anniversary date of the
annuitys

Annuities sold at depository institutions often

2175.0.3 CHARACTERISTICS OF include rate guarantees over the life of the

ANNUITY INSTRUMENTS instrument. They also frequently mature in one,

three, or five years, similar to maturity ranges

An annuity is an investment from which a per-on certificates of deposit.
son receives periodic payments based on earlier Insurance companies arrange for the sale of
payments made to the obligor. Annuities arannuities on the premises of depository institu-
commonly underwritten by insurance compations in different ways. Some insurance compa-
nies, then marketed and sold either directly onies approach banks directly. At other times,
through third parties, such as banks. Insuranogholesalers (who market the products of a
companies retain the actuarial and underwritingumber of different insurance companies) may
risks on these annuities. approach a bank. Depending on state restric-

Annuities may be either variable or fixed-tions on insurance activities, sales might be
rate. An investor in a variable annuity contracttonducted by bank employees, employees of
purchases a share in an investment portfolio arfabnk subsidiary insurance agencies, or by third-
then receives payments that vary according tparty insurance agents leasing space on the
the performance of the portfolio. A purchaseibank’s premises.
of a fixed-rate annuity contract, in contrast, Sales commissions on annuities vary by the
receives a fixed-rate payment or minimum levetype of annuity. Commissions earned on single-
of payments. Annuity payments can usually be@remium products generally vary from 4 percent
received monthly, quarterly, semi-annually, otto 6 percent, but they decline sharply when the
annually. product sold includes a “bail-out” provision.

Variable- and fixed-rate annuities may be purWholesalers may also give retailers a commis-
chased in a single lump sum (“single pre-sion when the annuity is renewed, based on the
mium”) or in periodic contributions (“flexible accumulated value of the annuity. Commissions
premium”). Minimum and maximum contribu- in some instances are paid on a variable basis,
tions to annuities vary among vendors. Someising as the volume of sales increases.
single-premium annuities have “bail-out” fea-
tures which allow holders to withdraw all funds
if the rate of return on the annuity contract falls2175.0.4 IMPROPER MARKETING
below a specified rate. PRACTICES

The ability to take money out of an annuity
prior to maturity varies by product, as does thd8anks have become involved in the sale of
imposition of a surrender penalty by the insureuninsured annuities through marketing programs
when withdrawal occurs prior to maturity. Whendesigned to appeal specifically to their retail
a penalty is imposed, the insurer generally caleustomers. It is important that these programs
culates the penalty as a percentage of the annoet employ marketing practices that could mis-
ity product's accumulated value. The penaltylead the bank’s customers. For example, the use
for withdrawal generally declines with the annu-in annuities advertisements of terms such as

“CD,” “deposit,” and “interest plan” to imply

7. The Garn Act amended section 4(c)(8) of the Bankhat the instruments are insured deposits would

Holding Company Act to prohibit generally bank holding be inappropriate. Also, advertisements that

companies from engaging in insurance activities as a princix i R )
pal, agent, or broker with certain exceptions. Under the exL.prommentIy dlsplay the bank’s name and Iogo

press language of the Garn Act, the sale of insurance is ndfd @ Way that suggests the product is an obliga-
“closely related to banking” and is not permissible for a banktion of the bank are similarly inappropriate.

holding company unless it qualifies under one of the seveDisclosure that the annuities are not federally
specified exceptions (Exemptions A-G) in the Garn AC"insured and are not obligations of the bank

Exemption G applies to a limited number of bank holding hould be displ d . Vi .
companies that received approval from the Board prior tohou e displayed prominently in annuity con-

January 1, 1971, to conduct insurance agency activities. lfacts and related documentation, on printed
order to utilize Exemption G or any other Garn Act exemp-
tions that may b_e applicable, the bank holdlng company must 8. If an investor withdraws tax-deferred income from an
file an application and would be subject to the prOp(:)Se%mnuit before the investor is B9years old, the IRS levies a
restrictions through the application process. Y Y !

tax penalty on the person equal to 10 percent of the amount of
. tax-deferred income withdrawn. This penalty may be avoided
BHC Supervision Manual June 1996 only if the person reinvests annuity proceeds in another tax-

Page 2 deferred investment within 60 days of the withdrawal.




Sale of Uninsured Annuities 2175.0

advices, and verbally emphasized in telemarkegll related documents disclose prominently ir
ing contacts. Finally, personnel selling unin-bold print that the annuities:

sured annuities should be distinguishable from (a) are not deposits or obligations of
bank employees conducting normal retailn insured depository institution; and
deposit-taking operations. (b) are not insured by the Federal

Deposit Insurance Corporation.
(2) State member banks should not sel
2175.0.5 INSPECTION OBJECTIVES  annuity instruments at teller windows or other
) ) ~ areas where retail deposits are routinely ac
1. To review the marketing and sale of uninepted. In assessing the adequacy of disclosur
sured annuities sold by the bank holding comang the separation of the marketing and sale ¢
pany and its member banks, or those solfninsured annuities from the retail deposit-

through a third party. _ taking function, examiners should take into
2. To determine whether the bank holdinggccount whether:

company and its banks have adequate policies (a) advertisementsdo not contain

and procedures in place and if they are MOoNiyords. such as “deposit”, “CD”, etc., or a logo

tored by the parent company. _ that could lead an investor to believe an annuit
3. To determine if, prior to agreeing to sellis 5 insured deposit instrument;

annuities, a comprehensive financial analysis is (b) the obligor of the annuity contract
Ss prominently disclosed, and names or logos ¢

made of the financial condition of the annuitie
the insured depository institution are not used ir

underwriter and whether products of only finan
cially secure underwriters are sold. way that might suggest the insured depositor
stitution is the obligor;

4. To determine whether the contract an(f:]
advertising and related documents disclose .
prominently that the annuities do not represenrtn ade duSicn)gatg?gmugﬁiegﬁébggn?:cifsaﬁlﬁz\tatrrf
deposits or obligations of an insured depositor ime of sale-
institution and that they are not insured by th ' . . .
Federal Deposit Insurance Corporation. . (d) retail eros]t-tqkln_g employees of
5. To ascertain that annuities are not sold df'¢ insured depository institutioare not en-

teller windows or other areas where deposits argaged in the promotion or sale of uninsured

routinely accepted. annuities; _ _
(e) information on uninsured annu-

ities is notcontained in retail deposit statements
2175.0.6 INSPECTION PROCEDURES of customers or in the immediate retail deposit
taking area;

1. Determine whether the bank holding com- (f) account information on annuities
pany and its banks have adequate policies arfyvned by customeris notincluded on insured
procedures in place: deposit statements; and

a. to assess the financial condition of the (9) officer or employee remuneration
annuities underwriter; associated with selling annuities is limited to
Banking organizations engaged in the'easonable levels in relation to the individual's
sale of annuities are expected to sell only prodsalary.
ucts of financially secure underwriters. Prior (3) If a bank allows a third-party entity
to agreeing to sell annuities, a comprehensivi® market annuities on depository institution
financial analysis of the obligor should be perpremises, examiners should take into accour
formed and reviewed with the banking organizawhether:
tion’s directors. The policies should also include (a) the depository institution has
a program to evaluate the underwriter's finanassured itself that the third-party company is
cial condition at least annually and to review theproperly registered or licensed to conduct thi
credit ratings assigned to the underwriter byactivity;
the independent agencies evaluating annuity (b) depository institution personnel
underwriters. are notinvolved in sales activities conducted by
b. to ensure that the marketing and sale ahe third party;
uninsured annuities is not misleading and is (c) desks or officesare notused to
separated and distinguished from routine retatharket or sell annuities, are separate and di
deposit-taking activities.
(1) with regard to the sale of annuities,BHC Supervision Manual December 1992
determine whether the contract, advertising, and Page 3




Sale of Uninsured Annuities 2175.0

tinctly identified as being used by an outside 3. Determine whether the banks obtain a
party; and signed statement from the customer indicating
(d) depository institution personnel that the customer understands that the annuity is
do notnormally use desks or offices used by anot a deposit or any other obligation of the
third party for annuities sales. depository institution, that the depository insti-
2. Determine that advertisements do notution is only acting as an agent for the insur-
prominently display the bank’s name and logance company (underwriter), and that the annu-
that suggests the product is an obligation of &y is not FDIC insured.
BHC bank.

BHC Supervision Manual December 1992
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Support of Bank-Affiliated Investment Funds

Section 2178.0

On January 5, 2004, the federa banking and
thrift agenciest (the agencies) issued an inter-
agency policy to alert banking organizations,
including their boards of directors and senior
management, of the safety-and-soundness
implications of and the legal impediments to a
bank providing financial support to investment
funds? advised by the bank, its subsidiaries, or
affiliates (that is, affiliated investment funds). A
banking organization’s investment advisory ser-
vices can pose materia risks to the bank’s
liquidity, earnings, capital, and reputation and
can harm investors, if the associated risks are
not effectively controlled. In addition, bank-
affiliated investment advisers are encouraged to
establish alternative sources of financial support
to avoid seeking support from affiliated banks.
(See SR-04-1 and SR-94-53.)

Banks are under no statutory requirement to
provide financial support to the funds they
advise; however, circumstances may motivate
banks to do so for reasons of reputation risk and
liability mitigation. This type of support by
banking organizations to funds they advise
includes credit extensions, cash infusions, asset
purchases, and the acquisition of fund shares. In
very limited circumstances, certain arrange-
ments between banks and the funds they advise
have been expressly determined to be legally
permissible and safe and sound when properly
conducted and managed. However, the agencies
are concerned about other occasions when emer-
gency liquidity needs may prompt banks to sup-
port their advised funds in ways that raise pru-
dential and legal concerns. Federa laws and
regulations place significant restrictions on
transactions between banks and their advised
funds. In particular, sections 23A and 23B of the
Federal Reserve Act and the Board’ s Regulation
W (12 C.ER. 223) place quantitative limits and
collateral and market-terms requirements on
many transactions between a bank and certain
of its advised funds.

1. The Board of Governors of the Federal Reserve System
(Board), the Office of the Comptroller of the Currency (OCC),
the Federal Deposit Insurance Corporation (FDIC), and the
Office of Thrift Supervision (OTS).

2. Bank-advised investment funds include mutua funds,
aternative strategy funds, collective investment funds, and
other funds where the bank, its subsidiaries, or affiliates is the
investment adviser and receives a fee for its investment
advice.

2178.0.1 POLICY ON BANKS
PROVIDING FINANCIAL SUPPORT
TO ADVISED FUNDS

To avoid engaging in unsafe and unsound bank-
ing practices, banks should adopt appropriate
policies and procedures governing routine or
emergency transactions with bank-advised
investment funds. Such policies and procedures
should be designed to ensure that the bank will
not (1) inappropriately place its resources and
reputation at risk for the benefit of the funds
investors and creditors; (2) violate the limits and
requirements contained in sections 23A and 23B
of the Federal Reserve Act and Regulation W,
other applicable legal requirements, or any spe-
cia supervisory condition imposed by the agen-
cies; or (3) create an expectation that the bank
will prop up the advised fund. Further, the agen-
cies expect banking organizations to maintain
appropriate controls over investment advisory
activities that include:

« Establishing alternative sources of emergency
support from the parent holding company,
nonbank effiliates, or externa third parties
prior to seeking support from the bank.
Ingtituting effective policies and procedures
for identifying potential circumstances trig-
gering the need for financial support and the
process for obtaining such support. In the
limited instances that the bank provides finan-
cia support, the bank’s procedures should
include an oversight process that requires for-
mal approval from the bank’s board of direc-
tors, or an appropriate board-designated com-
mittee, independent of the investment
advisory function. The bank’s audit commit-
tee also should review the transaction to
ensure that appropriate policies and proce-
dures were followed.

* Implementing an effective risk-management
system for controlling and monitoring risks
posed to the bank by the organization’ sinvest-
ment advisory activities. Risk controls should
include establishing appropriate risk limits,
liquidity planning, performance measurement
systems, stress testing, compliance reviews,
and management reporting to mitigate the
need for significant bank support.

e Implementing policies and procedures that
ensure that the bank is in compliance with
existing disclosure and advertising require-

June 2004
Page 1
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Support of Bank-Affiliated Investment Funds

2178.0

ments to clearly differentiate the investments
in advised funds from obligations of the bank
or insured deposits.

Ensuring proper regulatory reporting of con-
tingent liabilities arising out of its investment
advisory activities in the banking organiza-
tion’s published financial statementsin accor-
dance with FAS 5, and fiduciary settlements,
surcharges, and other losses arising out of its
investment advisory activities in accordance
with the instructions for completing call report
Schedule RC-T (Fiduciary and Related
Services).

2178.0.2 NOTIFICATION AND
CONSULTATION WITH THE
PRIMARY FEDERAL REGULATOR

Because of the potential risks posed by the
provision of financial support to advised funds,
bank management should notify and consult
with its appropriate federal banking agency prior
to (or immediately after, in the event of an
emergency) the bank providing material finan-
cial support to its advised funds. The appropri-
ate federal banking agency will closely scruti-
nize the circumstances surrounding the
transaction and will address situations that raise
supervisory concerns.

2178.0.3 INSPECTION OBJECTIVES

1. To determine if the BHC has adequate over-
sight and control of its functionally regulated
investment adviser subsidiaries.

2. To review and assess the existence,
adequacy, maintenance, and monitoring of
the BHC's palicies, procedures, and prac-
tices (includes those involving the parent
company’s oversight and investment adviser
subsidiaries). The BHC's policies, proce-
dures, and practices should be designed to
limit the exposures to financial, litigation, or
reputational risk arising from its bank and
nonbank subsidiaries.

3. To ensure that the BHC's banking subsidi-
aries that advise investment funds are in
compliance with the Interagency Policy on
Banks and Thrifts Providing Financia Sup-
port to Funds Advised by the Banking Orga-
nization or Its Affiliates.

BHC Supervision Manual June 2004
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2178.0.4 INSPECTION PROCEDURES

1. Determine if the BHC has adequate over-
sight policies, procedures, and practices to
ensure that its banking and nonbank subsidi-
aries that advise investment funds do not—
a. inappropriately place the resources and

reputation of the bank at risk for the bene-
fit of affiliated investment funds' investors
and creditors;

b. violatethe limits and requirementsin Fed-
eral Reserve Act sections 23A and 23B
and Regulation W, other applicable legal
requirements, or any special supervisory
condition imposed by the agencies; or

C. create an expectation that a bank will sup-
port the advised fund (or funds).

2. Find out how the BHC ensures through its
communications with subsidiaries that bank-
affiliated investment advisers are encouraged
to establish alternative sources of financial
support from an unaffiliated bank or other
affiliate.

3. Ascertain whether the BHC's internal or
external auditors verified that its oversight
policies and procedures for bank-advised
funds were adequately communicated to its
banking subsidiaries to ensure compliance
with the January 5, 2004, Interagency Policy
on Banks and Thrifts Providing Financial
Support to Funds Advised by the Banking
Organization or Its Affiliates. Compliance
includes the BHC's or subsidiary’s notifica-
tion of and consultation with its appropriate
federal banking agency before (or, in an
emergency, immediately after) providing
material financial support to an affiliated
investment fund.

4. Find out if the BHC' s internal audit function
monitors any financial support given to bank
or nonbank subsidiaries’ advised funds and if
the internal auditors follow up on compli-
ance with any policies, limits, or internal
controls that are intended to restrict the
activities.

5. Determine if the BHC is able to assess at all
times the extent of its subsidiary banks' risk
exposures that may arise from providing sup-
port to affiliated investment funds.



Securities Activities in Overseas Markets
Section 2180.0

Existing regulations permit banks and banlprudence. The affiliation of a securities com-
holding companies to engage in a wide range gfany, especially one engaged in corporate del
securities activities in overseas markets. For and equities transactions, with a banking organi
number of years these activities were not conzation raises a potential for conflict of interest
sidered to be significant in the context of totaland in some cases could pose substantial adc
bank and bank holding company assets. Indigdional risk to the institution.
nous rules and market practice served to con- In those U.S. banking organizations where
strain to a degree securities activities of U.Soverseas securities trading and brokering ar
banking organizations overseas. significant in scope or are prominent in the scals
Changes in local rules now make it possiblef the local market, examination procedure:
for members of the London stock exchange tonust incorporate an assessment of the control
be wholly-owned by non-member companiedimits, and safeguards implemented by the orga
and by year-end 1986 will allow stockbrokers tonization to monitor and contain risk. Securities
act as principals or market makers in securitiesactivities should be subject to the same degre
These new rules are expected to change signifif scrutiny and rigorous assessment of risk a
cantly the complexion of the London securitiebank lending activities. In addition, examiners
market. In this context, U.S. banking organizashould monitor the substance and nature of a
tions are making substantial investments in U.Ktransactions.
securities firms, and are also significantly ex- In particular, the following kinds of activities
panding their securities business in other foreigahould be reviewed to determine whether the:
and international markets. raise considerations of safety and soundness:
The Board has expressed its concerns, in comtherwise do not conform to standards of pru:
nection with an application by a banking organi-dence required of U.S. banking organizations:
zation to expand its securities activities over-
seas, that proper safeguards, limits, and controisThe degree of lending by a bank holding
will be exercised to protect the organization company to its securities affiliate, especially
from undue risk. Applications generally state when loans are extended to support or en
the methods through which the banking organi- hance the obligations underwritten by the
zation plans to control risk and establish over- securities affiliate;
sight over securities operations. While these The extent to which securities underwritten
safeguards are initially evaluated at the time the by an affiliate are purchased by the bank hold
application is made, nevertheless, examinationsing company as principal or trustee; and,
of bank holding companies and Edge corpora~ The extent to which the parent is liable to an
tions should incorporate an assessment of all exchange for any losses incurred by the affil
overseas securities activities in order to deter- iate due to failure to deliver securities or settle
mine the degree to which these activities con- contracts.
form to high standards of banking and financial

BHC Supervision Manual December 1992
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Violations of Federal Reserve Margin Regulations Resulting
from “Free-Riding” Schemes Section 2187.(

Targeted examinations and investigations by thigom financing these new issues. If the money t
Federal Reserve and the Enforcement Divisiopay for the securities is not in the account whet
of the Securities Exchange Commission (SEC}he securities are delivered in a delivery-versus
as well as court actions, have found banks ipayment (DVP) transaction, a bank that permit:
violation of Regulation U, Credit by Banks for completion of the transaction creates a tempc
the Purpose of Purchasing or Carrying Margirrary overdraft in the customer’'s account. This
Stock, (12 C.F.R. 221) when their trust departoverdraft is an extension of credit that subject:
ments, using bank or other fiduciary funds, havéhe banks to Regulation U.
extended credit to individuals involved inillegal The typical free-riding scheme involves a
day trading or free-riding schemes. These activihew customer’s opening a custodial agenc
ties also involved the aiding and abetting ofaccount into which a number of broker-dealer:
violations of two other securities credit regula-will deliver securities or funds in DVP transac-
tions: Regulation T, Credit by Brokers and Dealtions. Although a deposit may be made into the
ers (12 C.F.R. 220), and Regulation X, Borrow-custodial agency account, the amount of tradin
ers of Securities Credit, (12 C.F.R. 224). is greatly in excess of the original deposit, caus
Day trading and free-riding schemes involveng the financial institution to extend its own
the purchase and sale of stock on the same dayedit to meet the payment and delivery obliga
(or within a very short period of time) and thetions of the account. Therefore, although the
funding of the purchases with the proceeds diinancial institution may be earning fees as ¢
the sale. Banking organizationgngaging in result of the activity in these accounts, it is
such illegal activities may subject themselves tsubjecting itself to substantial losses if the mar
disciplinary proceedings, as well as to substarket prices for the purchased securities fall or tht
tial credit risk. transactions otherwise fail. In addition, other
Federal Reserve examiners should ensure thigbilities under federal banking and securities
banks and bank holding companies (includingaws may be involved.
the broker-dealer and trust activities of banking
and nonbanking subsidiaries of state member
banks and bank holding companies) are nq2187.0.2 SECURITIES CREDIT
engaged in such illegal activities. ExaminerREGULATIONS
must make certain that these entities have taken
all steps necessary to prevent their custome®187.0.2.1 Regulation U, Credit by
from involving them in free-riding. Prompt Banks or Persons Other Than Brokers or
enforcement action may be needed to eliminatBealers for the Purpose of Purchasing or
free-riding activities. (See SR-93-13.) Carrying Margin Stocks

Any extension of credit in the course of settling
2187.0.1 TYPICAL DAY TRADING OR customer securities transactions, including thos
FREE-RIDING ACTIVITIES occuring in a trust department or trust subsidi
ary of a bank holding company, must comply
The free-riding conduct in question typicallywith all of the provisions of Regulation ®.
involves trading large amounts of securitieRegulation U requires all extensions of credit
without depositing the necessary money ofor the purpose of buying or carrying margin
appropriate collateral in their customer
accounts. The customer seeks to free-ride, that
is, purchase and sell the same securitiesand pay——
for the purchase with the proceeds of the sale. 2. _For”purpols%s of_th-i‘tretgulatign, the qefir}i_gonlof “bank”
Often, free-rding schemes nvolve intial public 2¢{E5 Teces tpons exeri vy pov
offerings because broker-dealers are prohibiteglserve Regulatory Servie¢ 5795 (1946).) When used in

discussing a bank’s trust department or any other type c

. o . ~ financial institution exercising fiduciary powers, the term

1. The use of the term *banking organization” in this “extension of credit” includes overdrafts in settling custom-
section, with regard to Regulation U, means a bank, trustyrs accounts that may be covered by advances from th

department of a bank, or trust company of a bank holdingyanking organization, from other fiduciary customers, or from
company that is subject to Regulation U. Regulation Uy combination of both.

includes any nondealer nonbank subsidiary of a bank holding
company that extends purpose credit by margin stock. With .
regard to Regulation T, it refers to any nonbank company tha8HC Supervision Manual December 1998
conducts broker-dealer activities. Page 1




Violations of Federal Reserve Margin Regulations Resulting from “Free-Riding” Schemes 2187.0

stock that are secured by margin stock to b#ons, broker-dealers may not discover that they

within the 50 percent limit. To avoid violations are selling securities to the customer in violation

of the Board's securities credit regulations, orof Regulation T. A similar aiding and abetting

settlement date, the customer’'s account musiolation of Regulation X could occur if a cus-

hold sufficient funds, excluding the proceeds ofomer used the financial institution to induce a

the sale of the security, to pay for each securityproker-dealer to violate Regulation T.

purchased. Although Regulation U applies only

to transactions in margin stock, free-riding in

nonmargin stocks in custodial agency account3187.0.3 NEW-CUSTOMER INQUIRIES

could result in a banking organization’s aidingAND WARNING SIGNALS

and abetting violations of Regulations T and X

and other securities laws, and could raise finarExaminers should make certain that all banks

cial safety-and-soundness issues. and other financial-institution subsidiaries of a
bank holding company are administering and
following appropriate written policies and pro-

2187.0.2.2 Regulation T, Credit by cedures concerning the establishment of custo-
Brokers and Dealers, and Regulation X, dial agency accounts or any new account involv-
Borrowers of Securities Credit ing customer securities transactions. Such

policies and procedures should address, among
Because the custodial agency accounts are usether things, ways an institution can protect
to settle transactions effected by the customer @self against free-riding schemes. One way is to
broker-dealers, a banking organization thabbtain adequate background and credit informa-
opens this type of account should have som#on from new clients, including whether the
general understanding of how Regulation Tcustomer intends to obtain credit to use with the
restricts the customer’s use of the account at theccount. This type of activity requires more
institution. Regulation T requires the use of eextensive monitoring than the typical DVP
cash account for customer purchases or sales aocount in which no credit is extended. It would
a DVP basis. Section 220.8(a) of Regulation The prudent to inquire why a new customer is not
specifies that cash-account transactions atesing the margin-account services of its broker-
predicated on the customer’s agreement that thgealers. If the account is to be used as a margin
customer will make full cash payment for secu-account, a financial institution must obtain Form
rities before selling them and does not intend t¢-R U-1 from the customer and must sign and
sell them before making such payment. Therezonstantly update the form.
fore, free-riding is prohibited in a cash account. The financial institution should obtain from
A customer who instructs his or her agent finanthe customer a list of broker-dealers that will be
cial institution to pay for a security by relying sending securities to or receiving funds from the
on the proceeds of the sale of that security in account in DVP transactions. If a number of
DVP transaction is causing, or aiding or abetbroker-dealers may be used, the institution
ting, the broker-dealer to violate the creditshould obtain from the customer a written state-
restrictions of Regulation T. Regulation X, ment that all transactions with the broker-dealer
which generally prohibits borrowers from will- will conform with Regulations T and X and that
fully causing credit to be extended in violationthe customer is aware that a security purchased
of Regulations T or U, also applies to the cusin a cash account is not to be sold until it is paid
tomer in such cases. for. Similarly, when obtaining instructions for

As described above, banking organizatibnssettling DVP transactions for a customer, the

involved in customer free-riding schemes mayinancial institution should clarify that it will not
be aiding and abetting violations of Regulatiorrely upon the proceeds from the sale of those
T by the broker-dealers who deliver securitiesecurities to pay for the purchase of the same
or funds to the banking organization’s customsecurities.
ers’ accounts. As long as a financial institution
uses its funds to complete a customer’s transac-

2187.0.4 SCOPE OF THE INSPECTION
FOR FREE-RIDING ACTIVITIES

3. For a discussion of Regulation T as it applies to a bank

holding company’s broker-dealer nonbank subsidiary, see seg- . . .

tion 32930_O_p Y Y Exammers, bank holding companies, state mem-
ber banks, and financial-institution and trust

BHC Supervision Manual December 1998 subsidiaries owned by bank holding companies
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banks exercising trust powers) should ensuralso institute enforcement proceedings again:
that their banking organizations monitorthe banking organizations it supervises an
accounts closely for an initial period to detectagainst any institution-affiliated parties involved
patterns typical of free-riding, including intra- in these activities, including cease-and-desis
day overdrafts, and to ensure that sufficienbrders, civil money penalty assessments, an

funds or margin collateral are on deposit at alfemoval and permanent-prohibition actions.

times. Frequent transactions in securities being
offered in an initial public offering may suggest
an avoidance of Regulations T and X. If it2
appears that a customer is attempting to free-
ride, the financial institution should immedi-
ately alert the broker-dealers involved in trans-
ferring securities and take steps to minimize its
own credit risk and legal liability.

At a minimum, examiners should also evalu-
ate a trust institution’s ability to ensure that it
does not extend to a customer more credit on
behalf of a bank or other financial institution
than is permitted under Regulation U. If there
are any questions in this regard, examiners
should consult with their Reserve Bank’s trust
examiners. Any overdraft that is related to a
purchase or sale of margin stock, and that is
secured by margin stock, is an extension of
credit subject to the regulation, including over-
drafts that are outstanding for less than a day.

Board staff have published a number of opin<

ions discussing the application of Regulation U
to various transactions relating to free-riding.

Free-riding violations that could endanger the
banking organization (for example, fraudulent
activities that could subject the organization to
losses or lawsuits), as well as significant viola-
tions that were previously noted but have not
yet been corrected, should be noted in the
inspection report. Violations of the Board’s
Regulation T, U, or X, as applicable to the
inspection, should be reported on the Exami
er's Comments and Violations report pages. The
report should discuss what action has or will be
taken to correct those violations.

2187.0.5 SEC AND FEDERAL
RESERVE SANCTIONS AND

ENFORCEMENT ACTIONS 2

1
The SEC, in exercising its broad authority to

enforce the Board’s securities credit regulations,
requires banks to (1) establish credit compliance
committees to formulate written policies and

187.0.6 INSPECTION OBJECTIVES

1. To make certain that policies of the bank

holding company’s board, and the supervi-

sory operating procedures, internal controls

and audit procedures will ensure, in the
course of settling customers’ securities
transactions—

a. that bank extensions of credit within the
holding company comply with the provi-
sions of Regulation U (including the
requirement that initial extensions of
credit that are secured by margin stock ar
within the initial 50 percent margin limit)
and

. that customer accounts hold sufficient
funds on the settlement date for each sect
rity purchased.

To determine—

a. whether the banking organizations of the

bank holding company can adequately

monitor compliance with Regulation U

through systems of internal controls, train-

ing, and compliance procedures (i.e., ust
of credit compliance committees) that
address free-riding activities within the

“back-office function” and

whether noncompliance

reported.

b. is properly

n3- To initiate corrective action when policies,

practices, procedures, or internal controls ar
not sufficient to prevent free-riding schemes
and when violations of the Board’s regula-
tions have been noted by bank examiners c
self-regulatory organizations.

187.0.7 INSPECTION PROCEDURES

. Review the bank holding company’s board
of directors’ policies for its banking institu-
tion subsidiaries regarding supervisory
operational policies, procedures, and interne
controls for loans extended for the purpose

procedures concerning the extension of purpose

credit in their securities-clearance business;
(2) establish training programs for bank person-
nel

responsible for the conduct of their

4. Refers to the movement of cash and securities relating t

trades and to the processing and recording of trades. Th
< ! -l process is also called the “securities-clearance cycle.”
securities-clearance business, and (3) submit to

outside audits to verify their compliance withg
the conditions of injunctions. The Board may

December 1998
Page 3
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of buying or carrying margin stock and

secured directly or indirectly by margin

stock.

a. Determine whether the policies require,
for each extension of credit not specifi-
cally exempted under Regulation U, that a
Form FR U-1 be executed and signed by
the customer and accepted and signed by
a duly authorized officer of the banking
organization acting in good faith.

b. Determine whether the policies limit
extensions of credit to no more than the
maximum allowed loan value of the col-
lateral, as set by section 221.7 of Regula-
tion U, and whether those policies require
adherence to margin requirements.

2. Review the bank holding company’s board
of directors’ credit policies and operating
policies, internal controls, and internal audit
procedures to determine if they provide
adequate safeguards against customers’ free-
riding practices. In so doing— 3.
a. determine if new-customer accounts are

required to be approved by appropriate
personnel; and

b. establish whether the bank holding com-
pany’s credit-system policies require—

controlling securities positions and
financial-instrument contracts that serve
as collateral for loans;

monitoring established restrictions and
limits placed on the amounts and types
of transactions to be executed with each
customer and the dollar amounts placed
on unsettled trades;

obtaining appropriate documentation
consisting of essential facts pertaining
to each customer, and in particular,
financial information evidencing the
customer’s ability to pay for ordered
securities, repay extensions of credit,
and meet other financial commitments;
monitoring the location of all collateral,
ensuring that there are no overdrawn
margin accounts; and

monitoring the status of failed transac-
tions for the purpose of detecting free-
riding schemes.

Determine if the bank holding company’s
audit committee or its internal or external
auditors are required to review a selected
random sample of individual or custodial
agency accounts for customer free-riding
activities.

2187.0.8 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws$ Regulationg Interpretations® Orders
Credit by brokers 220
and dealers (Reg. T)
Regulation U, Credit by Banks 221
or Persons Other Than (Reg. U)

Brokers or Dealers for
the Purpose of Purchasing
or Carrying Margin Stocks

Purpose credit— 5-942.15,
delivery-versus- 5-942.18,
payment transactions 5-942.2,
5-942.21,
5-942.22
Borrowers of 224
securities credit (Reg. X)
1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviegerence.

2. 12 C.F.R., unless specifically stated otherwise.
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Note Issuance and Revolving Underwriting
Credit Facilities Section 2220.3

2220.3.1 NOTE ISSUANCE FACILITY prearranged share of any notes issued. An
(NIF) notes not taken up at the issuer-set margin al
distributed to underwriters at the pre- estab

One type of off-balance-sheet activity is thelished maximum (cap) rate.
note issuance facility (NIF). The first public

facility was arranged in 1981. A NIF is a

medium-term arrangement under which a bor-2220.3_2 REVOLVING

rower can issue short-term paper. The paper SNDERWRITING FACILITY (RUF)
issued on a revolving basis, with maturities

[jmglng frtom as low as ?t(tiags F?huP tto one ﬁea%nother type of facility, a revolving underwrit-
~naerwriters are commitied either to purc as|'ng facility (RUF), was introduced in 1982. A
ing any unsold notes or to providing Standbyrevolving underwriting facility is a medium-

Cred'?' lBank borrowlntg USu]fi||)I/1 |ntvi)lves COTffterm revolving commitment to guarantee the
mercial paper consisting ot short-term certill-y, o cea5 sale of short-term negotiable promis

cates of deposit and for nonbank borrowers 'gory notes (usually a fixed-spread over LIBOR

would generally be promissory notes (Euro'lssued by the borrower at or below a predeter
notes). NIF is the most common term used fo

this t f t Other t includ ined interest rate. RUFs separate the roles
thls rg\?()elv?ngagr?ggfvmtei?@ facil?try ?éﬂ,sz)mg# d ‘the medium-term risk-taker and the providers o

) . i} . :
the standby note issuance facility (SNIF). NIEste funding (the short-term investors). RUFs

. nd NIFs allow access to capital sources &
RUFs, and SNIFs are essentially the same Creq?]fterest rates considerably below conventione
product. The NIF is usually structured for 5 to

financing rates. The savings in interest cost ar
7 years.

erived because the borrower obtains the lowe

Eyrono(;es_;ri_dﬁr}omlnatled In UﬂS dg;"%rg gggwterest costs prevailing in the short-term mar:
are issued with high face values (often +~Rets, while still retaining the security of longer

or more), being intended for the more SOph'St'ierm financing commitments. The notes issue:

cated investor (professional or institutional in'under RUFs are attractive for institutional inves-
vestors). Holders of the notes show them as Hrs since they permit greater diversification of

asset on their balance sheets. The underwntq,gsk than the certificates of deposit of only one
commitment represents an off-balance she%

it The NIF all th . functi tank. Underwriters favor them because thei
item. 1he allows the various functions per-. , mitments do not appear on the statement ¢

form_ed by a single institution in a Synd'ca_tedﬁnancial condition. RUFs are usually structurec
credit to be separated and performed by dn‘ferfor periods of four to seven years

e”It '”f“tg“of”f- g . dicateq. A revolving underwriting facility (RUF) dif-
g?t eﬁ‘] ON”:en Ing money, %S ina synhlca_ e‘i’ers from a (NIF) in that it separates the func-
credit, the arranger provides a mechanistyj g underwriting and distribution. With a

for placing notes with other investors WhenRUF, the lead bank (manager or arranger) ac

funds are needed. The underwriting comm|tés the only placing agent. The arranger retain

ment transforms the maturity, assuring the bort'otal control over the placing of the notes. The
rower access to short-term funds over th

fead bank provides assistance to a borrower wk

medium term, which remains off-balance Shee%rms a lending group of banks. The borrower
unless drawn upon. The underwriters take th ssisted by a lead bank (arranger), obtains

short-term credit risk since they face the risk ol .\ term revolving commitment that guar-

lending to a borrower that has difficulty in antees the sale of short-term negotiable promi:

obtaining full confidence from investors. sory notes at or below a pre-determined interes

NIFs can be arranged with an issuer-set Malate. The participating group of banks arrang

gin whereby the issuer determines the margify » tndin - : . ?
g, subject to certain lending condi-
over LIBOR (the London Interbank Offered tions and rates, for the duration of the facility. In

Rate), or some o.ther index at Wh'c.h notes wil eturn, the borrower pays a facility fee to the
be offered. The issuer thus benefits from anYevoIving credit banks

improvement in market conditions. The notes
are placed by the placing agent, but senio

: : . BHc Supervision Manual December 1992
underwriters have the option of purchasing a Page 1
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When the borrower desires funds, a placetransaction. The major source of risk is thus the
ment agent or tender paagblaces short-term liquidity risk that is derived from the uncer-
notes with other banks and institutional investainty of the timing or amount of required fund-
tors (usually having maturities of 90 days, 180ng. If the underlying notes cannot be marketed
days or 12 months). The short term notes can ket or below the interest rate specified in the
issued to these investors at significantly loweagreement, the bank would need to discount the
interest rates than would be available from anotes to whatever rate would be necessary to
revolving credit facility that the same banksmake the notes attractive to investors, perhaps
would have been willing to provide. The notetaking an up-front loss to avoid funding a low
purchasers generally have a rollover option atargin loan.
maturity and new note purchasers are added asNIFs and RUFs involve less credit risk than
needed. The note purchasers bear the risk of losgtensions of credit because of the additional
in the event of default by the borrower. Newstep that is required before funding takes place,
note purchasers are added as needed. In thestep that is not present with a revolving credit
event the full line of credit is not placed with theagreement. In other words, no funding is
note purchasers on any rollover date, the revolwequired until: (1) a decision is made by the
ing credit banks must make funding availabldorrower to issue notes; and (2) the placing
for the difference at the previously committedagent becomes unable to place the short-term
revolving credit interest rates, subject to thenotes with short-term investors. Further, the risk
terms and conditions within the agreement.  of loss rests with the note investors. The under-

With the RUF, and the use of a sole placingwriter’s risk of nonpayment is not present until
agent, the underwriters are not assured of secuhe rollover date. If there has been a significant
ing any notes that they could place themselvedeterioration in the issuer/borrower’s financial
nor can they benefit from any improvement incondition on that date, the issuer/borrower may
terms available in the market. The hindrance ibe prevented from drawing under the facility.
removed by the use of NIFs with an issuer-seThis would be dependent on the funding condi-
margin whereby the issuer determines the mations or the cancellation provisions stipulated in
gin over an index at which notes will be offered.the agreement.

Another form of a RUF is a transferable
revolving underwriting facility (TRUF). With
this arrangement the underwriter is able, witt2220.3.4 PRICING AND FEES
the borrower’s approval, to transfer all rights
and obligations under the underwriting commit-The forms of compensation involving a NIF and
ment to another institution at any time duringRUF are: the underwriting and commitment fee;
the life of the facility. the one-time arrangement fee, and the periodic

placement fees. An annual fixed underwriting
fee is paid by the borrower on the amount of
2220.3.3 RISK underlying commitment. This fee must be paid
regardless of the frequency of usage of the
The loan commitments involved in NIF andfacility or whether or not the underwriters are
RUF transactions contain substantially the samequired to make any purchases of the short-
terms as other loan commitments extended term paper. This compensation is for the com-
similar borrowers. The failure of the borrowermitment to underwrite the issuance of the notes.
to satisfy the revolving standby agreement reThe arranger receives a one-time arrangement
lieves the banks of any obligation to fund thefee based on a percentage of the amount of the
facility. The issuer pays the borrowing costs on

1. The tender panel was introduced in 1983. It is usuall)ﬁhe notes issued, usually at a spread above or
made up of several commercial investment banks and othdselow an index. A portion of this borrowing fee
institutional investors. The panel members bid for any notegs retained by the placement agent or the tender

issued, up to a predetermined maximum spread. The revolys N ;
ing credit banks can bid as part of the tender panel, but theganel members as compensation for placing the

are not required to do so. Any notes not bid for are purchaseaPEr . o

by the revolving credit banks or they extend credit of an equal Competitive pricing on NIFs and RUFS
amount. The tender panel may be a continuous tender panghuses them to be very thinly margined. Com-
whereby the underwriters are entitled to purchase notes fro%itmem fees may be as low as 5 basis points for
the lead manager up to their pro rata share at any time durir}g . o " :
the offer period, if available, at the market price. lue Ch_lp customers, while _BBB credit-rated
or equivalent borrowers might be charged as
BHC Supervision Manual December 1992 much as 20 basis points. Because of the thin
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Note Issuance and Revolving Underwriting Credit Facilities 2220

arranger, preferring to not participate in the marthe notes is set to approximate the normal mau
ket. Typical fees for this service may consist ofket level for the issuer’s short term borrowing-
an up-front arrangement fee of 20 basis points.This facility would have a higher underwriting
on the total principal amount of the facility, andfee than a standby facility, because the regule
an annual placement fee such as 12.5 badissuances of notes increase the likelihood the
points on the short-term notes sold. Revolvinghe underwriting bank will have to purchase
credit banks usually receive facility fees andhotes that cannot be placed.
annual maintenance fees.
If the underwriters have to purchase the notes,
the backup rate of interest may be the index plug220.3.6 RUF DOCUMENTS
10 to 15 basis points for blue chip companies to
plus 37.5 basis points over the index for “BBB” The revolving credit agreemeris the primary
rated borrowers. The interest rates charged (document in a RUF. It includes the principal
funded) are usually lower because of marketagreement of the transaction, executed by th
pricing conventions (lower spreads) and theevolving credit banks and the borrower. It con-
intense competition within the market. tains the terms and conditions under which th
borrower can draw on the facility. The docu-
ment includes the financial covenants and even
2220.3.5 STANDBY RUFS of default.
An agency agreemeritetween the borrower
Some RUFS may provide for a utilization fee orand the placement agent designates the plac
may provide for a higher yield on the notes inment agent for the notes and sets forth thi
the event that more than a nominal amount ofonditions of the agent’s obligations for arrang-
paper is allocated to the underwriters. Such &g the sale of the notes. Included are represel
provision would more likely be found in a tations and warranties of the borrower regardin
standby facility. Standby facilities are backupthe authority to enter into the agreement and t
commitments under which notes are notssue the notes.
expected to be issued. This provision essentially A description of the terms and conditions of
protects the underwriter from having to bookthe facility is contained within amnformation
loans that are earning an insufficient yield. ThenemorandumDetail is provided with regard to
structure of the facility generally determines itsthe use of the proceeds, current and historic:
pricing depending upon the requirements of thénancial information, a description of the
issuer/borrower. company, its finances and operations. It is dis
Standby RUFs substitute for committed bankributed to prospective credit banks and note
lines which may be used, for example, apurchasers.
backup commitments for issuance of U.S. com- The note is the last document involving a
mercial paper. Commitment fees will be lowRUF. Usually the notes will be unsecured obli-
because of the low probability that funds willgations of the borrower and will include rep-
need to be advanced. A standby facility willresentations and warranties of the compan
make borrowing from the underwriter veryregarding authorization and the absence c
expensive in relation to what the issuer mighmaterial litigation and bankruptcy proceedings
have to pay. Otherwise, the underlying notes ark will also contain a statement that a revolving
issued on a regular basis, the maximum yield oaredit facility is available to the borrower.

BHC Supervision Manual December 1992
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Real Estate Appraisals and Evaluations

Section 2231.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective July 2011, this section was revised to
include the December 2010 Interagency
Appraisal and Evaluation Guidelines (Inter-
agency Guidelines). The Interagency Guidelines
pertain to all real estate—related financial trans-
actions originated or purchased by a regulated
instutution (including a bank holding company)
or its subsidiaries for its own portfolio or as
assets held for sale, including activities of com-
mercial and residential real estate mortgage
operations, capital markets groups, and asset
securitization and sales units. The Interagency
Guidelines provide a comprehensive discussion
of the Board’s expectations for a banking orga-
nization’s appraisal and evaluation program as
well as background information on the technical
aspects of appraisals. (See SR-10-16 and its
attachment.)

The Board’s long-standing policy on real estate
appraisals emphasizes the importance of sound
appraisal policies and procedures in a banking
organization’s real estate lending activity. With
the passage of title XI of the Federal Financial
Institutions Reform, Recovery, and Enforce-
ment Act of 1989 (FIRREA), the Board and the
other federal financial institutions regulatory
agencies adopted regulations in August 1990
relating to the performance and use of apprais-
als by federally regulated financial institutions,
which were amended in June 1994. The Board’s
appraisal standards regulation may be found in
Regulation Y, subpart G, 12 C.F.R. 225!

The Board’s appraisal regulation requires,'®

1. The appraisal standards for federally related transactions
are found in sections 225.61 to 225.67 of subpart G of
Regulation Y. Section 225.63 was amended, effective Decem-
ber 28, 1998, to exclude from the Board’s appraisal require-
ments transactions that involve underwriting or dealing in
mortgage-backed securities. The amendment permits bank
holding company subsidiaries engaged in underwriting and
dealing in securities to underwrite and deal in mortgage-
backed securities without demonstrating that the loans under-
lying the securities are supported by appraisals that meet the
Board’s appraisal requirements. (See 1999 FRB 50.)

la. A banking organization is required to use a certified
appraiser for—

all federally related transactions $1 million or more,
nonresidential federally related transactions $250,000 or
more, and

complex residential federally related transactions $250,000
or more.

A banking organization is requested to use either a state-
certified or a state-licensed appraiser for noncomplex residen-
tial federally related transactions that are under $1 million. A

at a minimum, that real estate appraisals be
performed in accordance with generally
accepted uniform appraisal standards as evi-
denced by the appraisal standards promulgated
by the Appraisal Standards Board (ASB), and
that such appraisals be in writing.? The regula-
tion also sets forth additional appraisal stan-
dards including that the appraisal and analysis
contain sufficient information to support the
banking organization’s decision to engage in the
transaction and provide the real property’s mar-
ket value.

The intent of title XI and the Board’s regula-
tion is to protect federal financial and public
policy interests in real estate-related financial
transactions that require the services of an
appraiser in connection with federally related
transactions.? Federally related transactions are
defined as those real estate-related financial
transactions that an agency engages in, contracts
for, or regulates and that require the services of
an appraiser.* Each state has established a pro-
gram for certifying and licensing real estate
appraisers who are qualified to perform apprais-
als in connection with federally related transac-
tions. Additionally, title XI designated the
Appraisal Qualifications Board and the ASB of
the Appraisal Foundation, a nonprofit appraisal
industry group, as the authority for establishing
qualifications criteria for appraiser certification
and standards for the performance of an
appraisal. The statute established the Appraisal
Subcommittee of the Federal Financial Institu-
tions Examination Council (FFIEC). It was des-
ignated the entity to monitor the requirements
established to meet the intent of title XI. If the
Appraisal Subcommittee issues a finding that
the policies, practices, or procedures of a state
are inconsistent with title XI, the services of
licensed or certified appraisers from that state
may not be used in connection with federally
related transactions. Further, several provisions
in title XI of FIRREA were amended by the
Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 (Dodd-Frank Act), pro-
viding additional authority to the Appraisal Sub-
committee in its oversight of states’ appraiser

complex one- to four-family residential property appraisal
means that the properties to be appraised, the form of owner-
ship, or market conditions are atypical (12 C.FR. 225.63(d)).

2. See 12 USC 3339.

3. See 12 USC 3339.

4. See 12 USC 3350(4).

BHC Supervision Manual July 2011

Page 1



Real Estate Appraisals and Evaluations

2231.0

regulatory programs. (See sections 1471-1473
of Pub. L. 111-203, 124 Stat. 1376 (2010).)

Over the years, the Board and the other fed-
eral banking regulatory agencies (the Office of
the Comptroller of the Currency and the Federal
Deposit Insurance Corporation (the agencies))
have issued several appraisal-related guidance
documents to assist institutions in implementing
and complying with the appraisal regulation.> In
December 2010, the agencies issued the Inter-
agency Appraisal and Evaluation Guidelines
(Interagency Guidelines) to clarify their
appraisal regulations and to promote best prac-
tices in institutions’ appraisal and evaluation
programs. (See SR-10-16.) The Interagency
Guidelines pertain to all real estate-related
financial transactions originated or purchased by
aregulated institution or its operating subsidiary
for its own portfolio or as assets held for sale,
including activities of commercial and residen-
tial real estate mortgage operations, capital mar-
kets groups, and asset securitization and sales
units. The Interagency Guidelines provide a
comprehensive discussion of the Board’s expec-
tations for a banking organization’s appraisal
and evaluation program as well as background
information on the technical aspects of
appraisals.

A banking organization’s collateral-valuation
program needs to consider when an appraisal or
evaluation should be obtained to monitor collat-
eral risk and to support credit analysis, includ-
ing for purposes of rating or classifying the
credit. When a credit becomes troubled, the
primary source of repayment often shifts from
the borrower’s cash flow and income to the
expected proceeds from the sale of the real
estate collateral. Therefore, it is important that
banking organizations have a sound and inde-
pendent basis for determining the value of the
real estate collateral. (See SR-09-07.)

The expectations that an institution conduct
its appraisal and evaluation program for real
estate lending in a safe and sound manner
remains unchanged with the issuance of the
Interagency Guidelines. They reflect develop-
ments concerning appraisals and evaluations, as
well as changes in appraisal standards and
advancements in regulated institutions’ collat-
eral valuation methods. The Interagency Guide-

5. The Board has issued several other guidance documents
related to appraisals and real estate lending that provide
additional information on the establishment of an effective
real estate appraisal and evaluation program. (See SR-95-16,
SR-95-27, SR-05-05, SR-05-11, and SR-05-14.)

BHC Supervision Manual
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lines also promote consistency in the application
and enforcement of the agencies’ appraisal regu-
lations. (See SR-10-16.)

2231.0.1 INTERAGENCY APPRAISAL
AND EVALUATION GUIDELINES
(INTERAGENCY GUIDELINES)

FIRREA requires each agency to prescribe ap-
propriate standards for the performance of real
estate appraisals in connection with “federally
related transactions,”’® which are defined as
those real estate-related financial transactions
that an agency engages in, contracts for, or
regulates and that require the services of an ap-
praiser.’” The agencies’ appraisal regulations
must require, at a minimum, that real estate ap-
praisals be performed in accordance with gener-
ally accepted uniform appraisal standards as
evidenced by the appraisal standards
promulgated by the ASB, and that such apprais-
als be in writing.® An agency may require
compliance with additional appraisal standards
if it makes a determination that such addi-
tional standards are required to properly carry
out its statutory responsibilities.” Each of the
agencies has adopted additional appraisal
standards.!®

The agencies’ real estate lending regulations
and guidelines,'! issued pursuant to section 304
of the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA),'? require
each institution to adopt and maintain written
real estate lending policies that are consistent
with principles of safety and soundness and that
reflect consideration of the real estate lending
guidelines issued as an appendix to the regula-
tions. The real estate lending guidelines state
that an institution’s real estate lending program
should include an appropriate real estate
appraisal and evaluation program.

6. See 12 USC 3339.

7. See 12 USC 3350(4).

8. See 12 USC 3339.

. See 12 USC 3339.

10. See, e.g., 12 CFR 225, subpart G, and 12 CFR 208,
subpart E.

11. The Federal Reserve did not adopt the real estate
lending standards for bank holding companies and their non-
bank subsidiaries. However, bank holding companies and
their nonbank subsidiaries are expected to conduct their real
estate lending activities in a prudent manner consistent with
safe and sound lending standards. A bank subsidiary of a
BHC should refer to 12 C.ER. 208, subpart G.

12. See Pub. L. 102-242, section 304, 105 Stat. 2354
(1991); 12 USC 1828(0).

o
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2231.0.2 SUPERVISORY POLICY

An institution’s real estate appraisal and evalua-
tion policies and procedures will be reviewed as
part of the inspection of the institution’s overall
real estate-related activities. Examiners will
consider the size and the nature of an institu-
tion’s real estate—related activities when assess-
ing the appropriateness of its program.

While borrowers’ ability to repay their real
estate loans according to reasonable terms
remains the primary consideration in the lending
decision, an institution also must consider the
value of the underlying real estate collateral in
accordance with the Board’s appraisal regula-
tions. Institutions that fail to comply with the
Board’s appraisal regulations or to maintain a
sound appraisal and evaluation program consis-
tent with supervisory guidance will be cited in
supervisory letters or inspection reports and may
be criticized for unsafe and unsound banking
practices. Deficiencies will require appropriate
corrective action.

When analyzing individual transactions,
examiners will review an appraisal or evaluation
to determine whether the methods, assumptions,
and value conclusions are reasonable. Examin-
ers also will determine whether the appraisal or
evaluation complies with the Board’s appraisal
regulations and is consistent with supervisory
guidance as well as the institution’s policies.
Examiners will review the steps taken by an
institution to ensure that the persons who per-
form the institution’s appraisals and evaluations
are qualified, competent, and are not subject to
conflicts of interest.

2231.0.3 APPRAISAL AND
EVALUATION PROGRAM

An institution’s board of directors or its desig-
nated committee is responsible for adopting and
reviewing policies and procedures that establish
an effective real estate appraisal and evaluation
program. The program should

provide for the independence of the persons
ordering, performing, and reviewing apprais-
als or evaluations;

establish selection criteria and procedures to
evaluate and monitor the ongoing perfor-
mance of appraisers and persons who perform
evaluations;

ensure that appraisals comply with the
Board’s appraisal regulations and are consis-
tent with supervisory guidance;

ensure that appraisals and evaluations contain

sufficient information to support the credit
decision;

* maintain criteria for the content and appropri-
ate use of evaluations consistent with safe and
sound banking practices;

e provide for the receipt and review of the
appraisal or evaluation report in a timely man-
ner to facilitate the credit decision;

e develop criteria to assess whether an existing
appraisal or evaluation may be used to sup-
port a subsequent transaction;

e implement internal controls that promote

compliance with these program standards,

including those related to monitoring third-
party arrangements;

establish criteria for monitoring collateral val-

ues; and

establish criteria for obtaining appraisals or

evaluations for transactions that are not other-

wise covered by the appraisal requirements of
the Board’s appraisal regulations.

2231.0.4 INDEPENDENCE OF THE
APPRAISAL AND EVALUATION
PROGRAM

For both appraisal and evaluation functions, an
institution should maintain standards of
independence as part of an effective collateral-
valuation program for all of its real estate lend-
ing activity. The collateral-valuation program is
an integral component of the credit under-
writing process and, therefore, should be
isolated from influence by the institution’s loan-
production staff. An institution should establish
reporting lines independent of loan production
for staff who administer the institution’s
collateral-valuation program, including the
ordering, reviewing, and acceptance of apprais-
als and evaluations. Appraisers must be
independent of the loan production and collec-
tion processes and have no direct, indirect, or
prospective interest, financial or otherwise, in
the property or transaction.!? These standards of
independence also should apply to persons who
perform evaluations.

For a small or rural institution or branch, it
may not always be possible or practical to sepa-

13. The Board’s appraisal regulations set forth specific
appraiser independence requirements that exceed those set
forth in the Uniform Standards of Professional Appraisal
Practice. Institutions also should be aware of separate require-
ments on conflicts of interest under Regulation Z (Truth in
Lending), 12 CFR 226.42(d).

BHC Supervision Manual July 2011

Page 3



Real Estate Appraisals and Evaluations

2231.0

rate the collateral-valuation program from the
loan-production process. If absolute lines of
independence cannot be achieved, an institution
should be able to demonstrate clearly that it has
prudent safeguards to isolate its collateral-
valuation program from influence or interfer-
ence from the loan-production process. In such
cases, another loan officer, official, or director of
the institution may be the only person qualified
to analyze the real estate collateral. To ensure
their independence, such lending officials, offi-
cers, or directors must abstain from any vote or
approval involving loans on which they ordered,
performed, or reviewed the appraisal or evalua-
tion.

Communication between the institution’s
collateral-valuation staff and an appraiser or per-
son performing an evaluation is essential for the
exchange of appropriate information relative to
the valuation assignment. An institution’s poli-
cies and procedures should specify methods for
communication that ensure independence in the
collateral-valuation function. These policies and
procedures should foster timely and appropriate
communications regarding the assignment and
establish a process for responding to questions
from the appraiser or person performing an
evaluation.

An institution may exchange information
with appraisers and persons who perform evalu-
ations, which may include providing a copy of
the sales contract' for a purchase transaction.
However, an institution should not directly or
indirectly coerce, influence, or otherwise
encourage an appraiser or a person who per-
forms an evaluation to misstate or misrepresent
the value of the property.!> Consistent with its
policies and procedures, an institution also may
request the appraiser or person who performs an
evaluation to

* consider additional information about the sub-
ject property or about comparable properties;

e provide additional supporting information
about the basis for a valuation; or

e correct factual errors in an appraisal.

14. Refer to USPAP Standards Rule 1-5(a) and the Ethics
Rule.

15. For mortgage transactions secured by a consumer’s
principal dwelling, refer to 12 CFR 226.42 under Regulation
Z (Truth in Lending). Regulation Z also prohibits a creditor
from extending credit when it knows that the appraiser inde-
pendence standards have been violated, unless the creditor
determines that the value of the property is not materially
misstated.

BHC Supervision Manual
Page 4

July 2011

An institution’s policies and procedures
should ensure that it avoids inappropriate
actions that would compromise the
independence of the collateral-valuation func-
tion,'¢ including

* communicating a predetermined, expected, or
qualifying estimate of value, or a loan amount
or target loan-to-value ratio to an appraiser or
person performing an evaluation;

specifying a minimum value requirement for
the property that is needed to approve the loan
or as a condition of ordering the valuation;

conditioning a person’s compensation on loan
consummation;

 failing to compensate a person because a
property is not valued at a certain amount;!”
implying that current or future retention of a
person’s services depends on the amount at
which the appraiser or person performing an
evaluation values a property; or

excluding a person from consideration for
future engagement because a property’s
reported market value does not meet a speci-
fied threshold.

After obtaining an appraisal or evaluation, or
as part of its business practice, an institution
may find it necessary to obtain another appraisal
or evaluation of a property and it would be
expected to adhere to a policy of selecting the
most credible appraisal or evaluation, rather
than the appraisal or evaluation that states the
highest value. (Refer to the ‘“Reviewing
Appraisals and Evaluations” subsection below
for additional information on determining and
documenting the credibility of an appraisal or
evaluation.) Further, an institution’s reporting of
a person suspected of noncompliance with the
Uniform Standards of Professional Appraisal
Practice (USPAP), and applicable federal or
state laws or regulations, or otherwise engaged
in other unethical or unprofessional conduct to
the appropriate authorities would not be viewed
by the Federal Reserve as coercion or undue
influence. However, an institution should not
use the threat of reporting a false allegation in
order to influence or coerce an appraiser or a
person who performs an evaluation.

16. See 12 CFR 226.42(c).

17. This provision does not preclude an institution from
withholding compensation from an appraiser or person who
provided an evaluation based on a breach of contract or
substandard performance of services under a contractual pro-
vision.



Real Estate Appraisals and Evaluations

2231.0

2231.0.5 SELECTION OF APPRAISERS
OR PERSONS WHO PERFORM
EVALUATIONS

An institution’s collateral-valuation program
should establish criteria to select, evaluate, and
monitor the performance of appraisers and per-
sons who perform evaluations. The criteria
should ensure that

e The person selected possesses the requisite
education, expertise, and experience to com-
petently complete the assignment.

e The work performed by appraisers and per-
sons providing evaluation services is periodi-
cally reviewed by the institution.

* The person selected is capable of rendering an
unbiased opinion.

* The person selected is independent and has no
direct, indirect, or prospective interest, finan-
cial or otherwise, in the property or
transaction.

* The appraiser selected to perform an appraisal
holds the appropriate state certification or
license at the time of the assignment. Persons
who perform evaluations should possess the
appropriate appraisal or collateral-valuation
education, expertise, and experience relevant
to the type of property being valued. Such
persons may include appraisers, real estate
lending professionals, agricultural extension
agents, or foresters.!8

An institution or its agent must directly select
and engage appraisers. The only exception to
this requirement is that the agencies’ appraisal
regulations allow an institution to use an
appraisal prepared for another financial services
institution provided certain conditions are met.
An institution or its agents also should directly
select and engage persons who perform evalua-
tions. Independence is compromised when a
borrower recommends an appraiser or a person
to perform an evaluation. Independence is also
compromised when loan-production staff selects
a person to perform an appraisal or evaluation
for a specific transaction. For certain transac-
tions, an institution also must comply with the
provisions addressing valuation independence
in Regulation Z (Truth in Lending).'®

An institution’s selection process should
ensure that a qualified, competent, and indepen-

18. Although not required, an institution may use state-
certified or state-licensed appraisers to perform evaluations.
Institutions should refer to USPAP Advisory Opinion 13 for
guidance on appraisers performing evaluations of real prop-
erty collateral.

19. See 12 CFR 226.42.

dent person is selected to perform a valuation
assignment. An institution should maintain
documentation to demonstrate that the appraiser
or person performing an evaluation is compe-
tent, independent, and has the relevant experi-
ence and knowledge for the market, location,
and type of real property being valued. Further,
the person who selects or oversees the selection
of appraisers or persons providing evaluation
services should be independent from the loan
production area. An institution’s use of a
borrower-ordered or  borrower-provided
appraisal violates the agencies’ appraisal regula-
tions. However, a borrower can inform an insti-
tution that a current appraisal exists, and the
institution may request it directly from the other
financial services institution.

2231.0.5.1 Approved Appraiser List

If an institution establishes an approved
appraiser list for selecting an appraiser for a
particular assignment, the institution should
have appropriate procedures for the develop-
ment and administration of the list. These proce-
dures should include a process for qualifying an
appraiser for initial placement on the list, as
well as periodic monitoring of the appraiser’s
performance and credentials to assess whether
to retain the appraiser on the list. Further, there
should be periodic internal review of the use of
the approved appraiser list to confirm that
appropriate procedures and controls exist to
ensure independence in the development,
administration, and maintenance of the list. For
residential transactions, loan-production staff
can use a revolving, preapproved appraiser list,
provided the development and maintenance of
the list is not under their control.

2231.0.5.2 Engagement Letters

An institution should use written engagement
letters when ordering appraisals, particularly for
large, complex, or out-of-area commercial real
estate properties. An engagement letter facili-
tates communication with the appraiser and
documents the expectations of each party to the
appraisal assignment. In addition to the other
information, the engagement letter will identify
the intended use and user(s), as defined in
USPAP. An engagement letter also may specify
whether there are any legal or contractual
restrictions on the sharing of the appraisal with
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other parties. An institution should include the
engagement letter in its credit file. To avoid the
appearance of any conflict of interest, appraisal
or evaluation development work should not
commence until the institution has selected and
engaged a person for the assignment.

2231.0.6 TRANSACTIONS THAT
REQUIRE APPRAISALS

Although the agencies’ appraisal regulations
exempt certain real estate-related financial
transactions from the appraisal requirement,
most real estate-related financial transactions
over the appraisal threshold are considered fed-
erally related transactions and, thus, require
appraisals.?? The agencies also reserve the right
to require an appraisal under their appraisal
regulations to address safety and soundness con-
cerns in a transaction. (See “Appendix
A—Appraisal Exemptions.”)

2231.0.7 MINIMUM APPRAISAL
STANDARDS

The Board’s appraisal regulations include mini-
mum standards for the preparation of an
appraisal. (See “Appendix D—Glossary” for
terminology used in these guidelines.) The
appraisal must

e Conform to generally accepted appraisal
standards as evidenced by the USPAP promul-
gated by the ASB of the Appraisal Foundation
unless principles of safe and sound banking
require compliance with stricter standards.
Although allowed by USPAP, the agencies’
appraisal regulations do not permit an
appraiser to appraise any property in which
the appraiser has an interest, direct or indirect,
financial or otherwise in the property or trans-
action. Further, the appraisal must contain an
opinion of market value as defined in the
agencies’ appraisal regulations. (See discus-
sion on the definition of market value below.)
Under USPAP, the appraisal must contain a

20. In order to facilitate recovery in designated major
disaster areas, subject to safety and soundness considerations,
the Depository Institutions Disaster Relief Act of 1992 pro-
vides the Board with the authority to waive certain appraisal
requirements for up to three years after a presidential declara-
tion of a natural disaster. Pub. L. 102-485, section 2, 106 Stat.
2771 (October 23, 1992); 12 USC 3352.
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certification that the appraiser has complied
with USPAP. An institution may refer to the
appraiser’s USPAP certification in its assess-
ment of the appraiser’s independence con-
cerning the transaction and the property.
Under the agencies’ appraisal regulations, the
result of an Automated Valuation Model
(AVM), by itself or signed by an appraiser, is
not an appraisal, because a state-certified or
state-licensed appraiser must perform an
appraisal in conformance with USPAP and the
agencies’ minimum appraisal standards. Fur-
ther, the Dodd-Frank Act?! provides “[i]n
conjunction with the purchase of a consum-
er’s principal dwelling, broker price opinions
may not be used as the primary basis to deter-
mine the value of a piece of property for the
purpose of loan origination of a residential
mortgage loan secured by such piece of prop-
erty.”??

Be written and contain sufficient information
and analysis to support the institution’s deci-
sion to engage in the transaction. An institu-
tion should obtain an appraisal that is appro-
priate for the particular federally related
transaction, considering the risk and complex-
ity of the transaction. The level of detail
should be sufficient for the institution to
understand the appraiser’s analysis and opin-
ion of the property’s market value. As pro-
vided by the USPAP Scope of Work Rule,
appraisers are responsible for establishing the
scope of work to be performed in rendering an
opinion of the property’s market value. An
institution should ensure that the scope of
work is appropriate for the assignment. The
appraiser’s scope of work should be consis-
tent with the extent of the research and analy-
ses employed for similar property types, mar-
ket conditions, and transactions. Therefore, an
institution should be cautious in limiting the
scope of the appraiser’s inspection, research,
or other information used to determine the
property’s condition and relevant market fac-
tors, which could affect the credibility of the
appraisal.

According to USPAP, appraisal reports
must contain sufficient information to enable
the intended user of the appraisal to under-
stand the report properly. An institution
should specify the use of an appraisal report
option that is commensurate with the risk and
complexity of the transaction. The appraisal
report should contain sufficient disclosure of
the nature and extent of inspection and

21. Pub. L. 111-203, 124 Stat. 1376 (2010).

22. Dodd-Frank Act, section 1473(r).
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research performed by the appraiser to verify
the property’s condition and support the
appraiser’s opinion of market value. (See
“Appendix D—Glossary” for the definition
of appraisal report options.)

Institutions should be aware that provisions
in the Dodd-Frank Act address appraisal
requirements for a higher-risk mortgage to a
consumer.??> To implement these provisions,
the agencies recognize that future regulations
will address the requirement that the appraiser
conduct a physical property visit of the inte-
rior of the mortgaged property.>*

Analyze and report appropriate deductions
and discounts for proposed construction or
renovation, partially leased buildings, non-
market lease terms, and tract developments
with unsold units. Appraisers must analyze,
apply, and report appropriate deductions and
discounts when providing an estimate of mar-
ket value based on demand for real estate in
the future. This standard is designed to avoid
having appraisals prepared using unrealistic
assumptions and inappropriate methods in
arriving at the property’s market value. (See
“Appendix C—Deductions and Discounts”
for further explanation on deductions and dis-
counts.)

Be based upon the definition of market value
set forth in the appraisal regulation. Each
appraisal must contain an estimate of market
value, as defined by the agencies’ appraisal
regulations. The definition of market value
assumes that the price is not affected by undue
stimulus, which would allow the value of the
real property to be increased by favorable
financing or seller concessions. Value opin-
ions such as “‘going concern value,” “value in
use,” or a special value to a specific property
user may not be used as market value for
federally related transactions. An appraisal
may contain separate opinions of such values
so long as they are clearly identified and dis-
closed.

The estimate of market value should con-
sider the real property’s actual physical condi-
tion, use, and zoning as of the effective date of
the appraiser’s opinion of value. For a transac-
tion financing construction or renovation of a
building, an institution would generally
request an appraiser to provide the property’s
current market value in its “as is” condition,

23. Under the law, the provisions are effective 12 months
after final regulations to implement the provisions are pub-
lished. See Dodd-Frank Act, section 1400(c)(1) or 12 USC
1601.

24. Section 1471 of the Dodd-Frank Act added new sec-
tion 129H to the Truth in Lending Act (15 USC 1631 et seq.).

and, as applicable, its prospective market
value upon completion and/or prospective
market value upon stabilization. Prospective
market value opinions should be based upon
current and reasonably expected market con-
ditions. When an appraisal includes prospec-
tive market value opinions, there should be a
point of reference to the market conditions
and time frame on which the appraiser based
the analysis.?> An institution should under-
stand the real property’s “as is”’ market value
and should consider the prospective market
value that corresponds to the credit decision
and the phase of the project being funded, if
applicable.

* Be performed by state-certified or state-
licensed appraisers in accordance with
requirements set forth in the appraisal regula-
tion. In determining competency for a given
appraisal assignment, an institution must con-
sider an appraiser’s education and experience.
While an institution must confirm that the
appraiser holds a valid credential from the
appropriate state appraiser regulatory author-
ity, a state certification or license is a mini-
mum credentialing requirement. Appraisers
are expected to be selected for individual
assignments based on their competency to
perform the appraisal, including knowledge of
the property type and specific property
market.

As stated in the agencies’ appraisal regula-
tions, a state-certified or state-licensed
appraiser may not be considered competent
solely by virtue of being certified or licensed.
In communicating an appraisal assignment, an
institution should convey to the appraiser that
the agencies’ minimum appraisal standards
must be followed.

2231.0.8 APPRAISAL DEVELOPMENT

The Board’s appraisal regulations require
appraisals for federally related transactions to
comply with the requirements in USPAP, some
of which are addressed below. Consistent with
the USPAP Scope of Work Rule,?¢ the appraisal
must reflect an appropriate scope of work that
provides for “credible” assignment results. The
appraiser’s scope of work should reflect the

25. See USPAP, Statement 4 on Prospective Value Opin-
ions, for further explanation.

26. See USPAP, Scope of Work Rule, Advisory Opinions
28 and 29.
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extent to which the property is identified and
inspected, the type and extent of data
researched, and the analyses applied to arrive at
opinions or conclusions. Further, USPAP
requires the appraiser to disclose whether he or
she previously appraised the property.

While an appraiser must comply with USPAP
and establish the scope of work in an appraisal
assignment, an institution is responsible for
obtaining an appraisal that contains sufficient
information and analysis to support its deci-
sion to engage in the transaction. Therefore, to
ensure that an appraisal is appropriate for the
intended use, an institution should discuss its
needs and expectations for the appraisal with
the appraiser. Such discussions should assist the
appraiser in establishing the scope of work and
form the basis of the institution’s engagement
letter, as appropriate. These communications
should adhere to the institution’s policies and
procedures on independence of the appraiser
and not unduly influence the appraiser. An
institution should not allow lower cost or the
speed of delivery time to inappropriately influ-
ence its appraisal ordering procedures or the ap-
praiser’s determination of the scope of work for
an appraisal supporting a federally related
transaction.

As required by USPAP, the appraisal must
include any approach to value (that is, the cost,
income, and sales comparison approaches) that
is applicable and necessary to the assignment.
Further, the appraiser should disclose the
rationale for the omission of a valuation
approach. The appraiser must analyze and
reconcile the information from the approaches
to arrive at the estimated market value. The
appraisal also should include a discussion on
market conditions, including relevant informa-
tion on property value trends, demand and sup-
ply factors, and exposure time. Other informa-
tion might include the prevalence and effect of
sales and financing concessions, the list-to-sale
price ratio, and availability of financing. In
addition, an appraisal should reflect an analysis
of the property’s sales history and an opinion as
to the highest and best use of the property.
USPAP requires the appraiser to disclose
whether or not the subject property was
inspected and whether anyone provided
significant assistance to the appraiser signing
the appraisal report.
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2231.0.9 APPRAISAL REPORTS

An institution is responsible for identifying the
appropriate appraisal report option to support its
credit decisions. The institution should consider
the risk, size, and complexity of the transac-
tion and the real estate collateral when
determining the appraisal report format to be
specified in its appraisal engagement instruc-
tions to an appraiser.

USPAP provides various appraisal report
options that an appraiser may use to present the
results of appraisal assignments. The major dif-
ference among these report options is the level
of detail presented in the report. A report option
that merely states, rather than summarizes or
describes the content and information required
in an appraisal report, may lack sufficient sup-
porting information and analysis to explain the
appraiser’s opinions and conclusions.

Generally, a report option that is restricted to
a single client and intended user will not be
appropriate to support most federally related
transactions. These reports lack sufficient sup-
porting information and analysis for underwrit-
ing purposes. These less detailed reports may be
appropriate for real estate portfolio monitoring
purposes. (See ‘“Appendix D—Glossary” for
the definition of appraisal report options.)

Regardless of the report option, the appraisal
report should contain sufficient detail to allow
the institution to understand the scope of work
performed. Sufficient information should
include the disclosure of research and analysis
performed, as well as disclosure of the research
and analysis typically warranted for the type of
appraisal, but omitted, along with the rationale
for its omission.

2231.0.10 TRANSACTIONS THAT
REQUIRE EVALUATIONS

The Board’s appraisal regulations permit an
institution to obtain an appropriate evaluation of
real property collateral in lieu of an appraisal for
transactions that qualify for certain exemptions.
These exemptions include transactions that—

* Have a transaction value equal to or less than
the appraisal threshold of $250,000.
Constitute a business loan with a transaction
value equal to or less than the business loan
threshold of $1 million, and is not dependent
on the sale of, or rental income derived from,
real estate as the primary source of repay-
ment.

* Involve an existing extension of credit at the
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lending institution, provided that

— There has been no obvious and material
change in market conditions or physical
aspects of the property that threaten the
adequacy of the institution’s real estate
collateral protection after the transaction,
even with the advancement of new mon-
ies; or

— There is no advancement of new monies
other than funds necessary to cover rea-
sonable closing costs.

For more information on real estate-related
financial transactions that are exempt from the
appraisal  requirement, see  “Appendix
A—Appraisal Exemptions.” For a discussion on
changes in market conditions, see the ““Validity
of Appraisals and Evaluations” subsection
below.

Although the Board’s appraisal regulations
allow an institution to use an evaluation for
certain transactions, an institution should estab-
lish policies and procedures for determining
when to obtain an appraisal for such transac-
tions. For example, an institution should con-
sider obtaining an appraisal as an institution’s
portfolio risk increases or for higher risk real
estate—related financial transactions, such as
those involving

loans with combined loan-to-value ratios in
excess of the supervisory loan-to-value limits,
atypical properties,

properties outside the institution’s traditional
lending market,

transactions involving existing extensions of
credit with significant risk to the institution,
or

* borrowers with high-risk characteristics.

2231.0.11 EVALUATION
DEVELOPMENT

An evaluation must be consistent with safe and
sound banking practices and should support the
institution’s decision to engage in the transac-
tion. An institution should be able to demon-
strate that an evaluation, whether prepared by an
individual or supported by an analytical method
or a technological tool, provides a reliable esti-
mate of the collateral’s market value as of a
stated effective date prior to the decision to
enter into a transaction. (Refer to Appendix
B—Evaluations Based on Analytical Methods
or Technological Tools.)

A valuation method that does not provide a
property’s market value or sufficient informa-

tion and analysis to support the value conclu-
sion is not acceptable as an evaluation. For
example, a valuation method that provides a
sales or list price, such as a broker price opin-
ion, cannot be used as an evaluation because,
among other things, it does not provide a prop-
erty’s market value. Further, the Dodd-Frank
Act provides “[i]n conjunction with the pur-
chase of a consumer’s principal dwelling, bro-
ker price opinions may not be used as the pri-
mary basis to determine the value of a piece of
property for the purpose of loan origination of a
residential mortgage loan secured by such piece
of property.”?’” Likewise, information on local
housing conditions and trends, such as a com-
petitive market analysis, does not contain suffi-
cient information on a specific property that is
needed, and therefore, would not be acceptable
as an evaluation. The information obtained from
such sources, while insufficient as an evalua-
tion, may be useful to develop an evaluation or
appraisal.

An institution should establish policies and
procedures for determining an appropriate
collateral-valuation method for a given transac-
tion considering associated risks. These policies
and procedures should address the process for
selecting the appropriate valuation method for a
transaction rather than using the method that
renders the highest value, lowest cost, or fastest
turnaround time.

A valuation method should address the prop-
erty’s actual physical condition and characteris-
tics as well as the economic and market condi-
tions that affect the estimate of the collateral’s
market value. It would not be acceptable for an
institution to base an evaluation on unsupported
assumptions, such as a property is in “average”
condition, the zoning will change, or the prop-
erty is not affected by adverse market condi-
tions. Therefore, an institution should establish
criteria for determining the level and extent of
research or inspection necessary to ascertain the
property’s actual physical condition, and the
economic and market factors that should be
considered in developing an evaluation. An
institution should consider performing an
inspection to ascertain the actual physical condi-
tion of the property and market factors that
affect its market value. When an inspection is
not performed, an institution should be able to
demonstrate how these property and market fac-
tors were determined.

27. Dodd-Frank Act, section 1473(r).
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2231.0.12 EVALUATION CONTENT

An evaluation should contain sufficient informa-
tion detailing the analysis, assumptions, and
conclusions to support the credit decision. An
evaluation’s content should be documented in
the credit file or reproducible. The evaluation
should, at a minimum,

Identify the location of the property.

Provide a description of the property and its
current and projected use.

* Provide an estimate of the property’s market
value in its actual physical condition, use and
zoning designation as of the effective date of
the evaluation (that is, the date that the analy-
sis was completed), with any limiting
conditions.

Describe the method(s) the institution used to
confirm the property’s actual physical condi-
tion and the extent to which an inspection was
performed.

Describe the analysis that was performed and
the supporting information that was used in
valuing the property.

.

Describe the supplemental information that
was considered when using an analytical
method or technological tool.

o

Indicate all source(s) of information used in
the analysis, as applicable, to value the prop-
erty, including:

— External data sources (such as market
sales databases and public tax and land
records);

— Property-specific data (such as previous
sales data for the subject property, tax as-
sessment data, and comparable sales
information);

— Evidence of a property inspection;

— Photos of the property;

— Description of the neighborhood; or

— Local market conditions.

Include information on the preparer when an
evaluation is performed by a person, such as
the name and contact information, and signa-
ture (electronic or other legally permissible
signature) of the preparer.

(See “Appendix B—Evaluations Based on
Analytical Methods or Technological Tools” for
guidance on the appropriate use of analytical
methods and technological tools for developing
an evaluation.)
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2231.0.13 VALIDITY OF APPRAISALS
AND EVALUATIONS

The Board allows an institution to use an exist-
ing appraisal or evaluation to support a subse-
quent transaction in certain circumstances.
Therefore, an institution should establish crite-
ria for assessing whether an existing appraisal
or evaluation continues to reflect the market
value of the property (that is, remains valid).
Such criteria will vary depending upon the con-
dition of the property and the marketplace, and
the nature of the transaction. The documentation
in the credit file should provide the facts and
analysis to support the institution’s conclusion
that the existing appraisal or evaluation may be
used in the subsequent transaction. A new
appraisal or evaluation is necessary if the origi-
nally reported market value has changed due to
factors such as

passage of time;

volatility of the local market;

* changes in terms and availability of financing;

* natural disasters;

e limited or over
properties;

e improvements to the subject property or com-
peting properties;

¢ lack of maintenance of the subject or compet-
ing properties;

* changes in underlying economic and market
assumptions, such as capitalization rates and
lease terms;

* changes in zoning, building materials, or tech-
nology; and

* environmental contamination.

supply of competing

2231.0.14 REVIEWING APPRAISALS
AND EVALUATIONS

The Board’s appraisal regulations specify that
appraisals for federally related transactions must
contain sufficient information and analysis to
support an institution’s decision to engage in the
credit transaction. For certain transactions that do
not require an appraisal, the Board’s regulations
require an institution to obtain an appropriate
evaluation of real property collateral that is
consistent with safe and sound banking practices.

As part of the credit approval process and
prior to a final credit decision, an institution
should review appraisals and evaluations to
ensure that they comply with the Board’s
appraisal regulations and are consistent with
supervisory guidance and its own internal poli-
cies. This review also should ensure that an
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appraisal or evaluation contains sufficient infor-
mation and analysis to support the decision to
engage in the transaction.

Through the review process, the institution
should be able to assess the reasonableness of
the appraisal or evaluation, including whether
the valuation methods, assumptions, and data
sources are appropriate and well supported. An
institution may use the review findings to moni-
tor and evaluate the competency and ongoing
performance of appraisers and persons who per-
form evaluations. (See the discussion in the
“Selection of Appraisers or Persons Who Per-
form Evaluations™ subsection above.)

When an institution identifies an appraisal or
evaluation that is inconsistent with the Board’s
appraisal regulations and the deficiencies cannot
be resolved with the appraiser or person who
performed the evaluation, the institution must
obtain an appraisal or evaluation that meets the
regulatory requirements prior to making a credit
decision. Though a reviewer cannot change the
value conclusion in the original appraisal, an
appraisal review performed by an appropriately
qualified and competent state-certified or state-
licensed appraiser in accordance with USPAP
may result in a second opinion of market value.
An institution may rely on the second opinion of
market value obtained through an acceptable
USPAP-compliant appraisal review to support
its credit decision.

An institution’s policies and procedures for
reviewing appraisals and evaluations, at a mini-
mum, should

address the independence, educational and
training qualifications, and role of the
reviewer;

reflect a risk-focused approach for determin-
ing the depth of the review;

establish a process for resolving any deficien-
cies in appraisals or evaluations; and

set forth documentation standards for the
review and resolution of noted deficiencies.

2231.0.14.1 Reviewer Qualifications

An institution should establish qualification cri-
teria for persons who are eligible to review
appraisals and evaluations. Persons who review
appraisals and evaluations should be indepen-
dent of the transaction and have no direct or
indirect interest, financial or otherwise, in the
property or transaction, and be independent of
and insulated from any influence by loan-
production staff. Reviewers also should possess
the requisite education, expertise, and compe-

tence to perform the review commensurate with
the complexity of the transaction, type of real
property, and market. Further, reviewers should
be capable of assessing whether the appraisal or
evaluation contains sufficient information and
analysis to support the institution’s decision to
engage in the transaction.

A small or rural institution or branch with
limited staff should implement prudent safe-
guards for reviewing appraisals and evaluations
when absolute lines of independence cannot be
achieved. Under these circumstances, the review
may be part of the originating loan officer’s
overall credit analysis, as long as the originating
loan officer abstains from directly or indirectly
approving or voting to approve the loan.

An institution should assess the level of
in-house expertise available to review appraisals
for complex projects, high-risk transactions, and
out-of-market properties. An institution may
find it appropriate to employ additional person-
nel or engage a third party to perform the
reviews. When using a third party, an institution
remains responsible for the quality and
adequacy of the review process, including the
qualification standards for reviewers. (See the
discussion in the “Third-Party Arrangements”
subsection below.)

2231.0.14.2 Depth of Review

An institution should implement a risk-focused
approach for determining the depth of the
review needed to ensure that appraisals and
evaluations contain sufficient information and
analysis to support the institution’s decision to
engage in the transaction. This process should
differentiate between high- and low-risk transac-
tions so that the review is commensurate with
the risk. The depth of the review should be
sufficient to ensure that the methods, assump-
tions, data sources, and conclusions are reason-
able, well supported, and appropriate for the
transaction, property, and market. The review
also should consider the process through which
the appraisal or evaluation is obtained, either
directly by the institution or from another finan-
cial services institution. The review process
should be commensurate with the type of trans-
action as discussed below:

e Commercial Real Estate. An institution
should ensure that appraisals or evaluations
for commercial real estate transactions are
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subject to an appropriate level of review.
Transactions involving complex properties or
high-risk commercial loans should be
reviewed more comprehensively to assess the
technical quality of the appraiser’s analysis.
For example, an institution should perform a
more comprehensive review of transactions
involving large-dollar credits, loans secured
by complex or specialized properties, and
properties outside the institution’s traditional
lending market. Persons performing such
reviews should have the appropriate expertise
and knowledge relative to the type of property
and its market.

The depth of the review of appraisals and
evaluations completed for commercial proper-
ties securing lower-risk transactions may be
less technical in nature, but still should pro-
vide meaningful results that are commensu-
rate with the size, type, and complexity of the
underlying credit transaction. In addition, an
institution should establish criteria for when
to expand the depth of the review.

* One- to Four-Family Residential Real Estate.
The reviews for residential real estate transac-
tions should reflect a risk-focused approach
that is commensurate with the size, type, and
complexity of the underlying credit transac-
tion, as well as loan and portfolio risk charac-
teristics. These risk factors could include debt-
to-income ratios, loan-to-value ratios, level of
documentation, transaction dollar amount, or
other relevant factors. With prior approval
from its primary federal regulator, an institu-
tion may employ various techniques, such as
automated tools or sampling methods, for per-
forming pre-funding reviews of appraisals or
evaluations supporting lower risk residential
mortgages. When using such techniques, an
institution should maintain sufficient data and
employ appropriate screening parameters to
provide adequate quality assurance and should
ensure that the work of all appraisers and
persons performing evaluations is periodically
reviewed. In addition, an institution should
establish criteria for when to expand the depth
of the review.

An institution may use sampling and audit
procedures to verify the seller’s representa-
tions and warranties that the appraisals for the
underlying loans in a pool of residential loans
satisfy the Board’s appraisal regulations and
are consistent with supervisory guidance and
an institution’s internal policies. If an institu-
tion is unable to confirm that the appraisal
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meets the Board’s appraisal requirements,

then the institution must obtain an appraisal

prior to engaging in the transaction.

Appraisals from Other Financial Services

Institutions.?® The Board’s appraisal regula-

tions specify that an institution may use an

appraisal that was prepared by an appraiser
engaged directly by another financial services
institution, provided the institution determines
that the appraisal conforms to the Board’s
appraisal regulations and is otherwise accept-
able. An institution should assess whether to
use the appraisal prior to making a credit
decision. An institution should subject such
appraisals to at least the same level of review
that the institution performs on appraisals it
obtains directly for similar properties and
document its review in the credit file. The
documentation of the review should support
the institution’s reliance on the appraisal.

Among other considerations, an institution

should confirm that

— the appraiser was engaged directly by the
other financial services institution;

— the appraiser had no direct, indirect, or
prospective interest, financial or other-
wise, in the property or transaction; and

— the financial services institution (not the
borrower) ordered the appraisal. For
example, an engagement letter should
show that the financial services institution,
not the borrower, engaged the appraiser.

An institution must not accept an appraisal
that has been readdressed or altered by the
appraiser with the intent to conceal the original
client. Altering an appraisal report in a manner
that conceals the original client or intended
users of the appraisal is misleading, does not
conform to USPAP, and violates the Board’s
appraisal regulations.

2231.0.14.3 Resolution of Deficiencies

An institution should establish policies and pro-
cedures for resolving any inaccuracies or weak-
nesses in an appraisal or evaluation identified
through the review process, including proce-
dures for:

* Communicating the noted deficiencies to and
requesting correction of such deficiencies by

28. An institution generally should not rely on an evalua-
tion prepared by or for another financial services institution
because it will not have sufficient information relative to the
other institution’s risk-management practices for developing
evaluations.
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the appraiser or person who prepared the
evaluation. An institution should implement
adequate internal controls to ensure that such
communications do not result in any coercion
or undue influence on the appraiser or person
who performed the evaluation.
Addressing significant deficiencies in the
appraisal that could not be resolved with the
original appraiser by obtaining a second
appraisal or relying on a review that complies
with Standards Rule 3 of USPAP and is per-
formed by an appropriately qualified and com-
petent  state-certified or state-licensed
appraiser prior to the final credit decision.

* Replacing evaluations prior to the credit deci-
sion that do not provide credible results or
lack sufficient information to support the final
credit decision.

2231.0.14.4 Documentation of the
Review

An institution should establish policies for docu-
menting the review of appraisals and evalua-
tions in the credit file. Such policies should
address the level of documentation needed for
the review, given the type, risk, and complexity
of the transaction. The documentation should
describe the resolution of any appraisal or evalu-
ation deficiencies, including reasons for obtain-
ing and relying on a second appraisal or evalua-
tion. The documentation also should provide an
audit trail that documents the resolution of noted
deficiencies or details the reasons for relying on
a second opinion of market value.

2231.0.15 THIRD-PARTY
ARRANGEMENTS

An institution that engages a third party to per-
form certain collateral-valuation functions on its
behalf is responsible for understanding and
managing the risks associated with the arrange-
ment. An institution should use caution if it
engages a third party to administer any part of
its appraisal and evaluation function, including
ordering or reviewing appraisals and evalua-
tions, selecting an appraiser or person to per-
form evaluations, or providing access to analyti-
cal methods or technological tools.

An institution is accountable for ensuring that
any services performed by a third party, both
affiliated and unaffiliated entities, comply with
applicable laws and regulations and are consis-

tent with supervisory guidance.?® Therefore, an
institution should have the resources and exper-
tise necessary for performing ongoing oversight
of third-party arrangements.

An institution should have internal controls
for identifying, monitoring, and managing the
risks associated with using a third-party arrange-
ment for valuation services, including compli-
ance, legal, reputational, and operational risks.
While the arrangement may allow an institution
to achieve specific business objectives, such as
gaining access to expertise not available inter-
nally, the reduced operational control over out-
sourced activities poses additional risk. Consis-
tent with safe and sound practices, an institution
should have a written contract that clearly
defines the expectations and obligations of both
the financial institution and the third party,
including that the third party will perform its
services in compliance with the Board’s
appraisal regulations and consistent with super-
visory guidance.

Prior to entering into any arrangement with a
third party for valuation services, an institution
should compare the risks, costs, and benefits of
the proposed relationship to those associated
with using another vendor or conducting the
activity in-house. The decision to outsource any
part of the collateral-valuation function should
not be unduly influenced by any short-term cost
savings. An institution should take into account
all aspects of the long-term effect of the relation-
ship, including the managerial expertise and
associated costs for effectively monitoring the
arrangement on an ongoing basis.

If an institution outsources any part of the
collateral-valuation function, it should exercise
appropriate due diligence in the selection of a
third party. This process should include suffi-
cient analysis by the institution to assess
whether the third-party provider can perform the
services consistent with the institution’s perfor-
mance standards and regulatory requirements.
An institution should be able to demonstrate
that its policies and procedures establish effec-
tive internal controls to monitor and periodi-
cally assess the collateral-valuation functions
performed by a third party.

An institution also is responsible for ensuring

29. See, for example, FFIEC statement, Risk Management
of Outsourced Technology Service (November 28, 2000) for
guidance on the assessment, selection, contract review, and
monitoring of a third party that provides services to a regu-
lated institution. Refer to the institution’s primary federal
regulator for additional guidance on third-party arrangements.
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that a third party selects an appraiser or a person
to perform an evaluation who is competent and
independent, has the requisite experience and
training for the assignment, and thorough
knowledge of the subject property’s market.
Appraisers must be appropriately certified or
licensed, but this minimum credentialing
requirement, although necessary, is not suffi-
cient to determine that an appraiser is competent
to perform an assignment for a particular prop-
erty or geographic market.

An institution should ensure that when a third
party engages an appraiser or a person who
performs an evaluation, the third party conveys
to that person the intended use of the appraisal
or evaluation and that the regulated institution is
the client. For example, an engagement letter
facilitates the communication of this
information.

An institution’s risk-management system
should reflect the complexity of the outsourced
activities and associated risk. An institution
should document the results of ongoing moni-
toring efforts and periodic assessments of the
arrangement(s) with a third party for compli-
ance with applicable regulations and consis-
tency with supervisory guidance and its perfor-
mance standards. If deficiencies are discovered,
an institution should take remedial action in a
timely manner.

2231.0.16 PROGRAM COMPLIANCE

Deficiencies in an institution’s appraisal and
evaluation program that result in violations of
the Board’s appraisal regulations or contraven-
tions of the Board’s supervisory guidance reflect
negatively on management. An institution’s
appraisal and evaluation policies should estab-
lish internal controls to promote an effective
appraisal and evaluation program. The compli-
ance process should

maintain a system of adequate controls, verifi-
cation, and testing to ensure that appraisals
and evaluations provide credible market
values;

insulate the persons responsible for ascertain-
ing the compliance of the institution’s
appraisal and evaluation function from any
influence by loan-production staff;

ensure the institution’s practices result in the
selection of appraisers and persons who per-
form evaluations with the appropriate qualifi-
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cations and demonstrated competency for the
assignment;

establish procedures to test the quality of the
appraisal and evaluation review process;

* use, as appropriate, the results of the institu-
tion’s review process and other relevant infor-
mation as a basis for considering a person for
a future appraisal or evaluation assignment;
and

report appraisal and evaluation deficiencies to
appropriate internal parties and, if applicable,
to external authorities in a timely manner.

2231.0.16.1 Monitoring Collateral Values

Consistent with the Board’s real estate lending
regulations and guidelines,3® an institution
should monitor collateral risk on a portfolio and
on an individual credit basis. Therefore, an
institution should have policies and procedures
that address the need for obtaining current
collateral-valuation information to understand
its collateral position over the life of a credit
and effectively manage the risk in its real estate
credit portfolios. The policies and procedures
also should address the need to obtain current
valuation information for collateral supporting
an existing credit that may be modified or
considered for a loan workout.

Under their appraisal regulations, the Board
reserves the right to require an institution to
obtain an appraisal or evaluation when there are
safety and soundness concerns on an existing
real estate secured credit. Therefore, an institu-
tion should be able to demonstrate that sufficient
information is available to support the current
market value of the collateral and the classifica-
tion of a problem real estate credit. When such
information is not available, an examiner may
direct an institution to obtain a new appraisal or
evaluation in order to have sufficient informa-
tion to understand the current market value of
the collateral. Examiners would be expected to
provide an institution with a reasonable amount
of time to obtain a new appraisal or evaluation.

2231.0.16.2 Portfolio Collateral Risk

Prudent portfolio-monitoring practices include

30. The Federal Reserve did not adopt the real estate
lending standards for bank holding companies and their non-
bank subsidiaries. However, bank holding companies and
their nonbank subsidiaries are expected to conduct their real
estate lending activities in a prudent manner consistent with
safe and sound lending standards. A bank subsidiary of a
BHC should refer to 12 C.ER. 208, subpart G.
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criteria for determining when to obtain a new
appraisal or evaluation. Among other consider-
ations, the criteria should address deterioration
in the credit since origination or changes in
market conditions. Changes in market condi-
tions could include material changes in current
and projected vacancy, absorption rates, lease
terms, rental rates, and sale prices, including
concessions and overruns and delays in con-
struction costs. Fluctuations in discount or direct
capitalization rates also are indicators of chang-
ing market conditions.

In assessing whether changes in market con-
ditions are material, an institution should con-
sider the individual and aggregate effect of these
changes on its collateral protection and the risk
in its real estate lending programs or credit
portfolios. Moreover, as an institution’s reliance
on collateral becomes more important, its poli-
cies and procedures should

e ensure that timely information is available to
management for assessing collateral and asso-
ciated risk;

* specify when new or updated collateral valua-
tions are appropriate or desirable to under-
stand collateral risk in the transaction(s); and

e delineate the valuation method to be
employed after considering the property type,
current market conditions, current use of the
property, and the relevance of the most recent
appraisal or evaluation in the credit file.

Consistent with sound collateral-valuation
monitoring practices, an institution can use a
variety of techniques for monitoring the effect
of collateral-valuation trends on portfolio risk.
Sources of relevant information may include
external market data, internal data, or reviews of
recently obtained appraisals and evaluations. An
institution should be able to demonstrate that it
has sufficient, reliable, and timely information
on market trends to understand the risk associ-
ated with its lending activity.

2231.0.16.3 Modifications and Workouts
of Existing Credits

An institution may find it appropriate to modify
a loan or to engage in a workout with an exist-
ing borrower. The Board expects an institution
to consider current collateral valuation informa-
tion to assess its collateral risk and facilitate an
informed decision on whether to engage in a
modification or workout of an existing real
estate credit. (See the discussion above under
“Portfolio Collateral Risk.”)

e Loan Modifications. A loan modification to an
existing credit that involves a limited
change?®' in the terms of the note or loan
agreement and that does not adversely affect
the institution’s real estate collateral protec-
tion after the modification does not rise to the
level of a new real estate-related financial
transaction for purposes of the Board’s
appraisal regulations. As a result, an institu-
tion would not be required to obtain either a
new appraisal or evaluation to comply with
the Board’s appraisal regulations, but should
have an understanding of its collateral risk.
For example, institutions can use automated
valuation models or other valuation
techniques when considering a modification
to a residential mortgage loan. An institution
should have procedures for ensuring an
alternative collateral-valuation method
provides reliable information. In addition, an
institution should be able to demonstrate that
a modification reflects prudent underwriting
standards and is consistent with safe and
sound lending practices. Examiners will
assess the adequacy of valuation information
an institution uses for loan modifications.

* Loan Workouts. As noted above under “Moni-
toring Collateral Values,” an institution’s poli-
cies and procedures should address the need
for current information on the value of real
estate collateral supporting a loan workout. A
loan workout can take many forms, including
a modification that adversely affects the insti-
tution’s real estate collateral protection after
the modification, a renewal or extension of
loan terms, the advancement of new monies,
or a restructuring with or without concessions.
These types of loan workouts are new real
estate—related financial transactions.

If the loan workout does not include the
advancement of new monies other than rea-
sonable closing costs, the institution may
obtain an evaluation in lieu of an appraisal.
For loan workouts that involve the advance-
ment of new monies, an institution may obtain
an evaluation in lieu of an appraisal provided
there has been no obvious and material change

31. A loan modification that entails a decrease in the
interest rate or a single extension of a limited or short-term
nature would not be viewed as a subsequent transaction. For
example, an extension arising from a short-term delay in the
full repayment of the loan when there is documented evidence
that payment from the borrower is forthcoming, or a brief
delay in the scheduled closing on the sale of a property when
there is evidence that the closing will be completed in the near
term.
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in market conditions and no change in the
physical aspects of the property that threatens
the adequacy of the institution’s real estate
collateral protection after the workout.

In these cases, an institution should sup-

port and document its rationale for using this
exemption. An institution must obtain an
appraisal when a loan workout involves the
advancement of new monies and there is an
obvious and material change in either market
conditions or physical aspects of the property,
or both, that threatens the adequacy of the
institution’s real estate collateral protection
after the workout (unless another exemption
applies).?? (See also “Appendix A—
Appraisal Exemptions” for transactions
where an evaluation would be allowed in lieu
of an appraisal.)
Collateral-Valuation Policies for Modifica-
tions and Workouts. An institution’s policies
should address the need for obtaining current
collateral-valuation information for a loan
modification or workout. The policies should
specify the valuation method to be used and
address the need to monitor collateral risk on
an ongoing basis taking into consideration
changing market conditions and the bor-
rower’s repayment performance. An institu-
tion also should be able to demonstrate that
the collateral-valuation method used is reli-
able for a given credit or loan type.

Further, for loan workouts, an institution’s
policies should specify conditions under
which an appraisal or evaluation will be
obtained. As loan repayment becomes more
dependent on the sale of collateral, an institu-
tion’s policies should address the need to
obtain an appraisal or evaluation for safety
and soundness reasons even though one is not
otherwise required by the Board’s appraisal
regulations.

.

2231.0.17 REFERRALS

An institution should file a complaint with the
appropriate state appraiser regulatory officials
when it suspects that a state-certified or state-
licensed appraiser failed to comply with USPAP,
applicable state laws, or engaged in other
unethical or unprofessional conduct. In addition,
effective April 1, 2011, an institution must file a

32. For example, if the transaction value is below the
appraisal threshold of $250,000.

BHC Supervision Manual
Page 16

July 2011

complaint with the appropriate state appraiser
certifying and licensing agency under certain
circumstances.33

An institution also must file a suspicious
activity report (SAR) with the Financial Crimes
Enforcement Network of the Department of the
Treasury (FinCEN) when suspecting fraud or
identifying other transactions meeting the SAR
filing criteria.3* Examiners finding evidence of
unethical or unprofessional conduct by apprais-
ers should instruct the institution to file a com-
plaint with state appraiser regulatory officials
and, when required, to file a SAR with FinCEN.
If there is a concern regarding the institution’s
ability or willingness to file a complaint or make
a referral, examiners should forward their find-
ings and recommendations to their supervisory
office for appropriate disposition and referral to
state appraiser regulatory officials and FinCEN,
as necessary.

2231.0.18 APPENDIXES IN
INTERAGENCY APPRAISAL AND
EVALUATION GUIDELINES

There are four appendixes included with the
guidelines. They are summarized below and can
be found in section A. 4140.1 of the Commer-
cial Bank Examination Manual.

Appendix A—Appraisal Exemptions: A com-
mentary on the 12 exemptions from the agen-
cies’ appraisal regulations. The appendix pro-
vides an explanation of the agencies’ statutory
authority to provide for appraisal regulatory
exemptions and the application of these exemp-
tions.

Appendix B—Evaluations Based on Analytical
Methods and Technological Tools: A discussion
of the agencies’ expectations for evaluations
that are based on analytical methods and techno-
logical tools, including the use of automated
valuation models and tax assessment valuations.

Appendix C—Deductions and Discounts Mini-
mum: A discussion on appraisal standards for
determining the market value of a residential

33. See 12 CFR 226.42(g).

34, Refer to 12 CFR 208.62, 211.5(k), 211.24(f), and
225.4(f). Refer also to the Federal Financial Institutions
Examination Council Bank Secrecy Act/Anti-Money Launder-
ing Examination Manual (revised April 29, 2010) to review
the general criteria, but note that instructions on filing a SAR
through the Financial Crime Enforcement Network (FinCEN)
of the Department of the Treasury are attached to the SAR
form. The SAR form is available on FinCEN’s website:
www.fincen.gov/forms/bsa_forms/#SAR.
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tract development, including an explanation of
the requirement to analyze and report appropri-
ate deductions and discounts for proposed con-
struction or renovation, partially leased build-
ings, nonmarket lease terms, and tract
developments with unsold units.

Appendix D—Glossary: Definitions of terms
related to real estate lending, appraisals, and
regulations to aid in the reading of the
guidelines.

2231.0.19 BACKGROUND
INFORMATION ON APPRAISAL
VALUATION APPROACHES

An appraiser typically utilizes three market-
value approaches to analyze the value of
property:

* cost approach
e sales comparison approach
* income approach

All three approaches have particular merits
depending upon the type of real estate being
appraised. For single-family residential prop-
erty, the cost and comparable sales approaches
are most frequently used since the common use
of the property is the personal residence of the
owner. However, if a single-family residential
property is intended to be used as a rental prop-
erty, the appraiser would have to consider the
income approach as well. For special-use com-
mercial properties, the appraiser may have diffi-
culty obtaining sales data on comparable proper-
ties and may have to base the value estimate on
the cost and income approaches.

If an approach is not used in the appraisal, the
appraiser should disclose the reason the
approach was not used and whether this affects
the value estimate.

2231.0.19.1 Cost Approach

In the cost approach to value estimation, the
appraiser obtains a preliminary indication of
value by adding the estimated depreciated repro-
duction cost of the improvements to the esti-
mated land value. This approach is based on the
assumption that the reproduction cost is the
upper limit of value and that a newly con-
structed building would have functional and
mechanical advantages over an existing build-
ing. The appraiser would evaluate any func-
tional depreciation (disadvantages or deficien-

cies) of the existing building in relation to a new
structure.

The cost approach consists of four basic
steps: (1) estimate the value of the land as
though vacant, (2) estimate the current cost of
reproducing the existing improvements, (3) esti-
mate depreciation and deduct from the repro-
duction cost estimate, and (4) add the estimate
of land value and the depreciated reproduction
cost of improvements to determine the value
estimate.

2231.0.19.2 Sales Comparison Approach

The essence of the sales comparison approach is
to determine the price at which similar proper-
ties have recently sold on the local market.
Through an appropriate adjustment for differ-
ences in the subject property and the selected
comparable properties, the appraiser estimates
the market value of the subject property based
on the sales price of the comparable properties.
The process used in determining the degree of
comparability of two or more properties
involves judgment about their similarity with
respect to age, location, condition, construction,
layout, and equipment. The sales price or list
price of those properties deemed most compa-
rable tend to set the range for the value of the
subject property.

2231.0.19.3 Income Approach

The income approach estimates the project’s
expected income over time converted to an esti-
mate of its present value. The income approach
is typically used to determine the market value
of income-producing properties such as office
buildings, apartment complexes, hotels, and
shopping centers. In the income approach, the
appraiser can use several different capitalization
or discounted cash-flow techniques to arrive at a
market value. These techniques include the
band-of-investments method, mortgage-equity
method, annuity method, and land-residual tech-
nique. Which technique is used depends on
whether there is project financing, whether there
are long-term leases with fixed-level payments,
and whether the value is being rendered for a
component of the project such as land or build-
ings.

The accuracy of the income-approach method
depends on the appraiser’s skill in estimating
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the anticipated future net income of the property
and in selecting the appropriate capitalization
rate and discounted cash flow. The following
data are assembled and analyzed to determine
potential net income and value:

Rent schedules and the percentage of occu-
pancy for the subject property and for compa-
rable properties for the current year and sev-
eral preceding years. This provides gross
rental data and shows the trend of rentals and
occupancy, which are then analyzed by the
appraiser to estimate the gross income the
property should produce.

Expense data such as taxes, insurance, and
operating costs paid from revenues derived
from the subject property and by comparable
properties. Historical trends in these expense
items are also determined.

* A time frame for achieving stabilized, or nor-
mal, occupancy and rent levels (also referred
to as a holding period).

.

Basically, the income approach converts all
expected future net operating income into
present-value terms. When market conditions
are stable and no unusual patterns of future rents
and occupancy rates are expected, the direct
capitalization method is used to value income
properties. This method calculates the value of a
property by dividing an estimate of its stabilized
annual income by a factor called a cap rate.
Stabilized income is generally defined as the
yearly net operating income produced by the
property at normal occupancy and rental rates; it
may be adjusted upward or downward from
today’s actual market conditions. The cap rate—
usually defined for each property type in a mar-
ket area—is viewed by some analysts as the
required rate of return stated as a percent of
current income.

The use of this technique assumes that the use
of either the stabilized income or the cap rate
accurately captures all relevant characteristics
of the property relating to its risk and income
potential. If the same risk factors, required rate
of return, financing arrangements, and income
projections are used, explicit discounting and
direct capitalization should yield the same
results.

For special-use properties, new projects, or
troubled properties, the discounted cash flow
(net present value) method is the more typical
approach to analyzing a property’s value. In this
method, a time frame for achieving a stabilized,
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or normal, occupancy and rent level is pro-
jected. Each year’s net operating income during
that period is discounted to arrive at the present
value of expected future cash flows. The proper-
ty’s anticipated sales value at the end of the
period until stabilization (its terminal or rever-
sion value) is then estimated. The reversion
value represents the capitalization of all future
income streams of the property after the pro-
jected occupancy level is achieved. The termi-
nal or reversion value is then discounted to its
present value and added to the discounted
income stream to arrive at the total present
market value of the property.

Most importantly, the analysis should be
based on the ability of the project to generate
income over time based upon reasonable and
supportable assumptions. Additionally, the dis-
count rate should reflect reasonable expectations
about the rate of return that investors require
under normal, orderly, and sustainable market
conditions.

2231.0.19.4 Value Correlation

The three value estimates—cost, sales compari-
son, and income—must be evaluated by the
appraiser and correlated into a final value esti-
mate based on the appraiser’s judgment. Corre-
lation does not imply averaging the value esti-
mates obtained by using the three different
approaches. Where these value estimates are
relatively close together, correlating them and
setting the final market value estimate presents
no special problem. It is in situations where
widely divergent values are obtained by using
the three appraisal approaches that the examiner
must exercise judgment in analyzing the results
and determining the estimate of market value.

2231.0.19.5 Other Definitions of Value

While the Board’s appraisal regulation requires
that the appraisal contain the market value of
the real estate collateral, there are other defini-
tions of value that are encountered in appraising
and evaluating real estate transactions. These
include the following:

Fair Value. This is an accounting term that is
generally defined as the amount in cash or
cash-equivalent value of other consideration
that a real estate parcel would yield in a current
sale between a willing buyer and a willing
seller (the selling price), that is, other than in a
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forced or liquidation sale.>> According to
accounting literature, fair value is generally
used in valuing assets in nonmonetary transac-
tions, troubled debt restructuring, quasi-
reorganizations, and business combinations
accounted for by the purchase method. An
accountant generally defines fair value as mar-
ket value; however, depending on the circum-
stances, these values may not be the same for a
particular property.

Investment Value. This is based on the data and
assumptions that meet the criteria and objectives
of a particular investor for a specific property or
project. The investor’s criteria and objectives
are often substantially different from partici-
pants’ criteria and objectives in a broader mar-
ket. Thus, investment value can be significantly
higher than market value in certain circum-
stances and should not be used in credit analysis
decisions.

Liquidation Value. This assumes that there is
little or no current demand for the property but
the property needs to be disposed of quickly,
resulting in the owner sacrificing potential prop-
erty appreciation for an immediate sale.

Going-Concern Value. This is based on the
value of a business entity rather than the value
of just the real estate. The valuation is based on
the existing operations of the business that has a
proven operating record, with the assumption
that the business will continue to operate.

Assessed Value. This represents the value on
which a taxing authority bases its assessment.
The assessed value and market value may differ
considerably due to tax assessment laws, timing
of reassessments, and tax exemptions allowed
on properties or portions of a property.

Net Realizable Value (NRV). This is recognized
under generally accepted accounting principles

35. See Accounting Standards Codification (ASC) Topic
820, “Fair Value Measurements and Disclosures” (formerly
FASB Statement No. 157, “Fair Value Measurements™). It
defines fair value and establishes a framework for measuring
fair value. ASC Topic 820 should be applied when other
accounting topics require or permit fair value measurements.
Fair value is defined as the price that would be received to sell
an asset or paid to transfer a liability in an orderly transaction
between market participants in the asset’s or liability’s princi-
pal (or most advantageous) market at the measurement date.
This value is often referred to as an “exit” price. An orderly
transaction is a transaction that assumes exposure to the
market for a period prior to the measurement date to allow for
marketing activities that are usual and customary for transac-
tions involving such assets or liabilities; it is not a forced
liquidation or distressed sale.

as the estimated selling price in the ordinary
course of business less estimated costs of
completion (to the stage of completion assumed
in determining the selling price), holding, and
disposal. The NRV is generally used to evaluate
the carrying amount of assets being held for
disposition and properties representing collat-
eral. While the market value or future selling
price are generally used as the basis for the
NRYV calculation, the NRV also reflects the cur-
rent owner’s costs to complete the project and to
hold and dispose of the property. For this rea-
son, the NRV will generally be less than the
market value.

2231.0.20 SUPERVISORY
EXPECTATIONS AND FINDINGS

In conjunction with assessing overall adequacy
of a banking organization’s appraisal and evalu-
ation function to support safe and sound real
estate lending, examiners should review the
banking organization for compliance with the
Board’s appraisal regulation and related guide-
lines. The following summarizes possible
inspection findings and references to the appli-
cable provisions in the Board’s regulations or
relevant section in the Interagency Guidelines.

e Banking organization’s appraisal function is
weak:

— The banking organization has failed to
satisfy supervisory expectations as indi-
cated in the Interagency Appraisal and
Evaluation Guidelines. See the “Appraisal
and Evaluation Program™ subsection
above.

* Banking organization does not have adequate
procedures for monitoring market conditions
for its CRE lending:

— A bank subsidiary of a bank holding com-
pany must monitor real estate market con-
ditions in its lending area and have credit
administration policies that address the
type and frequency of collateral valua-
tions. Violation of 12 CFR 225, subpart G
(real estate lending standards regulation
and guidelines).

— The banking organization has failed to
comply with the Interagency Guidelines.
See the “Monitoring Collateral Values”
subsection above.

* Appraisal fails to comply with regulation:

— Violation of 12 CFR 225.64 (minimum
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appraisal standards) or 12 CFR 225.65
(appraiser independence).

— Examiners may require the banking orga-
nization to obtain a new appraisal for
safety-and-soundness reasons (12 CFR
225.63(c)).

The banking organization fails to obtain an

appraisal as required by the regulation:

— Violation of 12 CFR 225.63(a).

— The banking organization must obtain an
appraisal.

— For further background, refer to the Inter-
agency Guidelines, the “Transactions That
Require Appraisals” subsection, and
Appendix A—Appraisal Exemptions.

The banking organization fails to obtain an

evaluation for certain exempted transactions:

— Violation of 12 CFR 225.63(b) (see the
provision on evaluations required).

— For further background, refer to the Inter-
agency Guidelines and the section on
“Transactions That Require Evaluations”

as well as Appendix A—Appraisal
Exemptions.

— The banking organization must obtain an
evaluation.

The evaluation is inadequate:

— The banking organization has failed to
satisfy supervisory expectations as indi-
cated in the Interagency Appraisal and
Evaluation Guidelines.

For further background, refer to the
Interagency Guidelines, the ‘“Evaluation
Development” and “Evaluation Content”
subsections, and Appendix B—Evaluations
Based on Analytical Methods or Techno-
logical Tools.

Depending upon the noted deficiencies,
examiners should require the banking
organization to perform a new evaluation.

2231.0.21 INSPECTION OBJECTIVES

1.

To determine whether policies, practices,
procedures, and internal controls regarding
real estate appraisals and evaluations for
real estate-related financial transactions are
adequate.

. To determine whether the banking organiza-

tion’s officers and employees are operating
in conformance with the board of director’s
appraisal policies and that such policies pro-
mote compliance with the appraisal regula-
tions and related-supervisory guidance and
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3.

10.

11.

independence between the appraisal and
evaluation process and the loan production
function (i.e., the credit decision).
To determine whether the banking organiza-
tion’s policies and procedures address the
requirement to monitor real estate collateral
values and market conditions on a portfolio
basis and over the life of the credit.

. To determine that appraisals performed in

connection with federally related transac-
tions comply with the minimum standards
of the Board’s regulation and the Uniform
Standards of Professional Appraisal Prac-
tice.

. To determine that the banking organiza-

tion’s policies and practices for performing
evaluations comply with supervisory guid-
ance and ensure that qualified individuals
perform evaluations.

. To determine whether the banking organiza-

tion has effective policies and procedures
for the review of appraisals and evaluations,
including procedures for addressing
deficiencies.

. To determine that appraisers used in con-

nection with federally related transactions
hold a valid state license or certification as
applicable for the property being appraised.

. To determine that appraisers are competent

to render appraisals in federally related
transactions, and are independent of the
transaction, or other lending, investment, or
collection functions as appropriate.

. To determine that the banking organization

has appropriate oversight over any third
party providing appraisal management
services.

To determine that the banking organization
has appropriate policies and procedures
governing the use of analytical methods and
technological tools in the preparation of
evaluations.

To initiate corrective action when policies,
practices, procedures, or internal controls
are deficient, or when violations of laws or
regulations or noncompliance with provi-
sions of supervisory guidelines have been
noted.

2231.0.22 INSPECTION PROCEDURES

1.

On the basis of the evaluation of internal
controls and the work performed by internal
or external auditors, or inspection findings
from the institution’s real estate lending
activity, determine the scope of the
inspection.
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2. Test for compliance with policies, practices,

procedures, and internal controls in conjunc-

tion with performing the remaining inspec-

tion procedures. Obtain a listing of any
deficiencies noted in the latest review
performed by internal or external auditors or

a previous inspection report and determine if

appropriate corrections have been made.

a. Provide copies of the banking organiza-
tion’s appraisal and evaluation policies
and procedures to examiners assigned to
functional areas in which real estate—
related transactions may require the ser-
vices of an appraiser or evaluator.

b. When individual real estate—related trans-
actions such as loan D.P.C. assets or other
real estate owned (OREQ) transactions
are examined, appraisals and evaluations
should be reviewed for compliance with
the Board’s appraisal regulation, supervi-
sory guidance, and the banking organiza-
tion’s appraisal and evaluation programs.

c. When real estate-related transactions are
examined on a portfolio basis, the
appraisal and evaluation processes for the
activity should be examined. Examiners
should determine whether these processes
ensure that appraisals and evaluations
comply with the Board’s appraisal regula-
tion, supervisory guidance, and the bank-
ing organization’s appraisal and evalua-
tion programs.

3. Review the appraisal and evaluation program

and determine the following:
a. The board of directors has adopted poli-
cies and procedures that—

e establish and maintain an effective,
independent appraisal and evaluation
program for all of the institution’s lend-
ing functions;

« are sufficiently comprehensive;

e require an appropriate level of review
of appraisals and evaluations to pro-
mote compliance with the Board’s
appraisal regulation and supervisory
guidance as well as safe and sound
lending; and
are applied uniformly to all units
engaged in real estate-related activity.
b. The appraisal and evaluation program

establishes criteria which the banking

organization uses to select, evaluate,
monitor, and ensure the independence of
appraisers and the individuals who per-
form evaluations as well as those indi-
viduals who perform and oversee the
review of appraisals and evaluations.

c. The program considers the independent

. Evaluate the

appraiser’s qualifications, experience, and
educational background; confirms the
appraiser’s independence; ensures that
appraisals are not used if they were pre-
pared by an individual recommended or
selected by the borrower (including those
individuals listed by the banking organi-
zation as approved appraisers); and
ensures that appraisals conform to the
Board’s appraisal regulation and are con-
sistent with supervisory guidance.

d. The program ensures that evaluations
conform to the Board’s guidance on
evaluations.

e. The program is adequate for the banking
organization’s size and location and for
the nature and complexity of its real estate
lending and other real estate-related
activities.

f. The policies and procedures require that
appraisals and evaluations be written and
contain sufficient information on the real
estate collateral’s market value to support
the banking organization’s decision to
enter into the transaction.

g. The program includes policies and proce-
dures concerning the need for current col-
lateral valuation information to under-
stand the banking organization’s collateral
position over the life of the credit and to
manage risk in its real estate credit port-
folio.

h. The policies and procedures address the
need for current collateral valuation infor-
mation for loans that the banking organi-
zation is considering for modification or a
workout.

i. If the program utilizes an approved
appraiser list, the banking organization
has appropriate procedures for the devel-
opment and administration of the list.

j- The program addresses appraisal and

evaluation review procedures, including
the communications with the appraiser or
the individual who performed the evalua-
tion, resolution of deficiencies, and the
decision to obtain a second appraisal or
evaluation.

k. The board or senior management reviews
annually its appraisal and evaluation
related policies and procedures and
records such review in its minutes.

banking  organization’s

appraisal and evaluation program with
respect to the following:
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. the adequacy of written appraisals and
evaluations

. the manner in which officers are operating
in conformance with  established
policy

. internal control deficiencies or exceptions,
including lack of independence of the
appraisal and evaluation process from the
loan-production function

. the integrity of the appraisal and evalua-
tion process, including appraisal and
evaluation compliance procedures

. the integrity of individual appraisals and
evaluations, including the adequacy, rea-
sonableness, and appropriateness of the
methods, assumptions, and techniques
used and whether the appraisals and
evaluations comply with the Board’s
appraisal regulation and supervisory
guidance

. the adequacy of the appraisal and evalua-
tion review practices, including the depth
and content of the review, documentation
support for the review, and the resolution
of deficiencies

. the adequacy of policies and internal con-
trols for managing and monitoring third
parties that provide appraisal management
services to the banking organization

. the integrity of policies and procedures
governing the use of automated valuation
models in the development of evaluations

i. the eligibility of the banking organization

to assign a 50 percent risk weight to cer-
tain one- to four-family residential mort-
gage loans for risk-based capital purposes
(See section 4060.3, ‘“Assessment of
Capital Adequacy.”)

recommended corrective action when
policies, practices, or procedures are
found to be deficient

. the degree of violations, if any, of the
Board’s appraisal regulation and the
extent of noncompliance with supervisory
guidance, if noted

other matters of significance:

* misrepresentation of data, such as the
omission of information on favorable
financing, seller concessions, sales his-
tory, market conditions, property’s cur-
rent performance (i.e., occupancy and
rental rate), project feasibility (i.e., lease
or sale absorption rate), zoning, ease-
ments, or deed restrictions

inadequate techniques of analysis, that
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is, failure to use the cost, comparable-
sales, or income approach in an
appraisal when the approach is appro-
priate for the type of property

e use of dissimilar comparables in the
comparable-sales approach to valuation,
for example, the age, size, quality, or
location of the comparable is signifi-
cantly different from the subject prop-
erty, making reconciliation of value
difficult

e underestimation of factors such as
construction cost, construction period,
lease-up period, and rent concessions

e use of best-case assumptions for the
income approach to valuation without
performing a sensitivity analysis on the
factors that would identify the lender’s
downside risk

* overly optimistic assumptions such as a
high absorption rate in an overbuilt mar-
ket or assumptions on discount and
capitalization rates that do not reflect
market conditions and investor’s
expected rate of return

« failure to analyze and report appropriate
deductions and discounts when the
appraisal provides a market value esti-
mate based on the future demand of the
real estate (such as proposed construc-
tion, partially leased buildings, non-
market lease terms, and unsold units in
a residential tract development)

 the nonreconcilement of demographic
factors (such as existing housing inven-
tory, projected completions, and
expected market share to the value ren-
dered) and the discussion of demo-
graphic  factors as  background
information

* the opinion of market value includes the
value of both real property and non-real
property (e.g., furnishings or an intan-
gible asset)

e lack of documentation on the reasons
that an alternative market value was
used in the credit decision from the
opinion of market value provided in the
appraisal or evaluation

5. Report any instances of questionable conduct
by appraisers, along with the supporting
documentation, to the Reserve Bank for pos-
sible referral to the appropriate state
appraisal authorities.

6. Update workpapers with any information that
will facilitate future inspections.
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2231.0.23 INTERNAL CONTROL
QUESTIONNAIRE

Review the banking organization’s internal
controls, policies, practices, and procedures for
real estate appraisals and evaluations. The bank-
ing organization’s system should be accurately
and fully documented and should include,
where appropriate, narrative descriptions, flow
charts, copies of forms used, and other pertinent
information. Items marked with an asterisk
require substantiation by observation or testing.

2231.0.23.1 Policies

1. Has the board of directors, consistent with
its duties and responsibilities, adopted
written appraisal and evaluation policies
that define the following:

a. management’s responsibility for select-
ing, evaluating, monitoring, and ensur-
ing the independence of the individual
who is performing the appraisal or
evaluation?

b. the basis for selecting staff appraisers
and engaging fee appraisers for a
particular appraisal assignment and for
ensuring that the individual is
independent of the transaction; pos-
sesses the requisite qualifications,
expertise, and educational background;
demonstrates competency for the
market and property type; and has the
required state certification or license if
applicable?

c. procedures for when to obtain apprais-
als and evaluations?

d. procedures for prohibiting the use of a
borrower-ordered or borrower-provided
appraisal?

e. procedures for monitoring collateral
risk on a loan and portfolio basis as to
when to obtain a new appraisal or new
evaluation, including the frequency,
triggering events, scope of appraisal
work, valuation methods, and report
option?

f. appraisal and evaluation compliance
procedures to determine that appraisals
and evaluations are reviewed by quali-
fied and adequately trained individuals
who are not involved in the loan-
production process?

g. appraisal and evaluation review proce-
dures to ensure that the banking organi-
zation’s appraisals and evaluations are
consistent with the standards of the

Uniform Standards of Professional
Appraisal Practice (USPAP) and the
Board’s regulation and guidelines?

h. appraisal and evaluation review proce-
dures that require the performance of
the review prior to the credit decision,
resolution of noted deficiencies, and
documentation of the review in the
credit file, and, if necessary, obtaining a
second appraisal or relying on USPAP’s
standard rule 3 in performing a review
or performing another evaluation?

i. an appropriate level of review for
appraisals and evaluations ordered by
the banking organization’s agents or
obtained from another financial ser-
vices institution?

j. adequate level of oversight when the

banking organization uses a third party
for appraisal management services?

k. use of analytical methods and techno-
logical tools (such as automated valua-
tion models or tax assessment valua-
tions) in the development of
evaluations that is appropriate for the
risk and type of transaction and
property?

. internal controls to prevent officers,
loan officers, or directors who order or
review appraisals and evaluations from
having the sole authority for approving
the requested loans?

m. procedures for promoting compliance
with the appraisal independence provi-
sions of Regulation Z (Truth in Lend-
ing) for open- and closed-end consumer
credit transactions secured by a con-
sumer’s principal dwelling?

. Does the board of directors annually

review these policies and procedures to
ensure that the appraisal and evaluation
policies and procedures meet the needs of
the banking organization’s real estate lend-
ing activity and remains compliant with
the Board’s regulation and supervisory
guidance?

2231.0.23.2 Appraisals

*1.

*2.

Are appraisals in writing, dated, and
signed by the appraiser?

Does the appraisal meet the minimum
standards of the Board’s regulation and
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USPAP, and supervisory guidance, con-

taining sufficient information and analysis

to support the banking organization’s deci-
sion to engage in the transaction? Does the
appraisal—

a. reflect an appropriate scope of work
that will provide for credible results,
including the extent to which the prop-
erty is identified and inspected, the type
and extent of data research performed,
and the analyses applied to arrive at an
opinion of market value?

b. disclose the purpose and use of the
appraisal?

c. provide an opinion of the collateral
market value as defined in the Board’s
appraisal regulation and further clari-
fied in supervisory guidance?

d. provide an effective date for the opin-
ion of market value?

e. provide the sales history of the subject
property for the prior three years?

f. reflect valuation approaches (that is,
cost, income, and sales comparison
approaches) that are applicable for the
property type and market?

g. include an analysis and reporting of
appropriate deductions and discounts
when the appraisal provides a market
value estimate based on the future
demand of the real estate (such as pro-
posed construction, partially leased
buildings, non-market lease terms, and
unsold units in a residential tract
development)?

h. evaluate and reconcile the three
approaches into an opinion of market
value estimate based on the appraiser’s
judgment?

i. explain why an approach is inappropri-
ate and not used in the appraisal?

j. fully support the assumptions and the
value rendered through adequate
documentation and information on mar-
ket conditions and trends?

k. evaluate key assumptions and potential
ramifications to the opinion of market
value if these assumptions are not
realized?

. present an opinion of the collateral’s
market value in an appraisal report
option that addresses the property type,
market, risk, and type of transaction?

m. disclose and define other value opin-
ions (such as disposal value of the prop-
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*3.

*4.,

*5.

1.

erty or the value of non-real property),

if the banking organization requests

such information?
Are appraisals received before the banking
organization makes its final credit or other
credit decision (for example, is the date
the loan committee approved the credit
later than the date of the appraisal)?
If the banking organization is depending
on an appraisal obtained for another finan-
cial services institution as support for its
transaction, does the banking organization
have appraisal review procedures to ensure
that the appraisal meets the standards of
the appraisal regulation, including inde-
pendence? (These types of transactions
would include loan participations, loan
purchases, and mortgage-backed
securities.)
If an appraisal for one transaction is used
for a subsequent transaction, does the
banking organization sufficiently docu-
ment its determination that the appraiser is
independent, the appraisal complies with
the appraisal regulations, and the appraisal
is still valid?

2231.0.23.3 Appraisers

Are appraisers fairly considered for
assignments regardless of their member-
ship or lack of membership in a particular
appraisal organization?

Before the banking organization selects an
appraiser for an assignment, does the
banking organization confirm that the
appraiser has the requisite qualifications,
education, experience, and competency for
both the property type and market to com-
plete the appraisal?

. If a banking organization pre-screens

appraisers and uses an approved appraiser
list, does it have procedures for assessing
an appraiser’s qualifications, selecting an
appraiser for a particular assignment, and
evaluating the appraiser’s work for reten-
tion on the list?

The following items apply for large, com-

plex, or out-of-area commercial real estate

properties:

a. Are written engagement letters used
when ordering appraisals, and are cop-
ies of the letters retained or included in
the appraisal report?

b. Does the banking organization have
procedures for determining when such
appraisals should be reviewed by
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5.

10.

another appraiser (that is, a USPAP
standard rule 3 appraisal review)?

Are appraisers independent of the
transaction?

a. Are staff appraisers independent of the
lending, investment, and collection
functions and not involved, except as
an appraiser, in the federally related
transaction? Has a determination been
made that they have no direct or indi-
rect interest, financial or otherwise, in
the property?

b. Are fee appraisers engaged directly by
the banking organization or its agent?
Has a determination been made that
they have no direct or indirect interest,
financial or otherwise, in the property
or transaction?

c. Are any appraisers recommended or
selected by the borrower (applicant)?

. If the banking organization has staff

appraisers to perform appraisals or
appraisal reviews, does the banking orga-
nization periodically have independent
appraisers evaluate their work for quality
and confirm that they have the knowledge
and competency to perform their work and
continue to hold the appropriate state
license or certification?

. If fee appraisers are used by the banking

organization, does the banking organiza-
tion investigate their qualifications,
experience, education, background, and
reputations?

. Is the status of an appraiser’s state certi-

fication or license verified with the state
appraiser regulatory authority to ensure
that the appraiser is in good standing?

. Does the banking organization have proce-

dures for filing complaints with the appro-
priate state appraiser regulatory officials
when it suspects the fee appraiser failed to
comply with USPAP, applicable state laws,
or engaged in other unethical or unprofes-
sional conduct?

Are fee appraisers paid the same fee
whether or not the loan is granted?

. Does the banking organization pay a cus-

tomary and reasonable fee for appraisal
services in the market where the property
is located when the appraisal is for an
open- and closed-end consumer credit
transaction secured by a consumer’s prin-
cipal dwelling as required under Regula-
tion Z?

2231.0.23.4 Evaluations

*2.

*3.

*4.

*5.

*6.

*7.

*8.

*9.

*10.

. Are the individuals performing evalua-

tions independent of the transaction?

Are the evaluations required to be in writ-
ing, dated, and signed?

Does the banking organization require suf-
ficient information and documentation to
support the estimate of value and the indi-
vidual’s analysis?

Are the development and content of the
evaluation reflective of transaction risk
and appropriate for the property type?

Are the valuation methods used, and does
the supporting information in the evalua-
tion provide a reliable estimate of the
property’s market value as of a stated
effective date prior to the credit decision?

If analytical methods or technological
tools are used in the development of an
evaluation, is the use of the method or tool
consistent with safe and sound banking
practices and supervisory guidance?

If an evaluation obtained for one transac-
tion is used for a subsequent transaction,
does the banking organization sufficiently
document its determination that the evalu-
ation is still valid?

Are evaluations received before the bank-
ing organization enters into a loan commit-
ment?

Does the banking organization have evalu-
ation review procedures to ensure that the
evaluation meets the Board’s regulation
and guidance?

If a tax assessment valuation is used in the
development of an evaluation, has the
banking organization demonstrated that
there is a valid correlation between the tax
assessment data and the property’s market
value?

2231.0.23.5 Evaluators

1.

2.

Are individuals who perform evaluations
competent to complete the assignment?
Do the individuals who perform evalua-
tions possess the appropriate collateral
valuation training, expertise, and experi-
ence relevant to the type of property being
valued?

. Are evaluations prepared by individuals

who are independent of the transaction?
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2231.0.23.6 Monitoring Collateral Values

1.

Does the banking organization have poli-
cies to monitor collateral risk on a port-
folio and on an individual credit basis?

. Does the policy address the need to obtain

current valuation information for collat-
eral supporting an existing credit that may
be modified or considered for a loan
workout?

. Does the criteria for determining when to

obtain a new appraisal or new evaluation
address deterioration in the credit; mate-
rial changes in market conditions; and
revisions to, or delays in, the project’s
development and construction?

. Does the banking organization sufficiently

document and follow its criteria for obtain-
ing reappraisals or reevaluations?

2231.0.23.7 Third Party Arrangements

1.

Did the banking organization exercise
appropriate due diligence in the selection
of a third party to perform appraisal man-
agement services for the banking organiza-
tion?

. Does the banking organization have the

resources and expertise necessary for per-
forming ongoing oversight of such third
party arrangements?

. Does the banking organization have the

internal controls for identifying, monitor-
ing, and managing the risks associated
with the use of the third party?

. Does the banking organization adequately

document the results of its ongoing moni-
toring and periodic assessments of the
third party’s compliance with applicable
regulations and consistency with supervi-
sory guidance?

. Does the banking organization take timely

remedial actions when deficiencies are dis-
covered?

. Does the banking organization ensure that

the third party selects an appraiser or a
person to perform an evaluation who is
competent, qualified, independent, and
appropriately licensed or certified for a
given assignment?

. Does the banking organization ensure that

the third party conveys to the appraiser or
the person who performs the evaluation
that the banking organization is the client?
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2231.0.23.8 Analytical Methods And
Technological Tools

1. Does the banking organization have staff,

or if necessary engage a third party, with
the requisite expertise and training to man-
age the selection, use, and validation of an
analytical method or technological tool?

. Does the banking organization have

adequate policies, procedures, and internal
controls governing the selection, use, and
validation of the valuation method or tool
for the development of an evaluation?

. Does the banking organization have appro-

priate policies and procedures governing
the selection of automated valuation model
(AVM)? For instance, did the banking
organization:
e Perform the necessary level of due dili-
gence in selecting an AVM vendor and
its models, considering how model
developers conducted performance test-
ing as well as the sample size used and
the geographic level tested (such as
county level or zip code).
Establish acceptable minimum perfor-
mance criteria for a model prior to, and
independent of, the validation process.
¢ Perform validation of the model(s) dur-
ing the selection process and document
the validation process.
Evaluate underlying data used in the
model(s), including the data sources and
types, frequency of updates, quality con-
trol performed on the data, and the
sources of the data in states where pub-
lic real estate sales data are not dis-
closed.
* Assess modeling techniques and the
inherent strengths and weaknesses of
different model types as well as how a
model(s) performs for different property
types.
Evaluate the AVM vendor’s scoring sys-
tem and methodology for the model(s).
* Determine whether the scoring system
provides an appropriate indicator of
model reliability by property types and
geographic locations.

. Does the banking organization have proce-

dures for monitoring the use of an
AVM(s), including an ongoing validation
process?

. Does the banking organization maintain

AVM performance criteria for accuracy
and reliability in a given transaction, lend-
ing activity, and geographic location?

6. Has the banking organization established a
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criteria for determining whether a particu-
lar valuation method or tool is appropriate
for a given transaction or lending activity,
considering associated risks, including
transaction size and purpose, credit qual-
ity, and leverage tolerance (loan-to-value)?

10. Does the banking organization have appro-

priate controls to ensure that the selected
method or tool produces a reliable esti-
mate of market value that supports the
banking organization’s decision to engage
in a transaction?

7. Does the criteria consider when market 11
events or risk factors would preclude the
use of a particular method or tool?

8. Does the banking organization have inter-
nal controls to preclude “value shopping”
when more than one AVM is used for the
same property?

9. Do the banking organization’s policies
include standards governing the use of
multiple methods or tools, if applicable,
for valuing the same property or to support
a particular lending activity?

. Do the banking organization’s policies and
procedures adequately address the extent
to which
* An inspection or research should be per-
formed to ascertain the property’s actual
physical condition, and

¢ Supplemental information should be
obtained to assess the effect of market
conditions or other factors on the esti-
mate of market value.

2231.0.24 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws Regulations? Interpretations? Orders

Appraisal standards for 3310, Subpart G, 4-053-
federally related 3331, 225.61-67 4-054.4
transactions 3351
Interagency Appraisal and 3-1577
Evalutation Guidelines,
December 2010
The Uniform Standards of
Professional Appraisal
Practice

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

2. 12 C.ER., unless specifically stated otherwise.

3. Federal Reserve Regulatory Service reference.
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Guidelines for the Review and Classification
of Troubled Real Estate Loans Section 2240

These guidelines are designed to in ensure thattual or potential problems in the individual
troubled real estate loans receive consistembommercial real estate projects or transactior
treatment nationwide. The guidelines are notinanced by the institution.

intended to be a substitute for the examiner's There are several warning signs that rea
judgment or for careful analysis of applicableestate markets or projects are experiencing prol
credit and collateral factors. Use of the wordems that may result in real estate value:
“institution” in these guidelines refers to any decreasing from original appraisals or projec:
lending source within the bank holding com-tions. Adverse economic developments and/c
pany organization, whether the lender is th@n overbuilt market can affect a project’'s eco-
parent company, a bank, thrift, or nonbankinghomic feasibility and may cause a real estat
subsidiary. project and the loan to become troubled. Avail-
able indicators, such as permits for—and the
value of—new construction, absorption rates
employment trends, and vacancy rates, are us
ful in evaluating the condition of commercial
real estate markets. Weaknesses disclosed |
these types of statistics may indicate that a re:
estate market is experiencing difficulties tha
may result in cash flow problems for individual

. TR real estate projects, declining real estate value
As part of the analysis of an institution's com and ultimately, in troubled commercial real

mercial real estate loan portfolio, examiners
estate loans.

review lending policies, loan administration pro- Indicators of potential or actual difficulties in

ced_ures, and credit risk co_ntrol proqedures. .Thgommercial real estate projects may include:
maintenance of prudent written lending policies,

effective internal systems and controls, and
thorough loan documentation are essential to
the institution’s management of the lending,
function.

The policies governing an institution’s real
estate lending activities must include prudent
underwriting standards that are periodically
reviewed by the board of directors and clearly
communicated to the institution’s management
and lending staff. The institution must also have
credit risk control procedures that include, for
example, prudent internal limits on exposure, an conditions).

effective credit review and classification pro- . . .
cess, and a methodology for ensuring that the _Rent concessions or sales discounts resultir

allowance for loan and lease losses is main- m_cgsr: fflow_g_zla_low tr('je level pro;eclted in the
tained at an adequate level. The complexity and original feasibility study or appraisal.

- ’ s Concessions on finishing tenant space, mo\
scope of these policies and procedures should. dl b
be appropriate to the size of the institution and Ing expenses, and jease buyouts. ;
the nature of the institution’s activities, and" Slow leasing or lack of sustained sales activ
should be consistent with prudent banking prac- ity and increasing sales cancellations that ma

> . reduce the project’'s income potential, result
tices and relevant regulatory requirements. ing in protracted repayment or default on the

loan.

2240.0.1.2 Indicators of Troubled Real -« Delinquent lease payments from major
Estate Markets and Projects, and Related tenants.
Indebtedness < Land values that assume future rezoning.

* Tax arrearages.
In order to evaluate the collectibility of an insti-
tution’s commercial real estate portfolio, exam- As the problems associated with a commer
iners should be alert for indicators of weakness
in the real estate markets served by the instittBHC Supervision Manual December 1992
tion. They should also be alert for indicators of Page 1

2240.0.1 EXAMINER REVIEW OF
COMMERCIAL REAL ESTATE
LOANS

2240.0.1.1 Loan Policy and
Administration Review

An excess of similar projects under
construction.

Construction delays or other unplannec
adverse events resulting in cost overruns the
may require renegotiation of loan terms.
Lack of a sound feasibility study or analysis
that reflects current and reasonably antici
pated market conditions.

Changes in concept or plan (for example, «
condominium project converted to an apart
ment project because of unfavorable marke
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cial real estate project become more proresources, and payment record of the borrower;
nounced, problems with the related indebtedthe prospects for support from any financially
ness may also arise. Such problems includesponsible guarantors; and the nature and
diminished cash flow to service the debt andlegree of protection provided by the cash flow
delinquent interest and principal payments.  and value of the underlying collatefalHow-
While some commercial real estate loan®ver, as other sources of repayment for a
become troubled because of a general downtutroubled commercial real estate loan become
in the market, others become troubled becaudeadequate over time, the importance of the
they were originated on an unsound or a liberatollateral’s value in the analysis of the loan
basis. Common examples of these types of prolJSIECessaf”y Increases.
lems include: The appraisal regulations of the federal bank
and thrift regulatory agencies require institu-
Loans with no or minimal borrower equity.  tions to obtain appraisals when certain criteria
» Loans on speculative undeveloped propertpare met Management is responsible for review-
where the borrowers’ only source of repay4ng each appraisal's assumptions and conclu-
ment is the sale of the property. sions for reasonableness. Appraisal assumptions
Loans based on land values that have bedhould not be based solely on current conditions
driven up by rapid turnover of ownership, butthat ignore the stabilized income-producing
without any corresponding improvements toapacity of the property.Management should
the property or supportable income projec@djust any assumptions used by an appraiser in
tions to justify an increase in value. determining value that are overly optimistic or
Additional advances to service an existing?€SSimistic.

loan that lacks credible support for full repay- AN €xaminer analyzes the collateral’s value
ment from reliable sources. as determined by the institution’s most recent

Loans to borrowers with no developmentappraisal.(or inte_rnal evaluatipn, as applicable).
plans or noncurrent development plans. Anngxa:r‘lge; rey&zgse?eu?efgog faf[:rtlz 35&:2}'2&
¢ Renewals, extensions and refinancings th llt(r)lclljdin anp?:omments madeg manapgment
lack credible support for full repayment from g any y 9

. on the value rendered by the appraiser). Under
reliable sources and that do not haveareasoFHe circumstances described below. the exam-
able repayment schedule. ’

iner may make adjustments to this assessment
of value. This review and any resulting adjust-
ments to value are solely for purposes of an

2240.0.1.3 Examiner Review of . examiner’s analysis and classification of a credit
Individual Loans, Including the Analysis and do not involve actual adjustments to an
of Collateral Value appraisal.

The f f - . f A discounted cash flow analysis is an appro-
. ? ocluso anlexam_lnelrz_rewgyvg_ acomm(_ar-priate method for estimating the value of
cial real estate loan, including binding Cc.)mm't'income—producing real estate collaterarhis
ments, is the ability of the loan to _be repald_. Theanalysis should not be based solely on the cur-
principal factors that bear on this analysis arfent performance of the collateral or similar
the income-producing potential of the under-
lying CO”ateral and the borrower's w;llnjgness 2. The treatment of guarantees in the classification process
and capacity to repay under the existing 10ag, giscussed in subsection 2240.0.3.

terms from the borrower’'s other resources if 3. Department of the Treasury, Office of the Comptroller

necessary. In evaluating the overall risk assocpf the Currency, 12 CFR Part 34 (Docket No. 90-16); Board

i ; i 0f Governors of the Federal Reserve System, 12 CFR Parts
ated with a commercial real estate loan, examlrg08 and 225 (Regulation H and Y; Docket No. R0685):

ers consider a numbe?r of faCtors! 'nf?wd'”g thq}ederal Deposit Insurance Corporation, 12 CFR 323 (RIN
character, overall financial condition and3oe4-AB05); Department of the Treasury; Office of Thrift
Supervision, 12 CFR Part 564 (Docket No. 90-1495).
1. Asdiscussed more fully in Manual section 2240.0.2, the 4. Stabilized income generally is defined as the yearly net

refinancing or renewing of loans to sound borrowers would gﬁ‘r:atlgg d'rl(;%r:;? rgrtzgyie%:y ttmzeaz'rgstir(;yuatvvr;?;moarl c?g\fvlri
not result in a supervisory classification or criticism unles2neY ! Y ! P

well-defined weaknesses exist that jeopardize repayment g\fard from today’s actual mgrket °°”d'F'°“S-

the loans. Consistent with sound banking practices, institu- 5. The real estate appraisal regulations of the federal bank

tions ShOL:I|d work in an appropriate and constructive’manneand thrift regulatory agencies include a requirement that an
pprop éppraisal (a) follow a reasonable valuation method that

\é\/igguﬁitl)arsrowers who may be experiencing temporaryaddresses the direct sales comparison, income, and cost

approaches to market value; (b) reconcile these approaches;
. and (c) explain the elimination of each approach not used. A

BHC Supervision Manual December 1992 discounted cash flow analysis is recognized as a valuation
Page 2 method for the income approach.
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properties; rather, it should take into account, oand income projections should not be used
a discounted basis, the ability of the real estatBirect capitalization of nonstabilized income
to generate income over time based upon reflows should also not be used.
sonable and supportable assumptions. Assumptions, when recently made by quali-
When reviewing the reasonableness of th&ed appraisers (and, as appropriate, by instit.
facts and assumptions associated with the vald®mn management) and when consistent with th
of the collateral, examiners may evaluate: discussion above, should be given a reasonab
amount of deference. Examiners should no
» Current and projected vacancy and absorptiochallenge the underlying assumptions, includin

rates; discount rates and “cap” rates used in apprais
» Lease renewal trends and anticipated rents; als, that differ only in a limited way from norms
* Volume and trends in past due leases; that would generally be associated with the
 Effective rental rates or sale prices (takingproperty under review. The estimated value o
into account all concessions); the underlying collateral may be adjusted fol
» Net operating income of the property as comeredit analysis purposes when the examiner ce
pared with budget projections; and establish that any underlying facts or assump
» Discount rates and direct capitalizationtions are inappropriate and can support alterne
(“cap”) rates. tive assumptions.

The capacity of a property to generate cash
flow to service a loan is evaluated based upob240.0.2 CLASSIFICATION
rents (or sales), expenses, and rates of ocCgyy|DELINES
pancy that are reasonably estimated to be

achieved over time. The determination of thexs with other types of loans, commercial real
level of stabilized occupancy and rental rategstate loans that are adequately protected by t
should be based upon an analysis of current angrrent sound worth and debt service capacit
reasonably expected market conditions, takingf the borrower, guarantor, or the underlying
into consideration historical levels when approco|jateral generally are not classified. Similarly,
priate. The analysis of collateral values shoulghans to sound borrowers that are refinanced «
not be based upon a simple projection of currerfenewed in accordance with prudent underwrit
levels of net operating income if markets arqng standards, including loans to creditworthy
depressed or reflect speculative pressures bémmercial or residential real estate developer:
can be expected over a reasonable period @hould not be classified or criticized unless well
time to return to normal (stabilized) conditions.qefined weaknesses exist that jeopardize repa
Judgment is involved in determining the timeément. An institution will not be criticized for

that it will take for a property to achieve stabi-continuing to carry loans having weaknesse
lized occupancy and rental rates. that result in classification or criticism as long

Examiners do not make adjustments to apas the institution has a well-conceived and effec
praisal assumptions for credit analysis purposage workout plan for such borrowers, and effec-
based on worst case scenarios that are unlikefyje internal controls to manage the level of
to occur. For example, an examiner would No{hese |oans.
necessarily assume that a building will become | eyaluating commercial real estate credit:
vacant just because an existing tenant who ig possible classification, examiners apply stan
renting at a rate above today's market rate mayarq classification definitions. In determining
vacate the property when the current leasgye appropriate classification, consideratior
expires. On the other hand, an adjustment tghoyld be given to all important information on
value may be appropriate for credit analysigepayment prospects, including information or
purposes when the valuation assumes renewal@e porrower's creditworthiness, the value of
the above-market rate, unless that rate is a regnd cash flow provided by, all collateral support:
sonable estimate of the expected market rate g the loan, and any support provided by finan
the time of renewal. . cially responsible guarantors.

When estimating the value of income- The Joan's record of performance to date is
producing real estate, discount rates and “capimportant and must be taken into consideratior
rates should reflect reasona_ble expectationgs a general principle, a performing commer-
about the rate of return that investors requirgja| real estate loan should not automatically b
under normal, orderly and sustainable market
conditions. Exaggerated, imprudent, or unsussHC Supervision Manual December 1992
tainably high or low discount rates, “cap” rates, Page 3
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classified or charged-off solely because thshould be classified “doubtful” when the poten-
value of the underlying collateral has declinedial for full loss may be mitigated by the out-
to an amount that is less than the loan balanceomes of certain pending events, or when loss is
However, it would be appropriate to classify aexpected but the amount of the loss cannot be
performing loan when well-defined weaknesseseasonably determined.
exist that jeopardize repayment, such as the lack If warranted by the underlying circumstances,
of credible support for full repayment from reli- an examiner may use a “doubtful” classifica-
able sources. tion on the entire loan balance. However, this
These principles hold for individual credits, would occur infrequently.
even if portions or segments of the industry to
which the borrower belongs are experiencing
financial difficulties. The evaluation of each2240.0.2.2 Guidelines for Classifying
credit should be based upon the fundament@artially Charged-off Loans
characteristics affecting the collectibility of the
particular credit. The problems broadly associBased upon consideration of all relevant factors,
ated with some sectors or segments of an induan evaluation may indicate that a credit has
try, such as certain commercial real estate mawell-defined weaknesses that jeopardize collec-
kets, should not lead to overly pessimisticion in full, but that a portion of the loan may be
assessments of particular credits that are notasonably assured of collection. When an insti-
affected by the problems of the troubled sectorgution has taken a charge-off in an amount suffi-
cient that the remaining recorded balance of the
loan (a) is being serviced (based upon reliable
2240.0.2.1 Classification of Troubled sources) and (b) is reasonably assured of collec-
Project-Dependent Commercial Real tion, classification of the remaining recorded
Estate Loarfs balance may not be appropriate. Classification
would be appropriate when well-defined weak-
The following guidelines for classifying a trou- nesses continue to be present in the remaining
bled commercial real estate loan apply when theecorded balance. In such cases, the remaining
repayment of the debt will be provided solely byrecorded balance would generally be classified
the underlying real estate collateral, and therao more severely than “substandard.”
are no other available and reliable sources of A more severe classification than “substan-
repayment. The guidelines are not intended tdard” for the remaining recorded balance would
address loans that must be treated as “Othdre appropriate if the loss exposure cannot be
Real Estate Owned” for bank and BHC report-reasonably determined, e.g., where significant
ing purposes. risk exposures are perceived, such as might be
As a general principle, for a troubled project-the case for bankruptcy situations or for loans
dependent commercial real estate loan, any pocollateralized by properties subject to environ-
tion of the loan balance that exceeds the amountental hazards. In addition, classification of the
that is adequately secured by the value of theemaining recorded balance would be appropri-
collateral, and that can clearly be identified aste when sources of repayment are considered
uncollectible, should be classified “los3.The unreliable.
portion of the loan balance that is adequately
secured by the value of the collateral should
generally be classified no worse than “substan2240.0.2.3 Guidelines for Classifying
dard.” The amount of the loan balance in excesEormally Restructured Loans
of the value of the collateral, or portions thereof,
The classification treatment previously dis-
6. The discussion in this section is not intended to addressussed for a partially charged off loan would
loans that must be trgated as “other real estate owned” fog|so generally be appropriate for a formally
bank regulatory reporting purposes or “real estate owned” forrestructured loan when partial charge-offs have
thrift regulatory reporting purposes. Guidance on these assets
is presented in supervisory and reporting guidance of thP€€N taken. For a formally restructured loan, the
agencies. focus of the examiner’s analysis is on the ability
7. For purposes of this discussion, f[he “value oflthe collaf[-of the borrower to repay the loan in accordance
eral” is the value used by the examiner for credit anaIys_liNith its modified terms. Classification of a for-

urposes, as discussed in a previous section of this polic . .
Etat’;mem_ P P ﬁwally restructured loan would be appropriate, if,
after the restructuring, well-defined weaknesses
BHC Supervision Manual December 1992 exist that jeopardize the orderly repayment of

Page 4 the loan in accordance with reasonable modified
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terms8 Troubled commercial real estate loansnformation on the guarantor’s financial condi-
whose terms have been restructured shoutibn, income, liquidity, cash flow, contingent
be identified in the institution’s internal credit liabilities, and other relevant factors (including
review system, and closely monitored bycredit ratings, when available) to demonstrats
management. the guarantor’s financial capacity to fulfill the

obligation. Also, it is important to consider the

number and amount of guarantees currentl

2240.0.3 TREATMENT OF extended by a guarantor, in order to determin
GUARANTEES IN THE that the guarantor has the financial capacity t
CLASSIFICATION PROCESS fulfill the contingent claims that exist.

Initially, the original source of repayment and
the borrower’s intent and ability to fulfill the

obligation without reliance on third party guar-
antors will be the primary basis for the review
and classification of assetsThe federal bank g, miners normally rely on their analysis of the
and thrift regulatory agencies will, however,

ider th A ided b A guarantor’s financial strength and assume a will
consiaer tn€ support provided by guarantees iy gneqq to perform unless there is evidence t

2240.0.3.2 Considerations Relating to a
Guarantor's Willingness to Repay

tion treatment for troubled loans. The PresenChacad on the “track record” of the guarantor
of a guarantee from_a “financially reSponS'bl‘?including payments made to date on the ass'(
guarantor,” as described below, may be sulffi-

. e under review or other obligations.
cient to preclude classification or reduce the Examiners give due consideration to those
severity of classification.

S . uarantors that have demonstrated their abilit

For purposes of this discussion, a guaranteg, y yijjingness to fulfill previous obligations in
from a “financially responsible guarantor” hasyq evaluation of current guarantees on simila
the following attributes: assets. An important consideration will be

« The guarantor must have both the financiaémether previously required performance unde

. - . uarantees was voluntary or the result of lege
;:ap?]cny a(;!d willingness to provide Supporty ser actions by the lender to enforce the
or the credit;

. . uarantee. However, examiners give limited cre
» The nature of the guarantee is such that it cag

h : ence, if any, to guarantees from obligors whe
provide support for repayment of the 'ndet.’t'have reneged on obligations in the past, unles
edness, in whole or in part, during the remaing !

. here is clear evidence that the guarantor has tt
ing loan term; antP

ability and intent to honor the specific guarantee
» The guarantee should be legally enforceable.Ob”(;(,;tion under review P 9
. - Examiners also consider the economic incer
The above characteristics generally mdmattaves for performance from guarantors:
that a guarantee may improve the prospects for ’

repayment of the debt obligation. * Who have already partially performed undel

the guarantee or who have other significan

2240.0.3.1 Considerations Relating to a  Investments in the project;

Guarantor’s Financial Capacity * Whose other sound projects are cross
collateralized or otherwise intertwined with

The lending institution must have sufficient the credit; or ,
* Where the guarantees are collateralized b

readily marketable assets that are under th

8. An example of a restructured commercial real estate control of a third party.

loan that doesot have reasonable modified terms would be a
“cash flow” mortgage which requires interest paymeatsy
when the underlying collateral generates cash flow but pro-

vides no substantive benefits to the lending institution. - -
9. Some loans are originated based primarily upon th 240.0.3.3 Other Considerations as to th

financial strength of the guarantor, who is, in substance, th reatr_n_ent_ of Guarantees in the
primary source of repayment. In such circumstances, examirfClassification Process

ers generally assess the collectibility of the loan based upon

the guarantor’s ability to repay the loan.

10. Some guarantees may only provide for support forIn general’ Only guarantees that are Iega”}
certain phases of a real estate project. It would not be appro- .
priate to rely upon these guarantees to support a troubled lodHC Supervision Manual December 1992
after the completion of these phases. Page 5
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enforceable will be relied upon. However, allsuch, these limited guarantees would not be
legally enforceable guarantees may not beelied upon to support a troubled loan after the
acceptable. In addition to the guarantor’s finaneompletion of those phases.
cial capacity and willingness to perform, it is Examiners also consider the institution’s
expected that the guarantee will not be subjedhtent to enforce the guarantee and whether
to significant delays in collection, or undue com-there are valid reasons to preclude an institution
plexities or uncertainties about the guarantee. from pursuing the guarantee. A history of timely
The nature of the guarantee is also considereshforcement and successful collection of the full
by examiners. For example, some guarantees famount of guarantees will be a positive consid-
real estate projects only pertain to the developeration in the classification process.
ment and construction phases of the project. As

BHC Supervision Manual December 1992
Page 6



Retail-Credit Classification

Section 2241.0

During the early 1980s, open-end credit prima-
rily consisted of credit card accounts with small
lines of credit to the most creditworthy borrow-
ers. Currently, open-end credit consists of much
larger lines of credit that have been extended to
diverse borrowers with avariety of risk profiles.
In 1980, the Federal Financial Institutions
Examination Council (FFIEC) (the Federal
Reserve Board, Federal Deposit Insurance Cor-
poration, Office of the Comptroller of the Cur-
rency, and, in 1987, the Federa Home Loan
Bank Board (now the Office of Thrift Supervi-
sion)) adopted a uniform policy for the classifi-
cation of installment credit based on delin-
quency status. The 1980 policy also provided
for different charge-off time frames for open-
end and closed-end credit.

Because open-ended borrowing practices had
changed and institutional practices for charging
off open-end accounts based on their past-due
status were inconsistent, the agencies (the FRB,
FDIC, OTS, and OCC) undertook a review of
the 1980 FFIEC classification policy in concert
with a review of all written policies, as man-
dated by section 303(a) of the Riegle Commu-
nity Development and Regulatory Improvement
Act of 1994 (RCDRIA). In February 1999, an
updated policy was issued, effective for use on
FFIEC bank call reports beginning December
31, 2000. This new policy was revised again
and reissued in June 2000, with the same effec-
tive date. (The June 2000 policy supersedes
both the 1980 policy and the updated February
1999 policy.) The June policy provides supervi-
sory guidance for residential and home equity
loans; fraudulent loans; loans to deceased per-
sons; loans to borrowers in bankruptcy; treat-
ment of partial payments involving past-due
loans;, and re-aging, deferrals, renewals, or
rewrites of open-end and closed-end credit. The
agencies are to use this expanded supervisory
guidance when applying the uniform classifica-
tions to retail-credit loans extended by deposi-
tory institutions. See SR-00-8.

While the terms of the revised policy apply
only to federally insured depository institutions,
the Federal Reserve believes the guidance is
broadly applicable to bank holding companies
(BHCs) and their nonbank lending subsidiaries.
Accordingly, examiners should apply the
revised policy, as appropriate, in the inspection
of consumer finance subsidiaries of BHCs.

When reviewing consumer finance subsidi-
aries of banking organizations, examiners
should consider the methodology used for aging
retail loans. In accordance with the FFIEC bank

call report instructions, banks and their con-
sumer finance subsidiaries are required to use
the contractual method, which ages loans based
on the status of contractua payments. BHCs, in
preparing their financial statements, are permit-
ted to use the range of options available under
GAAP. This, in effect, allows uninsured, non-
bank consumer finance subsidiaries of BHCs to
employ the recency method, which ages loans
according to the date of the most recent pay-
ment, regardless of the contractua terms of the
loan.

In general, the contractual method provides a
more accurate reflection of loan performance
and, therefore, is the preferred methodology,
especially from the standpoint of financial-
statement transparency and public disclosure.
Examiners should encourage BHCs and their
consumer finance subsidiaries to use the con-
tractual method. However, BHCs should not
change their aging methodology from contrac-
tual to recency without the prior concurrence of
the Federal Reserve. A BHC subsidiary may not
change its methodology if the intent or effect of
such a change is to mask asset quality or finan-
cia weaknesses. Moreover, in the event that
consumer receivables are transferred from a
bank to its BHC or the BHC's nonbanking
subsidiaries, the BHC or the nonbanking subsid-
iaries should continue to age the receivables
according to the contractual method.

When a BHC uses the recency method, it
should have adequate controls in place to accu-
rately track the performance of loans within the
retail portfolio and to demonstrate sound and
compelling business reasons for the use of the
recency method. Examiners should see section
3100.0 for further guidance on the review of
consumer finance operations.

2241.0.1 UNIFORM RETAIL-CREDIT
CLASSIFICATION AND
ACCOUNT-MANAGEMENT POLICY

The uniform retail-credit classification and
account-management policy issued by the
FFIEC (and approved by the Federal Reserve
Board) is reproduced below. The Board has
clarified certain provisions of this policy. In this
text, the Board's revisions are in brackets. Sec-
tion numbers have also been added to the sub-
titles of the text.

December 2000
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The Uniform Retail-Credit Classification and
Account-Management Policy? establishes stan-
dards for the classification and treatment of
retail credit in financial ingtitutions. Retail credit
consists of open- and closed-end credit extended
to individuals for household, family, and other
personal expenditures, and includes consumer
loans and credit cards. For purposes of this
policy, retail credit also includes loans to indi-
viduals secured by their personal residence,
including first mortgage, home equity, and
home-improvement loans. Because a retail-
credit portfolio generaly consists of a large
number of relatively small-balance loans, evalu-
ating the quality of the retail-credit portfolio on
a loan-by-loan basis is inefficient and burden-
some for the institution being examined and for
examiners.

Actua credit losses on individual retail cred-
its should be recorded when the institution
becomes aware of the loss, but in no case should
the charge-off exceed the time frames stated in
this policy. This policy does not preclude an
ingtitution from adopting a more conservative
internal policy. Based on collection experience,
when a portfolio’s history reflects high losses
and low recoveries, more conservative stan-
dards are appropriate and necessary.

The quality of retail credit isbest indicated by
the repayment performance of individua bor-
rowers. Therefore, in general, retail credit
should be classified based on the following
criteria:

1. Open- and closed-end retail loans past due
90 cumulative days from the contractual due
date should be classified substandard.

2. Closed-end retail loans that become past due
120 cumulative days and open-end retail
loans that become past due 180 cumulative
days from the contractual due date should be
classified loss and charged off.2 In lieu of

1. [For the Federal Reserve's depository institution classi-
fication guidelines, see section 2060.1, “Classification of
Credits,” in the Commercial Bank Examination Manual.]

2. For operational purposes, whenever a charge-off is nec-
essary under this policy, it should be taken no later than the
end of the month in which the applicable time period elapses.
Any full payment received after the 120- or 180-day charge-
off threshold, but before month-end charge-off, may be con-
sidered in determining whether the charge-off remains
appropriate.

OTS regulation 12 CFR 560.160(b) allows savings institu-
tions to establish adequate (specific) valuation allowances for
assets classified loss in lieu of charge-offs.

Open-end retail accounts that are placed on a fixed repay-
ment schedule should follow the charge-off time frame for
closed-end loans.
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charging off the entire loan balance, loans
with non—real estate collateral may be writ-
ten down to the value of the collateral, less
cost to sall, if repossession of collatera is
assured and in process.

. One- to four-family residential real estate

loans and home equity loans that are past due
90 days or more with loan-to-value ratios
greater than 60 percent should be classified
substandard. Properly secured residential real
estate loans with loan-to-value ratios equal to
or less than 60 percent are generally not
classified based solely on delinquency status.
Home equity loans to the same borrower at
the same ingtitution as the senior mortgage
loan with a combined loan-to-value ratio
equal to or less than 60 percent need not be
classified. However, home equity loans
where the institution does not hold the senior
mortgage, that are past due 90 days or more
should be classified substandard, even if the
loan-to-value ratio is equal to, or less than,
60 percent.

For open- and closed-end loans secured by
residential real estate, a current assessment
of value should be made no later than 180
days past due. Any outstanding loan balance
in excess of the value of the property, less
cost to sell, should be classified loss and
charged off.

. Loans in bankruptcy should be classified loss

and charged off within 60 days of receipt of
notification of filing from the bankruptcy
court or within the time frames specified in
this classification policy, whichever is
shorter, unless the institution can clearly
demonstrate and document that repayment is
likely to occur. Loans with collateral may be
written down to the value of the collateral,
less cost to sell. Any loan balance not
charged off should be classified substandard
until the borrower re-establishes the ability
and willingness to repay for a period of at
least six months.

. Fraudulent loans should be classified loss

and charged off no later than 90 days of
discovery or within the time frames adopted
in this classification policy, whichever is
shorter.

. Loans of deceased persons should be classi-

fied loss and charged off when the loss is
determined or within the time frames adopted
in this classification policy, whichever is
shorter.
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2241.0.1.1 Other Considerations for
Classification

If an ingtitution can clearly document that a
past-due loan is well secured and in the process
of collection, such that collection will occur
regardless of delinquency status, then the loan
need not be classified. A well-secured loan is
collateralized by a perfected security interest in,
or pledges of, real or persona property, includ-
ing securities with an estimable value, less cost
to sdll, sufficient to recover the recorded invest-
ment in the loan, as well as a reasonable return
on that amount. ““In the process of collection”
means that either a collection effort or legal
action is proceeding and is reasonably expected
to result in recovery of the loan balance or its
restoration to a current status, generally within
the next 90 days.

2241.0.1.2 Partial Payments on Open-
and Closed-End Credit

Institutions should use one of two methods to
recognize partial payments. A payment equiva
lent to 90 percent or more of the contractual
payment may be considered a full payment in
computing past-due status. Alternatively, the
institution may aggregate payments and give
credit for any partial payment received. For
example, if a regular installment payment is
$300 and the borrower makes payments of only
$150 per month for a six-month period, [the
institution could aggregate the payments
received ($150 x six payments, or $900). It
could then give credit for three full months
(%300 x three payments) and thus treat the loan
as] three full months past due. An institution
may use either or both methods in its portfolio,
but may not use both methods simultaneously
with asingle loan.

2241.0.1.3 Re-aging, Extensions,
Deferrals, Renewals, and Rewrites

Re-aging of open-end accounts, and extensions,
deferrals, renewals, and rewrites of closed-end
loans® can be used to help borrowers overcome

3. These terms are defined as follows. Re-age: Returning a
delinquent, open-end account to current status without collect-
ing (at the time of aging) the total amount of principal,
interest, and fees that are contractually due. Extension:
Extending monthly payments on a closed-end loan and rolling
back the maturity by the number of months extended. The
account is shown current upon granting the extension. If
extension fees are assessed, they should be collected at the

temporary financia difficulties, such as loss of
job, medical emergency, or change in family
circumstances like loss of a family member. A
permissive policy on re-agings, extensions,
deferrals, renewals, or rewrites can cloud the
true performance and delinquency status of the
portfolio. However, prudent use is acceptable
when it is based on a renewed willingness and
ability to repay the loan, and when it is struc-
tured and controlled in accordance with sound
internal policies.

Management should ensure that comprehen-
sive and effective risk management and internal
controls are established and maintained so that
re-ages, extensions, deferrals, renewals, and
rewrites can be adequately controlled and moni-
tored by management and verified by examin-
ers. The decision to re-age, extend, defer, renew,
or rewrite aloan, like any other modification of
contractual terms, should be supported in the
institution’s management information systems.
Adequate management information systems
usually identify and document any loan that is
re-aged, extended, deferred, renewed, or rewrit-
ten, including the number of times such action
has been taken. Documentation normally shows
that the institution’s personnel communicated
with the borrower, the borrower agreed to pay
the loan in full, and the borrower has the ability
to repay the loan. To be effective, management
information systems should also monitor and
track the volume and performance of loans that
have been re-aged, extended, deferred, renewed,
or rewritten and/or placed in aworkout program.

2241.0.1.4 Open-End Accounts

Institutions that re-age open-end accounts
should establish a reasonable written policy and
adhere to it. To be considered for re-aging, an
account should exhibit the following:

1. The borrower has demonstrated a renewed
willingness and ability to repay the loan.

time of the extension and not added to the balance of the loan.
Deferral: Deferring a contractually due payment on a closed-
end loan without affecting the other terms, including maturity,
(or the due date for subsequently scheduled payments,) of the
loan. The account is shown current upon granting the deferral.
Renewal: Underwriting a matured, closed-end loan generally
at its outstanding principal amount and on similar terms.
Rewrite: Underwriting an existing loan by significantly chang-
ing itsterms, including payment amounts, interest rates, amor-
tization schedules, or its final maturity.

December 2000
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2. The account has existed for at least nine
months.

3. The borrower has made at least three con-
secutive minimum monthly payments or the
equivalent cumulative amount. Funds may
not be advanced by the ingtitution for this
purpose.

Open-end accounts should not be re-aged
more than once within any twelve-month period
and no more than twice within any five-year
period. Institutions may adopt a more conserva-
tive re-aging standard; for example, some insti-
tutions allow only one re-aging in the lifetime of
an open-end account. Additionally, an over-
limit account may be re-aged at its outstanding
balance (including the over-limit balance, inter-
est, and fees), provided that no new credit is
extended to the borrower until the balance falls
below the predelinquency credit limit.

Ingtitutions may re-age an account after it
enters a workout program, including internal
and third-party debt-counseling services, but
only after receipt of at least three consecutive
minimum monthly payments or the equivalent
cumulative amount, as agreed upon under the
workout or debt-management  program.
Re-aging for workout purposes is limited to
once in a five-year period and is in addition to
the once-in-twelve-months/twice-in-five-years
limitation described above. To be effective,
management information systems should track
the principal reductions and charge-off history
of loans in workout programs by type of
program.

2241.0.1.5 Closed-End Loans

Ingtitutions should adopt and adhere to explicit
standards that control the use of extensions,
deferrals, renewals, and rewrites of closed-end
loans. The standards should exhibit the
following:

1. The borrower should show a renewed will-
ingness and ability to repay the loan.

2. The standards should limit the number and
frequency of extensions, deferrals, renewals,
and rewrites.

3. Additional advances to finance unpaid inter-
est and fees should be prohibited.
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Management should ensure that comprehen-
sive and effective risk management, reporting,
and internal controls are established and main-
tained to support the collection process and to
ensure timely recognition of losses. To be effec-
tive, management information systems should
track the subsequent principal reductions and
charge-off history of loans that have been
granted an extension, deferral, renewal, or
rewrite.

2241.0.1.6 Examination Considerations

Examiners should ensure that institutions adhere
to this policy. Nevertheless, there may be
instances that warrant exceptions to the general
classification policy. Loans need not be classi-
fied if the institution can document clearly that
repayment will occur irrespective of delin-
quency status. Examples might include loans
well secured by marketable collateral and in the
process of collection, loans for which claims are
filed against solvent estates, and |oans supported
by valid insurance claims.

The Uniform Retail-Credit Classification and
Account-Management Policy does not preclude
examiners from classifying individual retail-
credit loans that exhibit signs of credit weakness
regardless of delinquency status. Similarly, an
examiner may also classify retail portfolios, or
segments thereof, where underwriting standards
are weak and present unreasonable credit risk,
and may criticize account-management prac-
tices that are deficient.

In addition to reviewing loan classifications,
the examiner should ensure that the institution’s
allowance for loan and lease losses provides
adequate coverage for probable losses inherent
in the portfolio. Sound risk- and account-
management systems, including a prudent retail-
credit lending policy, measures to ensure and
monitor adherence to stated policy, and detailed
operating procedures, should also be imple-
mented. Internal controls should be in place to
ensure that the policy is followed. Institutions
that lack sound policies or fail to implement or
effectively adhere to established policies will be
subject to criticism.

Issued by the Federal Financial Institutions
Examination Council on June 6, 2000.



Domestic and Other Reports to Be Submitted
to the Federal Reserve Section 2250

In carrying out its regulatory and supervisorytory report, or who cause the failure to file or a

responsibilities, the Board requires the submidate filing of a required regulatory report, may

sion of various reports from bank holding com-be assessed a civil money penalty of up t

panies. These reports are an integral part of tH25,000 per day.

Board’s supervision, monitoring, and surveil-

lance functions. Information from these reports

is used to evaluate the performance of banR250.0.2 APPROVAL OF DIRECTORS

holding companies, appraise their financial conAND SENIOR OFFICERS OF

dition, and determine their compliance withDEPOSITORY INSTITUTIONS

applicable laws and regulations. The examiner

must review the reports (submitted to the FedThe Federal Deposit Insurance Act (12 U.S.C

eral Reserve System) for accuracy and timelil811) was amended to require each insure

ness and insist on their being amended if matadepository institution and depository institution

rial errors are found. If inaccurate data areéholding company to give 30 days’ prior notifica-

submitted, the resulting ratios could conceation to the federal banking authority of (1) the

deteriorating trends in the company’s financiaproposed addition of any individual to its board

condition and performance. Bank holding com-of directors or (2) the employment of any indi-

panies should maintain sufficient internal sysvidual as a senior executive officer. This require

tems and procedures to ensure that reporting ient applies to the following institutions:

accomplished according to appropriate regula-

tory requirements. Clear, concise, and orderly. institutions that have been chartered less the

workpapers should support the data presented two years

and provide a logical tie between report dat@. institutions that have undergone a change i

and the financial records. For detailed current control within the preceding two years

information on who must submit reports and3. institutions that are in a troubled condition or

what the reporting requirements are, see whose capital is below minimum standards

the Board's public site on the Internet at the

following address: www.federalreserve.gov/The agencies have the authority to issue a notic

boarddocs/reportforms. of disapproval to stop the appointment or
employment of an individual if they feel that
appointing or employing the person would not

2250.0.1 PENALTIES FOR ERRORS IN be in the interests of the public, taking into

REPORTS account that individual's competence, experi
ence, character, and integrity.

Section 8 of the Bank Holding Company Act

(the act) was amended to provide for the assess-

ment of civil money penalties for the submis-2250.0.3 INSPECTION OBJECTIVES

sion of late, false, or misleading reports filed by

bank holding companies that are required by thé. To determine that required reports are bein

act and Regulation Y and for the failure to file filed on time.

the required regulatory reports. Financial institu2. To determine that the contents of reports ar

tions that have adequate procedures to avoid accurate and complete.

any inadvertent errors but that unintentionally3. To recommend corrective and, if needed, for

submit incorrect information or are minimally  mal enforcement action when official report-

late in publishing or transmitting the reports can ing practices, policies, or procedures are

be fined up to $2,000 per day. The financial deficient.

institution has the burden of proving that the

error was inadvertent. If the error was not inad-

vertent, a penalty of up to $20,000 per day ca2250.0.4 INSPECTION PROCEDURES

be assessed. If the submission was done in a

knowing manner or with reckless disregard forl. A bank holding company’s historical record

the law, a fine of up to $1 million or 1 percentof ~ concerning the timely submission of reports

the institution’s assets can be assessed for eachshould be ascertained by reviewing relevan

day of the violation. Institution-affiliated parties

who participate in any manner in the filing of anBHC Supervision Manual June 1999

institution’s false or misleading required regula- Page 1
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Reserve Bank files. The examiner should.
determine, from documentation in the files,
which reports should have been filed because
of the passage of time or the occurrence of an
event. If a report is delinquent, the bank
holding company should be instructed to pre-
pare and submit the report expeditiously.

2. Copies of regulatory reports filed since the
prior inspection should be reviewed and
compared with company records on a ran-
dom, line-by-line basis, using a significance
test. In some cases, the review will necessaf*-
ily extend to supporting schedules and work-
papers that substantiate the data reflected in
the reports. If the initial reports reviewed are
found to be substantially correct, then the
scope of subsequent reviews may be cur-
tailed. If the reports are found to be incorrect,
the overall review procedures should be
intensified. When an error or misstatement is
considered significant, the matter should be
brought to management’s attention and the
bank holding company should be required to
submit adjusted data. Improper methods us
in preparing reports should be called to man-
agement’s attention. The examiner should
explain all changes carefully and assist bank
holding company personnel in whatever way
possible to ensure proper reporting in future
reports.
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At the conclusion of the review process, the
examiner should discuss the following with
management, when applicable:

a. inaccuracies found in reports and the need
for submission of amended pages or
reports

b. violations of law, rulings, or regulations

c. recommended corrective action when
policies or procedures have contributed to
deficiencies noted in the reports or the
untimely submission of report(s)

Details concerning the late or inaccurate

preparation of reports should be listed in the

inspection report on the Other Supervisory

Issues report page. If the matter is considered

significant, it should be noted on the Examin-

er's Comments and Matters Requiring Spe-
cial Board Attention report page, as well.

When the exceptions are considered minor

and have been discussed with management

and corrected, it will suffice to state this on
the Other Supervisory Issues workpaper sup-
porting page.

&2t When it is determined that false, misleading,

or inaccurate information is contained in
financial statements or reports, consider
whether formal enforcement action is needed
to ensure that the offending bank holding
company, financial institution, or other entity
under the holding company structure will
correct the statements and reports.
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2250.0.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Lawd Regulationg Interpretations® Orders

Submission of reports concerningl844(c)
compliance with the act, or
regulations or orders under it

Annual reports 1844(c) 225.5(b)
Report on intercompany 1844(c) 225.5(b)
transactions

Reports emanating from 1844(c) 225.5(b)
inspection report

recommendations

Reports emanating from cease- 1818(b), (c)
and-desist orders

Civil money penalties for errors 324
on bank call and BHC Reports 1847

1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviederence.
2. 12 C.F.R., unless specifically stated otherwise.

BHC Supervision Manual June 1999
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Venture Capital
Section 2260.0

2260.0.1 INTRODUCTION those next in generation to existing ones, the
have a wide market appeal and the potential fo
Venture capital activities are usually conductedtrong growth. Such products are preferre
through one or more of the following types ofbecause of their shorter development time an
entities: Small Business Investment Companiegossible faster realization of profits. One of the
(SBIC); Minority Enterprise Small Businessways a venture capital company makes mone
Investment Companies (MESBIC); Non-is by purchasing the common stock of an emerg
licensed Venture Capital Companies; and Partng company and selling it when the company
nerships or Venture Capital Funds. SBIC's andhas grown and the stock has appreciated i
MESBIC's are licensed and regulated by thevalue. It also generates earnings by making cor
Small Business Administration (SBA); the othervertible preferred stock investments and by
types are not. Both SBIC’s and MESBIC’s arelending money in the form of subordinated de-
limited by regulation to investing in and lending bentures and term loans. Usually lending agree
to small businesses; whereas, non-licensed vements contain provisions which enable a ven
ture capital companies and partnerships haverre capital company to acquire shares o
greater latitude. The activities of MESBIC’sincrease existing holdings through the exercis
(section 103d companies) are specifically limof warrants or stock options at a later date
ited to small firms owned by socially or eco-Although in most cases some equity interest i
nomically disadvantaged persons. Most bankisken, venture capital companies, generally, d
and bank holding companies engage in ventuneot acquire a controlling interest in a busines:
capital activities through an SBIC because of itshey finance.
broad ability to take equity positions in other Once financing commences, venture capite
companies. SBIC’s are permitted to own up taompanies typically take an active role in the
49.9 percent of the voting shares of a companynanagement of the companies. They usuall
By contrast, a non-licensed venture capital conreceive representation on the company’s boar
pany that is a subsidiary of a bank holdingof directors, which enables them to review bud:
company may not own more than 4.9 percent ojets and assist in structuring the company’
the voting shares of a business. To escape frolong-range strategic plan. Guiding a compan!
this limitation some bank holding companiesthrough its developing stages is considere
have formed partnerships or venture capitaéssential for the achievement of equity apprecie
funds. However, a bank holding company cartion and realization of the high returns sough
only participate as a limited partner with anby venture capital companies.
ownership interest not to exceed 24.9 percent.
Limited partnerships are preferred by those bank
holding companies who do not possess th2260.0.2 LOANS AND INVESTMENTS
expertise for this type of activity but seek the
potential opportunity for high returns. Investments and lending philosophy may differ
Through the use of private capital and, inamong venture capital companies. Some choo:
some cases, borrowed money, venture capittd be equity-oriented; that is, they look for
companies invest in and lend to new and growhigher returns on investments through capita
ing business enterprises. They prefer to invest iappreciation, while others favor lending in the
and lend to companies that exhibit strong manform of loans or convertible debt securities
agement talent and clearly defined strategiesvhich provide cash flow to fund operations anc
Many of the companies are yet unknown to theservice debt. However, most companies will
public. Their products either have been introstrive for a diversified portfolio in terms of the
duced to the market or are due to arrive in théype of investment and industry mix. The range
next few years. Venture capital companies dof financing possibilities associated with lend-
not favor pioneering research. Instead, they arieg and/or investing is as follows:
interested in financing innovative products, i.e.,

BHC Supervision Manual December 1992
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First Step Financing Funds needed for seed capital to help develop an idea.

Start-up Financing Funds needed to cover the cost of preparing a business plan,
conducting market studies and opening a business.

First Stage Financing Funds needed to start manufacturing and selling the product(s).

Second Stage Financing Funds needed for working capital to expand production and build

inventories. Company is operating but not yet profitable.

Third Stage Financing Funds needed to improve the product, build working capital and
expand marketing and production facilities. At this point, the com-
pany should be generating a profit.

Fourth Stage Financing Additional working capital funds needed prior to initial public
offering which may be as much as a year later.

In addition to the above, venture capital com2260.0.3 FUNDING
panies will consider financing leveraged buy-

outs and turnaround situations. A venture capital company may use private
The degree of risk assumed varies accordingapital, leverage, or a combination of both to
to the stage of financing, i.e., lower stages corfynq its portfolio of loans and investments. Ven-
tain greater risk because of the requirement fof,re capital companies obtain private capital
longer-term investment discipline than highefrom their parent organization, either banks or
stages. Investments in start-up companies tyPank holding companies. Generally, private cap-
cally take five to seven years or more o matur€y| js ysed to fund high-risk, lower-stage invest-
Because of the high risk involved, most bankinents, although some companies may diversify
affiliated venture capital companies will avoidheir portfolio and deploy a portion of capital in
the earlier or lower stages of financing. Newlyjgans, debentures and preferred stock. Leverage
established venture capital companies and esperay pe derived from internal and external bor-
cially those that use leverage tend to focus Ofyyings. SBIC's that are banking subsidiaries
the intermediate and latter stages of flnanclng“ay receive funding in the form of loans from
These stages are represented primarily byeir parent bank. For those companies that are a
debenture financing, preferred stock invests,psidiary of a bank holding company, internal
ments, and straight term loans. In structuring funding may be provided by the bank holding
portfolio, a venture capitalist should considercompany from internal cash flow or its external
both liquidity and capital protection. The 'dea|borrowing sources. A bank holding company
financing mix might entail a limited amount of might borrow from its available bank lines or
money invested in common stock with thesher horrowing sources to fund venture capital
remainder distributed between debenture%peraﬂons_ There is, however, one exception;
loans, and preferred stock. These instrumentgt is the use of commercial paper proceeds to
will provide income to cover operating expensesyng venture capital investments and loans does
and service debt as well as give some protectigiot appear to qualify under the exemptive provi-
should the business start to decline. Limitedjong of section 3(a)(3) of the Securities Act of
holdings of common stock give the companyjg33. SBIC’s and MESBIC's can obtain exter-
the opportunity to enhance earnings througRg financing from the U.S. government and the
capital gains without adversely effecting cashyjyate sector, while, non-licensed venture capi-
flow. Regardless of the type of financingig| companies are limited to only private sources
offered, the ability to exist from an investmentsq their external financing. Under current SBA
or loan through either the issuance of pUbl'_‘%eguIations, an SBIC can borrow up to $35 mil-
stock or a cash buyout by a larger company ifon from the federal financing bank with no

the goal of a venture capital company. limit as to the aggregate amount of private debi.
Because of the investment restrictions on
BHC Supervision Manual December 1992 MESBIC’s, the SBA allows them to incur
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borrow up to four times their capital base andncludes a separate category for net unrealize
issue preferred stock to the SBA up to two timesippreciation (depreciation) on equity interests
their capital base. MESBIC's also have no limitNet unrealized appreciation (depreciation) or
on the aggregate amount of private debt. Alequity interests represents the gross amoul
government borrowings ings are through theeported under loans and investments less &
federal financing bank and carry the guaranteappropriate provision for taxes. Since unreal
of the SBA. Such borrowings are classified aszed appreciation (depreciation) on equity inter-
senior debt. ests represents future profits (losses) they a
measured separately in the equity account rath
than in earnings.
2260.0.4 PROFITABILITY There are no industry norms with which to
measure capital adequacy. What is known, how
Earnings of venture capital companies can flucever, is that the SBA requires a minimum capita
tuate widely depending on the nature of theiinvestment of $1,000,000 to establish an SBIC
activities. Those companies that blend theiMoreover, regulations governing SBIC’s limit
portfolios with loans, debentures and preferrethe dollar amount of investments and/or loans
stock investments tend to be more predictabla single customer to 20 percent of an SBIC’s
and less erratic in earnings performance thacapital base. Although banks are limited by
companies that are strictly equity-oriented. Thatatute to a maximum capital investment in ar
difference being that loans, debentures and pr&BIC of 4.9 percent of their primary capital,
ferred stock provide income to cover operatingtatistics show that SBIC’s have substantially
expenses and debt service requirements, whiless than this limit. By contrast, there are nc
common stock investments may not yield posirestrictions as to the amount of capital that ¢
tive returns for several years. Portfolio diversifi-bank holding company may invest in a nonbanl
cation tends to smooth out earnings, althoughffiliated venture capital company. Dependenc
the potential for major fluctuations in earningson capital to fund portfolio loans and invest-
exists in the future should capital gains be realments seems to be preferred as the cost ¢
ized on equity investments. In measuring earrleverage, at present, cannot provide meaningfi
ings performance, one should consider the conspreads. It can be assumed that the larger tt
bination of net realized earnings (net investmentapital position the higher the dollar amount
income plus net realized gains (losses) on sakevailable for investing and/or lending to a single
of investments) and net unrealized appreciatiooustomer.
or depreciation on investment holdings found in Sustained profitability and satisfactory asse
the capital structure of the balance sheet. It iguality are required to maintain financial sound-
not uncommon to see aggregate returns on capiess and capital adequacy. The SBA will con
tal reach 50 sider an SBIC's capital as impaired if net unreal
or more. Typically, returns of this magnitudeized depreciation and/or operating losses equ
are influenced by either large gains realized 0oB0 percent or more of its capital base. It woulc
the sale of investments or a substantial amoulseem appropriate to use this guideline for mee
of unrealized appreciation on investments helduring the adequacy of capital of non-licensec
or a combination of both. Appreciation or depreventure capital companies that are affiliated witt
ciation in portfolio investments representsa bank holding company.
potential realized gains or losses and, therefore,
should be considered in evaluating the compa-
ny’s earnings performance. Specifically, thex2o60.0.6 INSPECTION OBJECTIVES
change in year-to-year net unrealized apprecia-
tion or depreciation is a factor that should be 1 To determine whether the company is
considered in analyzing results. When measugperating within the scope of its approved activ
ing the company’s contribution to consolidatedties and within the provisions of the Act and
earnings, net unrealized appreciation or depreckRegulation Y.
ation should be ignored. 2. To determine whether transactions with
affiliates, especially banks, are in accordanc
with applicable statutes and regulations.
2260.0.5 CAPITALIZATION 3. To determine the quality of the asset port
folios and whether the allowance for losses i
In addition to the usual equity components of
capital stock, surplus and retained earnings, th®HC Supervision Manual December 1992
capital structure of a venture capital company Page 3
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adequate in relation to portfolio risk and 4. Latest director's valuation of loans and
whether the nonaccrual policy is appropriate. investments and results of latest internal loan or

4. To determine the viability of the companycredit review;
as a going concern, and whether its affiliate 5. Copies of the most recent internal and
status represents a potential or actual adversaternal audit reports;
influence upon the parent holding company and 6. Trial balance of all loans and investments,
its affiliated bank and nonbank subsidiaries anthdicating the percent ownership of a company
the condition of the consolidated corporation. involving an equity interest;

5. To determine whether the company has 7. Listing of loans, debentures and preferred
formal written policies and procedures relatingstock on which scheduled payments are in ar-
to lending and investing. rears 30 days or more or on which payments are

6. To determine if such policies and proce-otherwise not being made according to original
dures are adequate and that management texms;
operating in conformance with the established 8. Details of internal and external borrowing

policies. arrangements; and
7. To assess management’s ability to operate 9. Any agreements, guarantees or pledges be-
the company in a safe and sound manner. tween the subsidiary and its parent holding com-

8. To suggest corrective action when poli-pany or affiliates.
cies, practices or procedures are deficient, or After reviewing the above information, a
when asset quality is weak, or when violationglecision whether or not to conduct an on-site
of laws or regulations have been noted. inspection must be made. Some of the determi-
nants of this decision would include: relative
size; current level and trend of earnings; asset
quality as indicated in the director’s valuation of
2260.0.7 INSPECTION PROCEDURES loans and investments; and the condition of the
2260.0.7.1 Pre-Inspection company when last inspected. From the infor-
mation provided, it might be determined that the

All SBIC’s and MESBIC's are subject to com- company is operating properly and is in sound
prehensive regulations and annual examinatiofg®ndition. In such a case, an on-site inspection
administered by the SBA. Therefore, it is notMay not be warranted. Conversely, a deteriorat-
necessary to conduct a full scope inspection dfg condition might be detected which would
these subsidiaries. The bank holding compan{/arrant a visit even though a satisfactory condi-
inspection should focus on the quality of assetdlon had been determined during the previous
as disclosed in the annual director’s valuatiosspection. All non-licensed venture capital
and financial statements submitted to the SBAOMpanies should be inspected on-site at least
on an annual basis, transactions with affiliate§Nce every three years.
and an overall financial evaluation.
The decision whether the operations of a ) .
non-licensed venture capital company will be2260.0.7.2 On-Site Inspection
inspected “on-site” is based on the availability .
and adequacy of data from either the parerlf the decision was made to conduct an “on-
holding company or that which is obtained uporfite” inspection of the subsidiary, the examiner
request from the subsidiary. The followingshould expand the scope of the review to include
information should be obtained and thoroughlyhese additional procedures: _
reviewed prior to making a decision to go “on- 1. Hold a brief meeting with the chief execu-
site™ tive officer of the company to establish contact
1. Minutes of the board and executive comand present a brief indication of the scope of the
mittee meetings since inception of company ofnspection; )
the date of the previous inspection; 2. Review the company’s policy statements
2. Comparative interim and fiscal financialfor loans, investments, nonaccruals, and charge-
statements containing value accounting adjusffs; _ _ .
ments, including the year-end filing with the 3. Review the latest internal review by the
SBA; company'’s directors or the loan review depart-
3. Listing of contingent liabilities, including ment of the bank affiliate or bank holding
any pending material litigation; company;
4. Conduct an independent review of the
BHC Supervision Manual December 1992 portfolio;
Page 4 a. Establish the minimum dollar of loans
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and investments to be reviewed to achieve at 7. Compare company’s general ledger with

least 70 percent coverage of the portfolio; statements prepared for the latest FR Y—6;
b. Review loans and investments in sam- 8. Review the quality and liquidity of other
ple, giving consideration to the following: investment holdings;

9. Review and classify, if necessary, asset
. NORe Sl e acquired in liquidation of a customer’s busines:
. E:gghactil(lg)y SQ?AZCE?Qgﬁce d by custome?ue to d'efault.. Determine compliance of divesti-

and their market acceptance: ure period with section 4(c)(2) of The Bank
» Business plan; ’ Holl((i)ln%Co‘mpatrllqy Act; df .
» Extent of relationship with customer; . Review he manner and lfrequency Ir
« Funding sources; and \F/)v:rlggt ﬁg%ﬁ:‘déaggmnsgﬂsgement reports to th
* Ultimate source of repayment. 11. Follow-up on matters criticized in the

c. Discuss the more serious problem loanmost recent audit reports and the previou:
and investments with management; inspection report on the subsidiary; and

d. Classify, if necessary, those loans and 12. Assess the expertise of subsidiary mar
investments that exhibit serious weaknessemgement and awareness of subsidiary directors
where collectibility is problematical or worse.

Lower classification criteria must accompany

these assets, which possess a higher degree2#60.0.7.3 Matters Warranting

credit risk than found in other types of nonbankRecommendation in Inspection Report
lending;

e. Determine the diversification of risk Deficiencies or concerns that warrant citation ir
within the portfolio, i.e., the mix of loans and the inspection report for the attention of man-
investments and the type of industries financedagement are:

f. Review the adequacy of the allowance 1. Lack of policies and/or controls in the
for loan losses and determine the reasonablendssiding and investing functions;
of the amount of unrealized appreciation or de- 2. Improper diversification of risk in the loan
preciation reported on the balance sheet in corand investment portfolio;
junction with the asset evaluation; and 3. Adverse tie-in arrangements with the affil-

g. Determine whether the board of direc-ate bank(s):
tors or parent holding company has established 4. Lack of management expertise;
credit limits for the maximum amount of loans 5. Impairment of capital as a result of operat-
and investments to be extended to a single cusig losses or high unrealized depreciation or
tomer. Verify adherence to the limits. equity interests or a combination of both; and

5. Review equity investments for compliance 6. Lack of adequate reporting procedures t
with the 4.9 percent maximum limitation to anyparent holding company management.
one customer;

6. Verify office locations and activities with
system approvals;

» Latest balance sheet and income data;

BHC Supervision Manual December 1992
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2260.0.8 LAWS, REGULATIONS, INTERPRETATIONS AND ORDERS

Subject Laws$ Regulationd Interpretations® Orders
Acquisition of SBIC by a 1843(c)(8) 225.111 4-173
bank holding company 1843(c)(5) 4-175

4-174
Limitations of an SBIC's 13 C.F.R. 107.901(a)
control over business
enterprises
Criteria for various types of 13 C.F.R.121.3-10
business investments of an 13 C.F.R.121.3-11
SBIC
Acquisition of a non-licensed1843(c)(8) 225.112

venture capital company by a
bank holding company

Formation of joint ventures 1843(c)(6)
(limited partnerships) for

purpose of conducting

venture capital activities

Limitation on equity interests1843(c)(6)
of a non-licensed venture

capital company affiliated

with a bank holding company

Loans to affiliates— 371c
Section 23A of FR Act

Restrictions on 371c
transactions with affiliates

Acquisition of shares 1843(c)(2)
acquired DPC

Acquisition of assets 1843(c)(2) 225.132 4-175.1
acquired DPC

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

BHC Supervision Manual December 1992
Page 6



Venture Capital

2260.0

2260.0.9 APPENDIX 1—VENTURE CAPITAL COMPANY SAMPLE BALANCE

SHEET
December 31, 19XX
ASSETS
Cash XXXX
Money Market investments XXXX
Loans and investments XXXX
Loans XXXX
Debt securities XXXX
Equity interests XXXX
Total loans and investments XXXX
Less: Allowance for losses on loans and investments XXXX
Plus: Unrealized appreciation (depreciation) on equity interests XXXX
Net loans and investments XXXX
Interest and dividends receivable XXXX
Assets acquired in liquidation of loans and investments XXXX
Other assets XXXX
Total assets XXXX
LIABILITIES
Notes payable—affiliates XXXX
Notes payable—others XXXX
Accrued taxes payable XXXX
Deferred tax credits XXXX
Other liabilities XXXX
Total liabilities XXXX
STOCKHOLDER'S EQUITY
Common stock (par value XXX) XXXX
Surplus XXXX
Retained earnings XXXX
Net unrealized appreciation (depreciation) of equity interests XXXX
Total stockholder’s equity XXXX
Total liabilities and stockholder’s equity XXXX

BHC Supervision Manual

December 1992
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2260.0.10 APPENDIX 2—VENTURE CAPITAL COMPANY—SAMPLE INCOME

STATEMENT

For Fiscal Year Ended
December 31, 19XX

INTEREST INCOME

Interest on loans and debt securities XXX
Dividends on equity interests XXX
Interest on money market investments XXX
Total interest income XXX
INTEREST EXPENSE
Interest on notes payable to affiliates XXX
Interest on notes payable to others XXX
Total interest expense XXX
NET INTEREST INCOME XXX
PROVISION FOR LOAN LOSSES XXX
Net interest after provision for loan losses XXX
OTHER REVENUE
Income from assets acquired in liquidation of loans and investments XXX
Management Fees XXX
Total other revenue XXX
Net interest and other revenue XXX
NONINTEREST EXPENSE
Salaries and benefits XXX
Management and service fees XXX
Other expenses XXX
Total noninterest expense XXX
Income before taxes XXX
Applicable taxes XXX
Net investment income XXX
Realized gain (loss) on sale of securities, net of tax XXX
Net income XXX
BHC Supervision Manual December 1992
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Supervision of Savings and Loan Holding Companies

Section 2500.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective January 2016, this section is revised to
delete a reference to SR letter 02-1, “Revisions
to Bank Holding Company Supervision Proce-
dures for Organizations with Total Consolidated
Assets of $5 Billion or Less.” The letter is no
longer active. Effective July 2015, this section
was also revised to include a reference to SR
letter 14-9, "Incorporation of Federal Reserve
Policies into the Savings and Loan Holding
Company Supervision Program,” which pro-
vides a listing of supervisory guidance docu-
ments (SR letters) that were issued prior to July
21, 2011. The Federal Reserve has determined
that these SR letters are applicable to savings
and loan holding companies.

Title III of the Dodd-Frank Wall Street Reform
and Consumer Protection Act! (Dodd-Frank Act)
transferred to the Board of Governors of the
Federal Reserve System (Board) the supervisory
functions of the Office of Thrift Supervision
(OTS) related to savings and loan holding
companies (SLHCs) and their nondepository
subsidiaries beginning on July 21, 2011. The
Dodd-Frank Act also provides that all regula-
tions, guidelines, and other advisory materials
issued by the OTS on or before the transfer date
with respect to SLHCs and their nondepository
subsidiaries will be enforceable until modified,
terminated, set aside, or superseded by the Board.

The Board intends, to the greatest extent
possible, taking into account any unique
characteristics of SLHCs and the requirements of
the Home Owner’s Loan Act (HOLA), to assess
the condition, performance, and activities of
SLHCs on a consolidated basis in a manner that
is consistent with the Board’s established
risk-based approach regarding bank holding
company (BHC) supervision. As with BHCs, the
Board’s supervisory objective will be to ensure
that an SLHC and its nondepository subsidiaries
are effectively supervised and can serve as a
source of strength for, and do not threaten the
soundness of, its subsidiary depository institu-
tion(s). The frequency and scope of supervisory
activities for holding companies is discussed in
detail in section 5000 of this manual.

The Board understands that it will take time
to acquaint SLHCs with the Board’s supervi-
sory policies and approach. To help facilitate

1. Pub. L. 111-203, July 21, 2010; 124 Stat. 1376. See
Section 312, Powers and Duties Transferred.

this transition, examiners will be using the first
supervisory cycle? to inform SLHCs how their
operations compare to the Board’s supervisory
expectations and assign indicative ratings. For
specific information about the supervisory
approach during the first supervisory cycle for
holding companies of varying size and complex-
ity, see attachments A and B to SR-11-11,
“Supervision of Savings and Loan Holding
Companies (SLHCs).” Once the indicative rat-
ing has been assigned, the SLHCs will be super-
vised and assigned ratings consistent with the
BHC supervisory program and cycle.

Federal Reserve supervisory staff should
assess whether an SLHC conducts its operations
in a safe and sound manner and in compliance
with applicable laws and regulations. Staff
should also determine whether an SLHC, its
subsidiary depository institution(s), and nonde-
pository subsidiaries are in compliance with any
enforcement actions, applications commitments,
or other supervisory directives (including cita-
tions in previous examinations or inspections).
If Federal Reserve supervisory staff concludes
that an SLHC is not conducting its operations in
a safe and sound manner; is in violation of
applicable law or regulations; or is not comply-
ing with any outstanding enforcement action,
commitment, or supervisory directive, or if the
primary regulator of a subsidiary savings asso-
ciation has determined that it is not in satisfac-
tory condition, appropriate action should be
taken against the SLHC, including possible for-
mal or informal enforcement actions.

When communicating inspection findings,
examiners should use standard Federal Reserve
terminology to differentiate among matters
requiring immediate attention (MRIAs) and
matters requiring attention (MRAs).> Examiners
should discuss with management those practices
that are not consistent with the safety-and-
soundness principles. When MRIAs and/or
MRASs have been identified and communicated
to the SLHC in a report of inspection, examiners
should work with the SLHC to establish a plan
and appropriate timetable for SLHC manage-
ment to address these matters within a reason-

2. The first supervisory cycle for an SLHC is the period of
time between July 21, 2011, and the close of the first required
inspections.

3. See SR-13-13/CA-13-10, “Supervisory Considerations
for the Communication of Supervisory Findings” and its
attachment, and section 5000.0.9.3 of this manual.

January 2016
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2500.0

able period. In determining the appropriate time-
table for addressing deficiencies, examiners
should consider the nature, scope, complexity,
and risk of the deficiency. Supervision staff at
the Board will review MRIAs and MRAs peri-
odically to ensure appropriate prioritization and
consistent treatment across SLHCs.

2500.0.1 APPLICABLE LAW,
REGULATIONS, AND GUIDANCE

The main governing statute for SLHCs is
HOLA. Other statutes apply to both SLHCs and
BHC:s, such as the Change in Bank Control Act
and the Management Interlocks Act. On August
12, 2011, the Board issued an interim final rule
codifying all the rules that apply to SLHCs.*
Although the Board anticipates conforming
certain portions of the OTS rules to those

4. See 76 Fed. Reg. 56508, September 13, 2011. (See also
the Board’s press release issued on August 12, 2011.)

BHC Supervision Manual
Page 2

January 2016

currently found in the Board’s Regulation Y,
Regulation Y will not apply to SLHCs. Although
SLHCs are similar to BHCs, SLHCs are not
subject to the Bank Holding Company Act. In
particular, SLHCs may engage in a wider array
of activities than those permissible for BHCs and
may have concentrations in real estate lending
that are not typical for BHCs.

The Federal Reserve has identified supervi-
sory guidance documents (SR letters) that it
determined to be applicable to SLHCs. The
letters were issued prior to July 21, 2011 (the
date of transfer of supervision and regulation of
SLHCs from the former Office of Thrift Super-
vision (OTS) to the Federal Reserve Board).
Refer to SR-14-9, “Incorporation of Federal
Reserve Policies into the Savings and Loan
Holding Company Supervision Program,” and
its attached listing of the SR letters.
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