
Financial Holding Companies
(Section 4(k) of the BHC Act) Section 3900.0

The Gramm-Leach-Bliley Act (the GLB Act)
became effective on March 11, 2000. The GLB
Act authorized affiliations among banks, securi-
ties firms, insurance firms, and other financial
companies. To further this goal, the GLB Act
amended section 4 of the BHC Act to allow a
bank holding company (BHC) or foreign bank
that qualifies as a financial holding company
(FHC) to engage in a broad range of activities
that (1) the GLB Act defines as financial in
nature or incidental to a financial activity, or
(2) the Board, in consultation with the Secretary
of the Treasury, determines to be financial in
nature or incidental to a financial activity. Fur-
thermore, section 4 of the BHC Act authorizes
an FHC to engage in designated financial activi-
ties, including insurance and securities under-
writing and agency activities, merchant bank-
ing, and insurance company portfolio investment
activities.

The GLB Act includes conditions that must
be met for a BHC or a foreign bank to be
deemed a ‘‘financial holding company’’ and
engage in expanded activities. The GLB Act
also allows an FHC to seek Board approval to
engage in any activity that the Board determines
(1) is complementary to a financial activity and
(2) does not pose a substantial risk to the safety
and soundness of depository institutions or the
financial system generally. BHCs that do not
qualify as FHCs are limited to engaging in those
nonbanking activities that were permissible under
section 4(c)(8) of the BHC Act before enact-
ment of the GLB Act.

The GLB Act provides that, in most cases, an
FHC may engage in or acquire the shares of a
company that is engaged in financial activities
without obtaining prior approval from the Board.
An FHC is instead required to provide a post-
commencement notice to the Board within 30
days after commencing a financial activity or
acquiring a company. See section 4(k) of the
BHC Act. Prior approval from the Board is
required to acquire or engage in the activities of
a savings association.

3900.0.1 FHC SUPERVISORY
OVERSIGHT AUTHORITY

Under the GLB Act, the Federal Reserve has
supervisory oversight authority and responsibil-
ity for BHCs, including BHCs that operate as
FHCs. The GLB Act sets forth parameters for
operating relationships between the Federal
Reserve and other regulators. The statute differ-

entiates between the Federal Reserve’s relations
with (1) depository institution regulators and
(2) functional regulators, which include insur-
ance, securities, and commodities regulators.
There should be minimal, if any, noticeable
change in the well-established relationships
between the Federal Reserve as BHC (including
FHC) supervisor and the bank and thrift supervi-
sors (federal and state). The Federal Reserve’s
relationships with functional regulators will, in
practice, depend on the extent to which an FHC
is engaged in functionally regulated activities;
those relationships will also be influenced by
existing working arrangements.

The Federal Reserve’s supervisory oversight
role is that of an umbrella supervisor concentrat-
ing on a consolidated or group-wide analysis of
an organization. Umbrella supervision is not an
extension of more traditional bank-like supervi-
sion throughout an FHC. The FHC framework
is consistent with and incorporates principles
that are well established for BHCs. The FHC
supervisory policy focuses on addressing super-
visory practice for and relationships with FHCs,
particularly those that are engaged in securities
or insurance activities. See SR-00-13.

3900.0.2 ROLES OF SUPERVISORS

The Federal Reserve is responsible for the con-
solidated supervision of FHCs. In this regard,
the Federal Reserve will assess the holding com-
pany on a consolidated or group-wide basis with
the objective of ensuring that the holding com-
pany does not threaten the viability of its deposi-
tory institution subsidiaries. The manner in which
the Federal Reserve fulfills this role will likely
evolve along with the activities and structure of
FHCs, and it may differ depending on the mix
of banking, securities, and insurance activities
of an FHC.

Depository institution subsidiaries of FHCs
are supervised by their appropriate primary bank
or thrift supervisor (federal and state). The GLB
Act did not alter the role of the Federal Reserve,
as holding company supervisor, vis-a-vis the
primary supervisors of FHC-associated bank
and thrift subsidiaries. Traditionally, the Federal
Reserve has relied to the fullest extent possible
on those supervisors.

Nonbank (or nonthrift) subsidiaries engaged
in securities, commodities, or insurance activi-
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ties are supervised by their appropriate func-
tional regulators. Such functionally regulated
subsidiaries include a broker, dealer, investment
adviser, and investment company registered with
and regulated by the Securities and Exchange
Commission (SEC) (or, in the case of an invest-
ment adviser, registered with any state); an
insurance company or insurance agent subject to
supervision by a state insurance regulator; and a
nonbank subsidiary engaged in activities regu-
lated by the Commodity Futures Trading Com-
mission (CFTC).

3900.0.3 FHC SUPERVISION
OBJECTIVES

The Federal Reserve, as umbrella supervisor,
will seek to determine that FHCs are operated in
a safe and sound manner so that their financial
condition does not threaten the viability of affili-
ated depository institutions. Oversight of FHCs
(particularly those engaged in a broad range of
financial activities) at the consolidated level is
important because the risks associated with those
activities can cut across legal entities and busi-
ness lines. The purpose of FHC supervision is to
identify and evaluate, on a consolidated or group-
wide basis, the significant risks that exist in a
diversified holding company to assess how these
risks might affect the safety and soundness of
depository institution subsidiaries.

Accordingly, the Federal Reserve will focus
on the financial strength and stability of FHCs,
their consolidated risk-management processes,
and overall capital adequacy. The Federal Reserve
will review and assess the internal policies,
reports, and procedures and the effectiveness of
the FHC consolidated risk-management pro-
cess. The appropriate bank, thrift, or functional
regulator will continue to have primary respon-
sibility for evaluating risks, hedging, and risk
management at the legal-entity level for the
entity or entities that it supervises.

FHC supervision is not intended to impose
bank-like supervision on FHCs, nor is it intended
to duplicate or replace supervision by the pri-
mary bank, thrift, or functional regulators of
FHC subsidiaries. Rather, FHC supervision seeks
to protect the depository institution subsidiaries
of increasingly complex organizations with sig-
nificant interrelated activities and risks, while
not imposing an unduly duplicative or onerous
burden on the subsidiaries of the organization.

Effective financial holding company supervision
requires—

1. strong, cooperative relationships between the
Federal Reserve and primary bank, thrift,
and functional regulators and foreign super-
visors (these relationships respect the indi-
vidual statutory authorities and responsibili-
ties of the respective supervisors, but also
allow for enhanced information flows and
coordination so that individual responsibili-
ties can be carried out effectively without
creating duplication or excessive burden);

2. substantial reliance by the Federal Reserve
on reports filed with or prepared by bank,
thrift, and functional regulators, as well as on
publicly available information for both regu-
lated and nonregulated subsidiaries; and

3. continued reliance on the risk-focused super-
vision and examination process and on mar-
ket discipline.

3900.0.4 FHC SUPERVISION IN
PRACTICE

The supervisory activities of the Federal Reserve
fall into three broad categories: (1) information
gathering, assessments, and supervisory coop-
eration; (2) ongoing supervision; and (3) promo-
tion of sound practices and improved disclosure.

3900.0.4.1 Information Gathering,
Assessments, and Supervisory
Cooperation

To fulfill its GLB Act responsibilities, the Fed-
eral Reserve needs to interact closely and
exchange information with the primary bank,
thrift, and functional regulators. The Federal
Reserve will foster strong relationships with
senior management and the boards of directors
of FHCs, and have access to timely informa-
tion from FHCs. These relationships will need
to include heads of significant business lines
and key internal-audit, control, and risk-
management officials in order to understand
how risk-management and internal-control poli-
cies and procedures established at the consoli-
dated level are being implemented and assessed.
To achieve these objectives, Federal Reserve
supervisory staff will take the following actions:

1. Regularly assess an FHC’s centralized risk-
management and control processes. Such
assessments are necessary to understand an
organization’s overall risk profile, identify
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material contributions to core risks, and deter-
mine how such risks are being managed and
controlled on a consolidated basis.

2. Perform limited, targeted transaction testing.
The purpose of this transaction testing is to
verify that the risk-management systems of
the FHC are adequately and appropriately
measuring and managing areas of risk for the
organization, and to confirm that laws and
regulations applicable to the FHC and within
the jurisdiction of the Federal Reserve are
being observed.

3. Have periodic discussions with FHC senior
management and boards of directors. Such
discussions will enable the Federal Reserve
to build relationships with key personnel and
to understand changing activities and the
evolving risk profile of the consolidated
organization. Periodic discussions also will
provide a forum for supervisory staff to present
any findings or concerns related to the activi-
ties of the group as a whole or to business
lines that cut across legal entities.

4. Have periodic discussions with key person-
nel. Discussions will be held with the person-
nel responsible for corporate management
and control functions, such as heads of busi-
ness lines, risk management, internal audit,
and internal control.

When performing the above tasks, Federal
Reserve supervisory staff, to the extent possible,
will coordinate their actions with those of the
primary bank, thrift, and functional regulators of
the FHC’s subsidiaries. For example, to under-
stand the risks and risk-management systems of
an FHC at the consolidated level, the Federal
Reserve will need information concerning assets
or liabilities booked in significant bank, thrift,
and functionally regulated subsidiaries within
the FHC group. The primary bank, thrift, and
functional regulators of such subsidiaries also
may need information from the FHC to perform
their respective statutory mandates. To assist in
sharing needed information, Federal Reserve
supervisory staff should do the following:

1. Have periodic meetings with the primary
bank, thrift, and functional regulators of an
FHC’s subsidiaries. The purpose of these
meetings is to develop an understanding of
the risk profiles of the individual regulated
legal entities and their relation to the FHC’s
overall risk profile. These meetings also should
be used, when appropriate, to share informa-
tion regarding supervisory plans and to coor-
dinate supervisory activities and follow-up,
as needed.

2. Review the examination findings of primary
bank, thrift, and functional regulators (and
their self-regulatory organizations) together
with other relevant information. The purpose
of this review is to develop a consolidated
picture of the FHC’s financial condition and
risk profile, the effectiveness of risk-
management and internal-control policies,
and the implications for the affiliated deposi-
tory institutions.

3. Make available to primary bank, thrift, and
functional regulators, to the extent permis-
sible, pertinent information regarding the
FHC. Included is information on the finan-
cial condition, risk-management policies, and
operations of an FHC that may have a mate-
rial impact on individual regulated subsidi-
aries, as well as information concerning trans-
actions or relationships between the regulated
subsidiaries and other subsidiaries within the
FHC group. This process will assist supervi-
sors in performing their statutory and super-
visory responsibilities over regulated
subsidiaries.

4. Participate in the sharing of information
among international supervisors, consistent
with applicable law. The purpose of this
exchange is to ensure that an FHC’s global
activities are supervised on a consolidated
basis and to minimize material gaps in
supervision.

5. Review internal-audit and management
reports and publicly available information
(including market information on equity and
debt prices of the consolidated organiza-
tion), as well as reports and statistics col-
lected by other regulators, including regula-
tors of depository institution subsidiaries. To
limit regulatory burden, this information
should be obtained, to the fullest extent pos-
sible, from (1) the parent organization; (2) pri-
mary bank, thrift, and functional regulators
of the FHC’s regulated subsidiaries; and
(3) publicly available sources, such as exter-
nally audited financial statements.

3900.0.4.2 Ongoing Supervision

3900.0.4.2.1 FHC Structure,
Management, and the Applications
Process

The Federal Reserve is responsible for under-
standing the consolidated organization’s legal,
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organizational, and risk-management structure;
major business activities; and risk exposures
and risk-management systems. The Federal
Reserve needs to understand the nature and
degree of involvement of the board of directors
in overseeing their organization’s risk-
management and control process at the consoli-
dated group level. The Federal Reserve, when
considering any formal application, declaration,
or notification at the FHC level, will coordinate,
as appropriate, with primary bank, thrift, and
functional regulators.

3900.0.4.2.2 Reporting and Examination

The Federal Reserve will rely, to the fullest
extent possible, on reports that an FHC or its
subsidiaries are required to file with federal or
state authorities (or self-regulatory organiza-
tions) or on reports that are prepared by the
federal or state authorities. The Federal Reserve
will rely on routinely prepared management
reports, publicly reported information, and
externally audited financial statements. The Fed-
eral Reserve also will rely to the fullest extent
possible on the examination of an FHC’s bank
and nonbank subsidiaries by their appropriate
primary bank, thrift, and functional regulators
(and their self-regulatory organizations).

If supervisory staff requires a specialized
report from a functionally regulated subsidiary
of an FHC, staff will first request it from the
subsidiary’s appropriate functional regulator. In
the event that the report is not made available to
the Federal Reserve, supervisory staff may obtain
the report directly from the functionally regu-
lated subsidiary if it is necessary to assess—

1. a material risk to the FHC or any of its
depository institution subsidiaries;

2. compliance with any federal law that the
Federal Reserve has specific jurisdiction to
enforce against the FHC or a subsidiary; or

3. the FHC’s systems for monitoring and con-
trolling financial and operational risks that
may pose a safety-and-soundness threat to a
depository institution subsidiary.

The Federal Reserve may examine a function-
ally regulated subsidiary under certain circum-
stances. Before examining a functionally regu-
lated subsidiary, supervisory staff should first
seek to obtain the necessary information from
the appropriate functional regulator. If an exami-
nation is determined to be necessary, the Federal

Reserve should coordinate its actions with the
appropriate functional regulator. An examina-
tion may be conducted when the Federal Reserve
has reasonable cause to believe (or reasonably
determines) that—

1. the subsidiary is engaged in an activity that
poses a material risk to an affiliated deposi-
tory institution,

2. the examination is necessary to be adequately
informed about the FHC’s systems for moni-
toring and controlling the financial and
operational risks that may pose a safety-and-
soundness risk to a depository institution
subsidiary; or

3. the subsidiary is not in compliance with any
federal law that the Board has specific juris-
diction to enforce (and the Board cannot
determine compliance by examining the FHC
or its affiliated depository institutions).

The Federal Reserve, consistent with its cur-
rent practice, will continue relying to the fullest
extent possible on the work performed by bank,
thrift, and functional regulators to validate that
material risks are measured and managed
adequately at the regulated subsidiary level.
Where necessary and appropriate, and consis-
tent with (1) through (3) immediately above, the
Federal Reserve may conduct or participate in
reviews at banks, thrifts, or functionally regu-
lated subsidiaries to validate that risk-
management and internal-control policies estab-
lished at the consolidated level are being
implemented effectively.

For an FHC subsidiary that is not supervised
by a bank, thrift, or functional regulator, the
Federal Reserve will obtain information from
the subsidiary, as appropriate and necessary, to
assess the financial condition of the FHC as a
whole. In addition, the Federal Reserve will
conduct examinations of such subsidiaries, if
necessary, to be informed about (1) the nature of
the subsidiary’s operations and financial condi-
tion, (2) the subsidiary’s financial and opera-
tional risks that may pose a threat to the safety
and soundness of any depository institution sub-
sidiary of the FHC, and (3) the systems for
monitoring and controlling such risks. Under
the GLB Act, the Federal Reserve may not
examine any subsidiary of an FHC that is an
investment company registered with the SEC
and that is not itself a BHC.

3900.0.4.2.3 Capital Adequacy

The Federal Reserve is responsible for assessing
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consolidated capital adequacy for FHCs, with
the ultimate objective of protecting the insured
depository subsidiaries from the effects of dis-
ruptions in the nonbank portions of the organi-
zation. Capital adequacy will be assessed in
relation to the risk profile of the consolidated
organization. The Federal Reserve will review
the FHC’s internal risk assessment and related
capital-analysis process for determining the
adequacy of its overall capital position. Such a
review will include consideration of current and
future economic conditions, business-
development plans for the future, possible stress
scenarios, and internal risk-control and audit
procedures. As BHCs, FHCs are subject to the
FederalReserve’sholdingcompanycapitalguide-
lines, which set forth minimum capital ratios
that serve as tripwires for additional supervisory
scrutiny and corrective action. The Federal
Reserve will review these requirements as they
apply to FHCs and may, if warranted, adapt the
manner in which they apply to FHCs that engage
in a broad range of financial activities.

Although the Federal Reserve is responsible
for assessing the consolidated capital adequacy
of FHCs, the primary bank, thrift, or functional
regulators of FHC subsidiaries will continue to
set and enforce applicable capital requirements
for the regulated entities within their jurisdic-
tion. Under the GLB Act, the Federal Reserve
may not establish separate capital adequacy
requirements for an FHC subsidiary that is in
compliance with the capital requirements of its
functional regulator.

Consistent with current practice, the Federal
Reserve will continue to place significant reli-
ance on the primary bank, thrift, or functional
regulator’s analysis of the capital adequacy of a
regulated subsidiary. That analysis will be a
significant input in the Federal Reserve’s assess-
ment of an FHC’s consolidated capital adequacy,
especially when a securities broker-dealer or
insurance company is a predominant part of an
FHC.

Several issues become particularly important
when assessing the consolidated capital adequacy
of FHCs with functionally regulated subsidi-
aries. The capital adequacy requirements that
have been established for banking, securities,
and insurance entities by their respective regula-
tors reflect varying definitions of the elements
of capital and varying approaches to asset and
liability valuations. Yet techniques for assessing
capital adequacy must be able to identify situa-
tions such as double or multiple leverage or
double-gearing. In such cases, the actual capital
protection may be overstated.

3900.0.4.2.4 Intra-Group Exposures and
Concentrations

Intra-group exposures, including servicing
arrangements and risk concentrations, have the
potential to threaten the condition of regulated
entities. Intra-group exposures may be signifi-
cant at large, complex FHCs, especially those
that operate their businesses on global lines that
cut across legal entities within the firm. The
Federal Reserve’s focus in this area is the poten-
tial impact of intra-group exposures and concen-
trations on insured depository institution subsid-
iaries of an FHC.

Risk concentrations can take many forms,
including exposures to one or more counterpar-
ties or related entities, industry sectors, and geo-
graphic regions. For risk concentrations, the
holding company supervisor is uniquely posi-
tioned to understand the combinations of expo-
sures within an organization across all legal
entities. This understanding is critical at the
group level—risk concentrations that are pru-
dent on a legal-entity basis may aggregate to an
unsafe level for the consolidated organization.
The Federal Reserve will monitor intra-group
exposures and risk concentrations as follows:

1. The appropriate primary bank and thrift regu-
lators will continue to monitor and enforce
section 23A and 23B restrictions at the bank
or thrift level. The Federal Reserve will focus
on assessing whether the FHC monitors and
ensures compliance with these statutory
requirements. The Federal Reserve plans to
begin collecting data from each depository
institution subsidiary of BHCs, including
FHCs, on their covered transactions with
affiliates that are subject to sections 23A and
23B and will share that data with primary
bank and thrift regulators.

2. Functional regulators will continue to moni-
tor and enforce any intra-group exposure
restrictions that may apply to the regulated
entities under their jurisdictions.

3. The Federal Reserve will focus on under-
standing and monitoring related-party expo-
sures at the group level (including areas such
as servicing agreements, derivatives expo-
sures, and payments-system exposures). An
important emphasis will be the extent to
which risk management in a group’s subsidi-
ary depository instutions depends on transac-
tions with affiliates.

4. The Federal Reserve will focus on manage-
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ment’s effectiveness in monitoring and con-
trolling intra-group exposures and risk con-
centrations. The Federal Reserve will consider
how an organization’s risk-management pro-
cesses measure and manage group-wide risk
concentrations.

3900.0.4.2.5 Enforcement Powers

The Federal Reserve is authorized generally to
take enforcement action against FHCs and their
nonbank subsidiaries. The primary bank and
thrift supervisors have the authority to take
enforcement action against the banks and thrifts
under their respective jurisdictions. Under the
GLB Act, the Federal Reserve may take
enforcement action against a functionally regu-
lated subsidiary of an FHC, but only when such
action is necessary to prevent or redress an
unsafe or unsound practice or breach of fidu-
ciary duty that poses a material risk either to
(1) the financial safety, soundness, or stability of
an affiliated depository institution or (2) the
domestic or international payments system. In
such circumstances, the Federal Reserve may
only take the action if it is not reasonably pos-
sible to protect effectively against the material
risk through an action directed at or against an
affiliated depository institution.

Under any circumstances, the Board may take
enforcement action against a functionally regu-
lated subsidiary to enforce compliance with any
federal law that the Federal Reserve has specific
jurisdiction to enforce against the subsidiary. If
the Federal Reserve believes that an enforce-
ment action against a functionally regulated
entity is necessary, the Federal Reserve will
notify the entity’s appropriate functional regula-
tor and, whenever practical, will coordinate such
an action with any action taken by the func-
tional regulator. It is expected that the Federal
Reserve will not take an enforcement action
against a functionally regulated subsidiary (or a
person associated with the subsidiary) if the
problem involves factors and statutes that are
the primary responsibility of the functional regu-
lator.

Under the existing bank holding company
framework, the Federal Reserve coordinates
enforcement actions with the primary bank and
thrift regulators, possibly with some adaptation
of the action for the holding company context
(such as limitations on parent company debt or
dividends). The Federal Reserve will continue
to coordinate enforcement actions with these

regulators. Similarly, the Federal Reserve will
coordinate with functional regulators when for-
mulating and issuing enforcement actions that
involve or may have an impact on functionally
regulated subsidiaries.

3900.0.4.3 Promotion of Sound Practices
and Improved Disclosure

The Federal Reserve can promote sound prac-
tices in a number of ways, such as by monitor-
ing trends in risk exposures and risk-
management practices across the FHC population
through a combination of efforts, including—

1. regular discussions, centered on specific issues
and emerging risks, with FHC management;

2. regular meetings with primary bank, thrift,
and functional regulators to explore and dis-
cuss issues of mutual interest or concern;

3. interagency working groups or specialty teams
to gain early insight into risks that cut across
the various entities of a conglomerate or
groups of conglomerates; and

4. industry conferences on relevant topics of
interest.

These initiatives will contribute to the develop-
ment of sound practices that the Federal Reserve
and the primary bank, thrift, and functional
regulators can communicate to the senior man-
agement and boards of directors of the FHCs, as
well as to the senior management of their bank
and nonbank subsidiaries.

Improved transparency and public disclosure
can meaningfully supplement the efforts of
supervisors to monitor the increasingly complex
and global activities of diversified banking orga-
nizations. Consistent with sound accounting prin-
ciples, practices, and depository institution safety-
and-soundness practices, the Federal Reserve
will participate in efforts to enhance disclosures
that will illuminate group-wide activities, risk
exposures, risk management, controls, and intra-
group exposures.

3900.0.4.4 Supervisory Response to
Challenges Posed by FHCs

The Federal Reserve’s response to the supervi-
sory challenges of FHCs has been in the context
of the consolidated supervision of BHCs.1

1. The Federal Reserve’s framework for supervising large
complex banking organizations (LCBOs) is described in SR-
99-15. See section 2124.04.
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Examples include greater reliance on risk-
focused supervision; strengthening relationships
with senior management; improving coordina-
tion with other federal, state, and international
regulatory and supervisory authorities; greater
reliance on specialty teams, sound-practices
papers, and public disclosures; and simplifica-
tion of the applications process.

The more diversified FHCs present new
supervisory challenges. To address these chal-
lenges, the Federal Reserve will continue to
strengthen—

1. cooperative arrangements with bank and thrift
regulators, the SEC, the CFTC, state insur-
ance and securities regulators, and foreign
supervisors;

2. relationships with the FHC management and
personnel responsible for significant risk-
management functions and, when necessary,
the management of the organization’s non-
bank subsidiaries;

3. information flows that provide supervisors
with relevant, up-to-date information without
imposing an unwarranted burden on financial
organizations;

4. techniques for evaluating capital adequacy
for FHCs engaged in an expanded range of
nonbank financial activities;

5. public disclosures and market discipline;
6. techniques for assessing the overall risk pro-

file of FHCs and the implications for affili-
ated depository institutions; and

7. incentives for FHCs to continually review
and improve their risk-management pro-
cesses, internal controls, and audit practices.

The Federal Reserve is committed to working
constructively and cooperatively with all regula-
tors involved in overseeing the activities of
FHCs and their bank and nonbank subsidiaries.
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U.S. Bank Holding Companies Operating as Financial Holding
Companies (Section 4(k) of the BHC Act) Section 3901.0

To become a financial holding company (FHC),
a domestic bank holding company (BHC) must
file a written declaration with the appropriate
Federal Reserve Bank. This declaration should
contain the following information:

1. A statement that the BHC elects to be an
FHC.

2. The name and head-office address of the
company and each depository institution con-
trolled by the company. For purposes of the
election process for both domestic BHCs and
foreign banks, the term "depository institu-
tion" here means any national bank, state-
chartered bank, federal branch of a foreign
bank, insured branch of a foreign bank, sav-
ings association, savings bank, and industrial
bank. It also includes any trust company that
engages in the business of receiving deposits
other than trust funds. (See 12 U.S.C. 1813.)
A depository institution does not have to
have FDIC insurance.

3. A certification that all depository institutions
controlled by the company are well capital-
ized as of the date the company files its
declaration.

4. The capital ratios for all relevant capital mea-
sures (as defined in section 38 of the Federal
Deposit Insurance Act), as of the close of the
previous quarter, for each depository institu-
tion controlled by the company on the date
the company files its declaration.

5. A certification that all depository institutions
controlled by the company are well managed
as of the date the company files its declara-
tion. (See SR-00-1.)

A depository institution is well managed if, at
the most recent inspection or examination or
subsequent review by its appropriate federal
banking agency, the institution received (1) at
least a satisfactory composite rating and (2) at
least a satisfactory rating for management, if
such a rating is given. In the case of a deposi-
tory institution that has not received an inspec-
tion or examination rating, a depository institu-
tion is well managed if the Board has determined,
after a review of the depository institution’s
managerial and other resources and after con-
sulting with the depository institution’s appro-
priate federal and state banking agency, that the
institution is well managed. In addition, a deposi-
tory institution that results from the merger of
two or more depository institutions that are well
managed will be considered to be well managed
unless the Board determines otherwise after

consulting with the appropriate federal banking
agency for each depository institution involved
in the merger.

A depository institution that results from the
merger of a depository institution that is well
managed with one or more depository institu-
tions that are not well managed or that have not
been examined will be considered to be well
managed, if the Board determines that the result-
ing institution is well managed. The Board
makes this determination after a review of the
managerial and other resources of the resulting
institution and after consulting with the appro-
priate federal and state banking agencies for the
institutions involved in the merger, as
applicable.

The Gramm-Leach-Bliley Act (the GLB Act)
also requires that all the insured depository insti-
tutions controlled by the FHC at the time of the
declaration must be rated satisfactory or better
under the Community Reinvestment Act (CRA).
When determining whether the insured deposi-
tory institutions controlled by a BHC meet the
CRA requirement, the Federal Reserve excludes
an institution that was acquired during the 12
months preceding the date the company filed its
declaration. To qualify for this exception, (1) the
company must have submitted the depository
institution’s affirmative correction plan to the
appropriate federal banking agency, and (2) the
agency must have accepted the plan.

A BHC must file its declaration to become an
FHC with the appropriate responsible Reserve
Bank. A BHC’s election to become an FHC is
effective on the thirty-first day after the date that
a complete declaration was received, unless the
Board notifies the company before that time that
the election is ineffective. The Board or the
appropriate Federal Reserve Bank also may
notify a BHC in writing that its election to
become an FHC is effective before the thirty-
first day after the date that a complete declara-
tion was filed.

When an FHC’s declaration becomes effec-
tive, it may engage in the expanded financial
activities available to such companies. If, how-
ever, the Board has timely notified a BHC that
its declaration is ineffective, the BHC will not
be considered an FHC and may not begin to
engage in any expanded activities.

A company that is not a BHC may simulta-
neously submit an application under section
3(a)(1) of the Bank Holding Company Act (BHC

BHC Supervision Manual December 2001
Page 1



Act) to become a BHC and to request to become
an FHC on consummation of that transaction.
The company must (1) state that it seeks to
become an FHC on consummation of its section
3 proposal to become a BHC and (2) certify that
each depository institution that would be con-
trolled by the company on consummation of the
section 3 proposal will be both well capitalized
and well managed on the date of consummation.
To coordinate action on these two requests, the
acceptance of the declaration as complete does
not occur until the date the company lawfully
consummates its section 3 proposal and becomes
a BHC. A simultaneous declaration will not be
effective if the Board notifies the company at
any time before consummation that (1) any
depository institution that would be controlled
by the company on consummation will not be
well capitalized and well managed or (2) any
insured depository institution that would be con-
trolled by the company on consummation has
not achieved at least a satisfactory rating at its
most recentCRAexamination.An insureddeposi-
tory institution that is controlled or would be
controlled by a company filing a simultaneous
declaration and section 3(a)(1) application to
become a BHC may not be excluded for the
purposes of evaluating the CRA performance
record under this provision or the general FHC
certification requirements of section 225.82(d)
of Regulation Y.

In most cases, an FHC may, without provid-
ing prior notice to or obtaining prior approval
from the Board, conduct an activity that is finan-
cial in nature or incidental to a financial activity
(a financial activity). (See section 225.85(a)(1)
of Regulation Y.) An FHC may conduct a finan-
cial activity by engaging directly in the activity
or by acquiring and retaining the shares of any
company that is engaged exclusively in one or
more financial activities. An FHC may conduct
a financial activity at any location inside or
outside of the United States, subject to the laws
of the jurisdiction in which the activity is con-
ducted. A company acquired or to be acquired
by an FHC also may engage in other activities
that are permissible for an FHC, in accordance
with any applicable notice, approval, or other
requirements.

An FHC may acquire more than 5 percent of
the voting shares or control of a company that is
not engaged exclusively in activities that are
financial in nature, incidental to financial activi-
ties, or otherwise permissible for the acquiring
FHC. (See section 225.85(a)(3) of Regulation

Y.) To do so, the acquisition must meet three
requirements:

1. The company to be acquired must be sub-
stantially engaged in activities that are finan-
cial in nature, incidental to a financial activ-
ity, or otherwise permissible for the FHC
under section 4(c) of the BHC Act. A com-
pany is considered to be substantially engaged
in permissible activities if at least 85 percent
of the company’s consolidated total annual
gross revenues is derived from and at least
85 percent of the company’s consolidated
total assets is attributable to the conduct of
activities that are financial in nature, inciden-
tal to a financial activity, or otherwise per-
missible for an FHC under section 4(c) of the
BHC Act. An FHC’s management should
consult with Board staff if they are uncertain
whether a proposed acquisition meets this
standard.

2. The FHC must comply with the notice
requirements of section 225.87 of Regulation
Y. The acquired company must conform, ter-
minate, or divest, within two years of the
date the FHC acquires shares or control of
the company, all activities that are not finan-
cial in nature, incidental to a financial activ-
ity, or otherwise permissible for the FHC
under section 4(c) of the BHC Act. Although
an FHC may acquire any percentage of shares
or control of a company engaged in limited
impermissible activities, the FHC needs only
to provide a post-transaction notice if such
anacquisition results incontrolof thecompany.

3. After being acquired by an FHC, the com-
pany engaged in impermissible activities may
not engage in or acquire a company engaged
in any activity that is not permissible for the
FHC.

Section 225.85(c) of Regulation Y identifies
two circumstances in which Board approval is
still required to engage in financial activities.
First, prior approval in accordance with section
4(j) of the BHC Act and section 225.24 of
Regulation Y is required to acquire more than
5 percent of the voting shares or control of a
savings association or any company that owns,
operates, or controls a savings association. Sec-
ond, the Board may, in the exercise of its super-
visory authority, require an FHC to provide it
with prior notice or obtain prior Board approval
if circumstances warrant. The GLB Act did not
change in any way the requirement that a com-
pany receive prior Board approval under section
3 of the BHC Act before acquiring shares or
control of a bank.
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Section 225.87(a) of Regulation Y requires
an FHC that commences an activity, or that
acquires control or shares of a company engaged
in an activity under section 225.86 of Regula-
tion Y, to provide written notice to the appropri-
ate Reserve Bank within 30 calendar days after
commencing the activities or consummating the
acquisition. The notice must be provided on the
FR Y-10 form, obtained from the Board or any
Reserve Bank. This requirement also applies to
an activity that the FHC may engage in under
section 4(c)(8) of the BHC Act that is incorpo-
rated under section 4(k) of the act.

There are two circumstances in which notice
to the Board is not required to engage in an
activity: (1) when an FHC acquires shares of a
company without acquiring control of the com-
pany, or (2) when an FHC is engaged in securi-
ties underwriting, dealing, or market-making
activities described in section 4(k)(4)(E), mer-
chant banking investment activities conducted
pursuant to section 4(k)(4)(H), or insurance
company investment activities conducted pursu-
ant to section 4(k)(4)(I) of the BHC Act, and
has provided the System with the appropriate
notice regarding the relevant activity. (See sec-
tion 225.87(b) of Regulation Y.) Under these
circumstances, the FHC must provide written
notice to the Board within 30 days after acquir-
ing, as part of a merchant banking activity under
section 4(k)(4)(H) or an insurance company
investment activity under section 4(k)(4)(I) of
the BHC Act, more than 5 percent of any com-
pany at a cost that exceeds 5 percent of the
FHC’s tier 1 capital or $200 million, whichever
is less.

3901.0.1 SUPERVISORY CONCERNS

In some instances, a U.S. BHC or a foreign bank
may meet the statutory requirements to be an
FHC, but its capital strength and managerial
resources are less than satisfactory on a consoli-
dated basis. In this situation, the Federal Reserve
may have supervisory concerns about the con-
solidated entity although it technically qualifies
as an FHC. The Federal Reserve may, in the
exercise of its supervisory authority, restrict or
limit the conduct of new activities or future
acquisitions of an FHC, or take other appropri-
ate action, if it finds that the FHC does not have
the financial or managerial resources to conduct
the activity or make the acquisition. This super-
visory action could be based, for example, on a
determination that the company does not have
adequate capital or risk-management systems to
conduct a specific activity in a safe and sound

manner and may involve the issuance of cease-
and-desist orders, the execution of written agree-
ments, or other appropriate supervisory action.

3901.0.2 HOLDING COMPANY FAILS
TO CONTINUE MEETING FHC
CAPITAL AND MANAGEMENT
REQUIREMENTS

If a domestic bank holding company has made
an effective election to be an FHC, and the
Board finds that any depository institution sub-
sidiary owned or controlled by the company
ceases to be well capitalized or well managed,
the company must execute an agreement accept-
able to the Federal Reserve Board to comply
with all applicable capital and management
requirements. This agreement should be executed
within 45 days after the Board notifies the com-
pany that it is not in compliance with the appli-
cable requirements for an FHC. (See section
225.83 of Regulation Y.)

At the request of the bank holding company,
the Federal Reserve Board may extend the 45-
day period. The request should state why an
extension is necessary. The agreement must
explain the specific actions that the bank hold-
ing company will take to correct all areas of
noncompliance, provide a schedule for all such
actions, and provide any other information the
Board may require, and be acceptable to the
Board.

During the period of noncompliance, the Fed-
eral Reserve Board may impose limitations or
conditions on the activities of the company. In
addition, the company must obtain the Board’s
approval before conducting any of the activities
that are newly authorized for FHCs by the GLB
Act. Section 225.83 of Regulation Y also sets
forth the consequences of failing to correct the
noncompliance within a period of 180 days.
Such consequences may include divestiture of
ownership or control of any depository institu-
tion the company owns or controls, or the cessa-
tion of the expanded activities permitted for
FHCs.

3901.0.3 DEPOSITORY INSTITUTION
SUBSIDIARY FAILS TO MAINTAIN A
SATISFACTORY OR BETTER CRA
RATING

The Federal Reserve Board prohibits an FHC
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from engaging in any additional activity1 or
acquiring control of a company engaged in any
activity under section 4(k) and 4(n) of the BHC
Act if any insured depository institution con-

trolled by the FHC fails to maintain a satisfac-
tory or better CRA rating.

3901.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws 1 Regulations 2 Interpretations 3 Orders

BHCs and foreign banks that qualify
as FHCs can engage in financial
activities and those incidental thereto

1843

Definition of an FHC 225.81 4-056

Election to become an FHC 225.82 4-056.1

Failure to meet applicable capital and
management requirements

225.83 4-056.2

Consequences of the failure to main-
tain at least a satisfactory CRA rating

225.84 4-056.3

Notices or approvals for FHCs to
engage in financial activities

225.85 4-056.4

Activities permissible for FHCs 228.86 4-056.5

Post-commencement notice for FHC
to engage in a financial activity

225.87 4-056.6

Board determination that an FHC
activity is financial in nature or inci-
dental thereto

225.88 4-056.7

Board approval for an FHC to engage
in an activity that is complementary to
a financial activity

225.89 4-056.8

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

3. Federal Reserve Regulatory Service reference.

1. With respect to engaging in any additional activities, see
section 225.84 of Regulation Y for the exceptions.
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Foreign Banks Operating as Financial Holding
Companies (Section 4(k) of the BHC Act) Section 3903.0

3903.0.1 FINANCIAL HOLDING
COMPANY QUALIFICATION
REQUIREMENTS FOR FOREIGN
BANKS

A foreign bank that owns or controls a U.S.
bank (and any company that controls the foreign
bank) must comply with the same requirements
as a domestic bank holding company (BHC)
that elects to be treated as a financial holding
company (FHC). Either entity is thus able to
engage in authorized financial activities under
the Gramm-Leach-Bliley Act (GLB Act). If a
foreign bank does not own a subsidiary bank in
the United States, but instead operates through a
branch, agency, or commercial lending com-
pany located in the United States, the foreign
bank (and any company that controls the foreign
bank) is subject to the Bank Holding Company
Act (BHC Act) as if the foreign bank or com-
pany were a BHC. Such foreign banks may, like
U.S. BHCs, also elect to be treated as FHCs.
Foreign banks electing to be treated as FHCs
must meet ‘‘well-capitalized’’ and ‘‘well-
managed’’ standards comparable to those that
are applicable to U.S. depository institutions.
Futher, any U.S. branches of the foreign bank
that are FDIC-insured must be rated satisfactory
or better under the Community Reinvestment
Act (CRA).1 (See section 225.90 of Regulation
Y.)

To be treated as an FHC, a foreign bank (or a
company that owns or controls a foreign bank)
that operates in the United States only through
U.S. branches, agencies, or commercial lending
subsidiaries must file a written declaration with
the appropriate Reserve Bank. This declaration
must contain items 1 through 6 below. Foreign
banks or companies that operate in the United
States through U.S. branches, agencies, or com-
mercial lending companies and through a U.S.
subsidiary bank are not required to provide item
1, but they must provide the items domestic
BHCs are to provide.

1. a statement that the foreign bank or company
elects to be treated as an FHC

2. the risk-based capital ratios and the amounts
of tier 1 capital and total assets of the foreign
bank as of the close of the most recent quar-

ter, and as of the close of the most recent
audited reporting period

3. a certification that the foreign bank meets the
standards to be well capitalized that are set
out in section 225.90(b)(1)(i) and (ii) or sec-
tion 225.90(b)(2) of Regulation Y, as of the
date the foreign bank or company files its
election

4. a certification that the foreign bank is well
managed, as defined in section 225.90(c)(1)
of Regulation Y, as of the date the foreign
bank or company files its election

5. a certification that all U.S. depository institu-
tions controlled by the foreign bank or com-
pany (including thrifts and nonbank trust
companies) are well capitalized and well
managed as of the date the foreign bank or
company files its election

6. the capital ratios and all relevant capital mea-
sures (as defined in section 38 of the Federal
Deposit Insurance Act) for all U.S. deposi-
tory institution subsidiaries of the foreign
bank or company as of the end of the previ-
ous quarter

The well-capitalized and well-managed tests in
items 2, 3, and 4 above apply to each foreign
bank that has U.S. operations in the form of a
branch, agency, or commercial lending com-
pany subsidiary that is part of a foreign banking
organization seeking certification as an FHC.

For those foreign banks whose home-country
supervisors have adopted risk-based capital stan-
dards consistent with the Basel Accord, their
tier 1 and total risk-based capital ratios, as calcu-
lated under the home-country standard, must be
at least 6 percent and 10 percent, respectively.
The Board will determine the comparability of
the foreign bank’s capital under the listed com-
parability factors in section 225.92(e) of Regula-
tion Y. Among these factors are the composition
of the foreign bank’s capital, accounting stan-
dards, long-term debt ratings, the ratio of tier 1
capital to total assets, reliance on government
support to meet capital requirements, the for-
eign bank’s anti–money laundering procedures,
whether the foreign bank is subject to compre-
hensive consolidated supervision, and other fac-
tors that may affect the analysis of capital and
management.2 For those foreign banks whose

1. Under the GLB Act, the capital and management stan-
dards the Board must apply to foreign banking organizations
that elect to become FHCs should be comparable to the
standards applied to domestic institutions, giving due regard
to the principle of national treatment and equality of competi-
tive opportunity.

2. The Board may consider whether the overall level of the
foreign bank’s capital and other factors indicate that addi-
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home-country supervisors have not adopted the
Basel Accord and for any other foreign banking
organizations that otherwise do not meet the
capital standards noted above, the foreign bank
may be considered well capitalized by obtaining
from the Board a prior determination that its
capital is otherwise comparable to the capital
that would be required of a U.S. banking organi-
zation to become an FHC. The pre-clearance
process provided by section 225.91(c) of Regu-
lation Y can be used to obtain this determina-
tion.

A foreign bank will be considered well man-
aged if—

1. the branches, agencies, and commercial lend-
ing subsidiaries of the foreign bank have
received at least a satisfactory composite rat-
ing at their most recent examination;3

2. the home-country supervisor of the foreign
bank consents to the foreign bank expanding
its activities in the United States to include
FHC activities;4 and

3. the Board determines that the management
of the foreign bank meets standards compa-
rable to those required of a U.S. bank owned
by an FHC.

The Board believes that, as a general rule, the
top tier foreign bank in a foreign banking group
that requests an FHC determination should be
subject to comprehensive consolidated supervi-
sion by the home-country supervisor.

As a general matter, a foreign bank will not
be determined to be well capitalized and well
managed when it is not subject to comprehen-
sive consolidated supervision. When a foreign
bank has not been determined by the Board to
be subject to comprehensive consolidated super-
vision, and the Board has not deemed any other
bank from the country where the foreign bank is
chartered to be subject to comprehensive con-
solidated supervision, the foreign bank must use
the pre-clearance process provided by section
225.91(c) of Regulation Y—even if it otherwise
meets the objective screening criteria. The Board
may review a foreign bank’s home-country
supervision through the pre-clearance process
and make a comprehensive consolidated super-
vision determination in that context. The Board
will try to make a determination on pre-
clearance requests within 30 days of receipt.5

There may be limited situations when an
exceptionally strong bank from a country that
has not yet fully implemented comprehensive
consolidated supervision should be considered
for FHC status. Such a foreign bank can qualify
for FHC status if (1) the home-country supervi-
sor has made significant progress in adopting
and implementing arrangements for the consoli-
dated supervision of its banks, and (2) the for-
eign bank demonstrates significant financial
strength, such as through high levels of capital
or exceptional asset quality. The Board antici-
pates, however, that a foreign bank that is not
subject to comprehensive consolidated supervi-
sion will be granted FHC status only in rare
instances.

As in the case of domestic BHCs, each U.S.
depository institution subsidiary of a foreign
bank is required to meet all the well-capitalized
and well-managed standards in order for the
foreign bank or company to obtain FHC status
in the same manner as required for U.S. BHCs.
In addition, all the U.S. insured depository insti-
tutions controlled by the foreign bank or com-
pany must be rated satisfactory or better under
the CRA. If the foreign bank operates a U.S.
branch that is FDIC-insured, the branch must be
rated satisfactory or better under the CRA.

tional analysis should be undertaken to assess comparability.
The Board will not impose a specific standard for the foreign
bank’s ratio of tier 1 capital to total assets (the leverage ratio),
but a foreign bank’s leverage ratio may be among the factors
taken into account in the comparability review.

3. The Federal Reserve’s foreign bank examination pro-
cess includes the assignment of a combined assessment (the
combined ROCA rating) of a foreign banking organization’s
(FBO’s) U.S. branch, agency, and commercial lending opera-
tions through the regular examination cycle. (See SR-00-14.)
The combined ROCA rating will be factored into the FBO’s
overall combined U.S. operations rating, which will continue
to be a single composite rating that reflects the U.S. supervi-
sors’ collective assessment of all operations (that is, banking
and nonbanking) of the FBO in the United States. If a foreign
bank wishes to obtain FHC status, but does not have the
assignment of a combined U.S. banking assessment as part of
the regular examination cycle, the foreign bank can contact its
responsible Federal Reserve Bank or engage in the pre-
clearance process. If a foreign banking group contains more
than one foreign bank with U.S. banking offices, each such
foreign bank in the group must have a satisfactory composite
U.S. banking assessment in order for the foreign banking
group or any of its subsidiaries to obtain FHC status.

4. The home-country supervisor should consider the FBO’s
consolidated capital and management before providing its
consent to the expansion. If the home country has no formal
consent process, the Board will consult with the supervisor to
assure itself that the supervisor considers the capital and
management of the bank to satisfy its home-country standards
and that the supervisor has no objections to the expansion.

5. If the Board makes an affirmative comprehensive con-
solidated supervision determination through the FHC pre-
clearance process, the determination will be relied on for the
foreign bank to establish additional branches and agencies
under the Foreign Bank Supervision Enhancement Act.
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An election by a foreign bank or company to
be treated as an FHC will become effective on
the thirty-first day after the date that an election
was received by the appropriate Reserve Bank,
unless the Board notifies the foreign bank or
company before that time that the election is
ineffective or unless the period for the Board’s
determination is extended with the consent of
the foreign bank or company making the elec-
tion. The date the Federal Reserve Bank receives
the declaration should be considered the first
day of the 30-day review period. The Board or
the Reserve Bank also may notify a foreign
bank or company in writing that its election to
become an FHC is effective before the thirty-
first day after the election was filed. A foreign
bank or company should file the declaration (or
pre-clearance request) with the responsible
Reserve Bank.

If the election is determined to be effective,
the foreign bank or company may engage in the
financial activities available to FHCs. The GLB
Act requires that an FHC that engages in an
activity, or that acquires control or shares of a
company engaged in an activity, under section
4(k) of the BHC Act provide written notice to
the appropriate Reserve Bank within 30 calen-
dar days after commencing the activities or
acquisition.Thenotice shoulddescribe theactivity
commenced or identify the name of the com-
pany acquired and describe its activities.

3903.0.2 FOREIGN BANK FAILS TO
CONTINUE MEETING FHC CAPITAL
AND MANAGEMENT
REQUIREMENTS

If a foreign bank or company has made an
effective election, and the Board finds that the
foreign bank; any foreign bank that is controlled
by the foreign bank and maintains a U.S. branch,
agency, or commercial lending company; or any
U.S. depository institution owned or controlled
by the foreign bank or company ceases to be
well capitalized or well managed, the foreign
bank or company must execute an agreement
acceptable to the Federal Reserve Board to com-

ply with all applicable capital and management
requirements. This agreement should be executed
within 45 days after the Board notifies the for-
eign bank or company that it is not in compli-
ance with the applicable requirements for an
FHC. (See section 225.93 of Regulation Y.) At
the request of the foreign bank or company, the
Board may extend the 45-day period. (The request
should state why an extension is necessary.) The
agreement must explain the specific actions that
the foreign bank or company will take to correct
all areas of noncompliance, provide a schedule
for all such actions, provide any other informa-
tion the Board may require, and be acceptable to
the Board. During the period of non-
compliance, the Board also may impose limita-
tions or conditions on the U.S. activities of the
foreign bank or company. Section 225.93 of
Regulation Y also sets forth the consequences
of failing to correct the noncompliance within a
period of 180 days. Such consequences may
include termination of the foreign bank’s U.S.
branches and agencies and divestiture of its
commercial lending company subsidiaries, or
cessation of the expanded activities permitted
for FHCs. The foreign bank may also choose to
cease engaging in activities not permitted for a
foreign bank under sections 2(h) and 4(c) of the
BHC Act.

3903.0.3 INSURED BRANCH FAILS
TO MAINTAIN A SATISFACTORY OR
BETTER CRA RATING

When an insured branch of a foreign bank, or an
insured depository institution controlled by a
foreign bank, fails to maintain a satisfactory or
better CRA rating, section 225.94 of Regulation
Y applies the provisions of section 225.84 to the
foreign bank and to any company that owns or
controls the foreign bank. For these purposes,
the insured branch is treated as an ‘‘insured
depository institution.’’ An FHC is thus prohib-
ited by the Board from engaging in any addi-
tional activity or acquiring control of a company
engaged in activities under section 4(k) or 4(n)
of the BHC Act.( See section 225.84 of Regula-
tion Y.)
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3903.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws 1 Regulations 2 Interpretations 3 Orders

BHCs and foreign banks that qualify
as FHCs can engage in financial
activities and those incidental thereto

1841(h)
1843(c)

Election of a foreign bank to become
an FHC

225.91 4-057.2

How elections by foreign banks to be
an FHC become effective

225.92 4-057.3

Foreign bank fails to satisfy capital
and management requirements

225.93 4-057.4

Foreign branch fails to retain a satis-
factory CRA rating

225.94
225.84

4-057.7
4-056.5

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

3. Federal Reserve Regulatory Service reference.
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Permissible Activities for FHCs
(Section 4(k) of the BHC Act) Section 3905.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective July 2008, this section was revised to

include the Board’s September 7, 2007, determi-

nation, by order, at the FDIC’s request, that

disease management and mail-order pharmacy

activities complement the financial activity of

underwriting and selling health insurance; per-

missible for an FHC under section 4 (k) of the

BHC Act, as amended by the Gramm-Leach-

Bliley (GLB) Act (see 2007 FRB C133). (An

applicant had filed an application with the FDIC

for deposit insurance for a proposed de novo

industrial loan company.) The Board determined

the activities to be financial in nature under

section 4(k) of the BHC Act and complementary

to a financial activity. The Board’s determina-

tion is conditioned and based on the limitations

it placed on the activities in the aggregate (that

is, the specified percentages of the applicants’

consolidated total assets, consolidated total

annual revenues, and total capital).

The section is also amended for the Board’s

approvals of FHC notices, under section 4 of

the BHC Act, to provide energy management

services under energy management agreements

and also, energy tolling. On December 4, 2007,

the Board determined, by order, that an FHC’s

provision of energy management services is

complementary to the financial activities of

engaging as principal in physical commodity

derivatives and the providing of financial and

investment advisory services for derivative trans-

actions. (See 2008 FRB C20.) On March 27,

2008, the Board also determined, by order, that

an FHC’s providing energy tolling is comple-

mentary to the financial activity of engaging in

commodity derivatives activities (see 2008 FRB

60).

The section has been revised to also delete a

reference to an interim Board rule that is final.

See 225.4(g) of Regulation Y (12 C.F.R. 225.4(g)).

This rule pertains to nonbank activities involv-

ing the underwriting and dealing in, or making

a market in, bank-ineligible securities under

section 4(k)(4)(E) of the BHC Act.

3905.0.1 NONBANK ACTIVITY
AUTHORIZATIONS FOR FHCS

The Gramm-Leach-Bliley Act (the GLB Act)
amended the Bank Holding Company Act (the
BHC Act) to allow a BHC or foreign bank that
qualifies as a financial holding company (FHC)

to engage in a broad range of activities that the
GLB Act defines as ‘‘financial in nature.’’ Sec-
tion 4(k)(4)(A)–(E) of the BHC Act defines the
following activities as financial in nature:

1. lending, exchanging, transferring, investing
for others, or safeguarding money or
securities

2. insuring, guaranteeing, or indemnifying
against loss, harm, damage, illness, disabil-
ity, or death, or providing and issuing annu-
ities, and acting as principal, agent, or broker
for purposes of the foregoing, in any state

3. providing financial, investment, or economic
advisory services, including advising an
investment company (as defined in section 3
of the Investment Company Act of 1940)

4. issuing or selling instruments representing
interests in pools of assets permissible for a
bank to hold directly

5. underwriting, dealing in, or making a market
in securities

The Board had previously determined that some
of these activities were impermissible for BHCs,
such as acting as principal, agent, or broker for
purposes of insuring, guaranteeing, or indemni-
fying against loss, harm, damage, illness, dis-
ability, or death, and issuing annuity products.
Permissible insurance activities as principal
include reinsuring insurance products.

An FHC acting under section 4(k)(4)(B) of
the BHC Act may conduct insurance activities
without regard to the restrictions on the insur-
ance activities imposed on BHCs under section
4(c)(8).

Providing claims-administration and risk-

management services. Legal counsel represent-
ing an FHC sought an opinion as to whether an
insurance agency owned by an FHC may engage
in certain insurance claims activities, as described
below, under section 4(k)(4)(B) of the BHC
Act. In particular, it was asked whether such an
insurance agency may engage in the following
claims-administration activities in connection
with its insurance sales activities: (1) collecting
insurance premiums; (2) holding insurance pre-
miums in trust; (3) establishing an insurance
claims–paying account; (4) adjusting insurance
claims (which would include obtaining facts
about claims, investigating the veracity of claims,
and estimating losses relating to claims);

BHC Supervision Manual July 2008
Page 1



(5) negotiating with insureds and their represen-
tatives concerning insurance claims; and (6) pay-
ing and settling insurance claims. A representa-
tion was made that insurance agents typically
perform these claims-administration services for
an insurance underwriter in connection with
insurance policies sold by the agents on behalf
of an insurance underwriter.

With respect to the insurance risk-
management activities provided in connection
with insurance sales activities, a legal opinion
was requested as to whether an insurance agency
or broker owned by an FHC could engage in the
following activities: (1) assessing the risks of a
client seeking insurance and identifying the cli-
ent’s exposures to loss; (2) designing programs,
policies, and systems (such as workplace safety
programs) to reduce the client’s risks; (3) advis-
ing clients about risk-management alternatives
to insurance (such as self-insurance, securitiza-
tion, or derivatives); and (4) negotiating insur-
ance coverages, deductibles, and premiums for
an insurance client. It was represented that
insurance agents and brokers provide these risk-
management services to their customers in con-
nection with the sale of insurance products,
including, in particular, commercial property
and casualty insurance, and other insurance
activities. It also was understood that the pro-
posed risk-management services would (1) be
related to managing insurable risks, (2) be advi-
sory in nature, and (3) not allow the risk man-
ager to control or perform operations of its
clients.

Board staff noted that most states require a
person performing one or more of the insurance
claims–administration services listed above to
be licensed by, or registered with, the appropri-
ate insurance authority of the state as an insur-
ance company, an insurance agent, or a third-
partyadministrator (TPA).1 The legislativehistory
of the GLB Act also suggests that the Congress

believed that insurance-related claims-
administration services are a necessary part of
the insurance sales and underwriting activities
authorized by section 4(k)(4)(B).2

State insurance laws generally do not require
companies that provide insurance risk-
management services to obtain a special insur-
ance license. However, states generally do require
a license of any person who negotiates insur-
ance coverages, deductibles, and premiums for
another.3

In a legal opinion dated July 10, 2002, Board
staff opined that the specific insurance claims–
administration services listed above are encom-
passed within the insurance activities authorized
by section 4(k)(4)(B) of the BHC Act and that
the services may be conducted by an FHC when
they are provided by an insurance agent or
broker in connection with its other insurance
sales activities. In addition, Board staff believes
that the specific insurance risk-management ser-
vices listed above are encompassed within sec-
tion 4(k)(4)(B) insurance activities and that the
services may be conducted by an FHC if they
(1) are provided by an insurance agent or broker
in connection with its other insurance sales
activities, (2) involve managing insurable risks,
(3) are advisory in nature, and (4) do not allow
the FHC to control, or perform operations of,
the person to whom the services are provided.4

Acting as a third-party administrator. Other
legal counsel representing a BHC that had elected
to become an FHC requested an opinion on
whether acting as a TPA on behalf of an insur-
ance company is an activity that is permissible
for an FHC under the BHC Act. The BHC
proposed to invest in a company that acts as a
TPA for licensed insurance companies that
underwrite and sell credit life insurance. A TPA
provides one or more insurance companies with
administrative and related services that support
and assist the sale of insurance products by the

1. For example, the Model Third Party Administrator Stat-
ute adopted by the National Association of Insurance Com-
missioners (NAIC) requires a person who collects premiums
or adjusts or settles claims for an insurer in connection with
the sale of life or health insurance policies or annuities to
register with the relevant state insurance authority as a TPA if
the person is not already registered with the state as an
insurance company, agent, or broker. See the NAIC Model
Third Party Administrator Statute, sections 1.A and 11 (1996).

The NAIC’s Model Managing General Agents Act also
requires a person to register with the relevant state insurance
authority if the person adjusts or pays claims for an insurer
and engages in certain other activities on behalf of an insurer.
See NAIC Model Managing General Agents Act, sections 2.C
and 3 (1993).

2. See H.R. Rep. No. 106-74, part I, p. 122 (1999) (‘‘Activities
such as administering, marketing, advising or assisting with . .
. claim administration or similar programs shall be deemed to
be incidental to insurance activities as described in [section
4(k)(4)(B)].’’).

3. See NAIC Producer Licensing Model Act, sections 2.K
and 3 (2000).

4. A BHC or an FHC may provide advice to customers
concerning financial matters, including insurance, self-
insurance, securitizations, and derivatives, under 12 C.F.R.
225.28(b)(6), and may provide management consulting advice
to customers regarding nonfinancial equity matters, such as
workplace safety, subject to Regulation Y’s limits and restric-
tions. See 12 C.F.R. 225.28(b)(9) (management consulting
activities permissible for all bank holding companies) and
225.86(b)(1) (management consulting activities permissible
for all FHCs).
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insurance company. A TPA may provide some
or all of the following services to an insurance
company: (1) assisting the insurance company
in designing its insurance programs (which would
include policy and certificate development and
issuance); (2) determining whether a prospec-
tive insured meets the insurance company’s
established underwriting guidelines; (3) collect-
ing and processing insurance premiums; (4) pro-
cessing, adjudicating, and paying claims on
behalf of the insurance company; (5) investing
excess cash and maintaining bank accounts for
the insurance company; (6) establishing risk
reserves for the insurance company; (7) advis-
ing on, and arranging for, reinsurance or stop-
loss insurance for the insurance company; (8) pre-
paring and filing tax returns and regulatory
reports for the insurance company and provid-
ing other related services designed to ensure
that the insurance company remains properly
licensed and in compliance with applicable gov-
ernment regulations; (9) providing accounting
and recordkeeping services to the insurance
company in connection with its insurance activi-
ties; and (10) providing insurance-product sales
training to employees of the insurance company.
It was represented that the BHC may engage in
some, but not all, of the activities in its capacity
as a TPA.

The Board’s staff noted that the activities
listed above are directly related to the provision
and sale of insurance by a third-party insurance
company and constitute an integral part of the
regulated insurance activities of the third-party
insurance company. Consequently, most states
require a person performing one or more of
these services for an insurance company to be
licensed by, or registered with, the appropriate
insurance authority of the state either as an
insurance company or agent or as a TPA. In
addition to the previously stated requirements,
the Model Third Party Administrator Statute
(Model TPA Statute) requires a person to regis-
ter as a TPA if the person accepts insurance
contracts for an insurer that meet the insurer’s
underwriting guidelines, assists an insurer in the
overall planning and coordination of its insur-
ance program, or collects premiums or adjusts
claims for an insurer.5

In a legal opinion dated July 10, 2002, the
Board staff opined that the above-listed services
are encompassed within the insurance activities
authorized by section 4(k)(4)(B) of the BHC
Act when provided to, or on behalf of, an insur-
ance company in connection with the sale or
underwriting of insurance. Staff concluded that
an FHC could, under section 4(k)(4)(B) of the
BHC Act, provide these services to a third-party
insurance company.

Section 4(k)(4)(F) of the BHC Act also defines
as ‘‘financial in nature’’ any activity that the
Board determined to be closely related to bank-
ing under section 4(c)(8) of the BHC Act by a
regulation or order that was in effect on Novem-
ber 12, 1999. Section 225.86(a)(1) of Regula-
tion Y cross-references the long-standing ‘‘laun-
dry list’’ of nonbanking activities (at section
225.28(b)) permissible by regulation for BHCs.
Section 225.86(a)(2) lists nonbanking activities
approved for BHCs by Board order as of Novem-
ber 12, 1999.6 All activities an FHC may engage
in pursuant to section 225.86(a) must be con-
ducted subject to the terms and conditions in
Regulation Y and the Board orders authorizing
those activities.

Section 4(k)(4)(G) of the BHC Act also defines
‘‘financial in nature’’ as any activity (1) in which
a BHC may engage outside the United States
and (2) that the Board has determined, by regu-
lation or interpretations issued under section
(4)(c)(13) of the BHC Act that were in effect on
November 11, 1999, to be usual in conducting
banking or other financial services abroad.7 Sec-
tion 225.86(b) lists three activities that the Board
has found to be usual in connection with the
transaction of banking or other financial opera-
tions abroad. These activities are—

1. providing management consulting services,
including services to any person with respect
to nonfinancial matters, as long as the ser-
vices are advisory and do not allow the FHC
to control the person to whom the services
are provided (these services go beyond the

5. See the NAIC Model TPA Statute, sections 1.A and 11
(1996). A person generally does not have to register as a TPA
if the person is currently registered with the state as an insurer
or as an insurance agent or broker. See Model TPA Statute,
section 1.A.(3) and (4).

Similarly, the NAIC’s Model Managing General Agents
Act requires a person to register with the relevant state insur-
ance authority if the person manages all or part of the business
of an insurer or, subject to certain conditions, accepts or

rejects policies for the insurer and either adjusts or pays
claims for the insurer or negotiates reinsurance for the insurer.
See the NAIC Model Managing General Agents Act, sections
2.C and 3 (1993).

6. Section 20 company activities are not included in this
list. Section 4(k)(4)(E) of the BHC Act authorizes FHCs to
engage in securities underwriting, dealing, and market-making
activities in a broader form than was previously authorized by
Board order.

7. See sections 211.8 and 211.10 of Regulation K (12
C.F.R. 211.8 and 211.10).
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management consulting services that are
allowed under section 225.28(b)(9) of Regu-
lation Y and are incorporated by reference at
section 225.86(a)(1));

2. operating a travel agency in connection with
financial services offered by the FHC or oth-
ers; and

3. organizing, sponsoring, and managing a
mutual fund, as long as the fund does not
exercise managerial control over the compa-
nies in which it invests and the FHC reduces
its ownership, if any, of the fund to less than
25 percent of the equity of the fund within
one year (or such longer time as the Board
permits) after sponsoring the fund.

The activities that a BHC is authorized to
engage in outside the United States under sec-
tions 211.8 and 211.10 of Regulation K have
been either (1) authorized for FHCs in a
broader form by the GLB Act (for example,
underwriting, distributing, and dealing in secu-
rities and underwriting various types of insur-
ance) or (2) authorized in the same or a broader
form in Regulation Y (for example, data pro-
cessing activities; real and personal property
leasing; and acting as agent, broker, or adviser
in leasing property).8 The remaining activities
authorized by section 4(k)(4) of the BHC Act
are defined to be ‘‘financial in nature’’ under
section 4(k)(4)(H) and (I). These are merchant
banking activities conducted under section
4(k)(4)(H) through a securities affiliate or an
affiliate thereof, or through an affiliate of an in-
surance company (as defined in section
4(k)(4)(I)(ii)) when the affiliate is registered
under the Investment Advisers Act of 1940 and
provides investment advice to an insurance
company or is an affiliate of such a registered
company. Under section 4(k)(4)(I), these mer-
chant banking activities may be conducted by
an insurance company. These activities must be
conducted in accordance with the restrictions
and limitations under subpart J of Regulation
Y, sections 225.170 through 225.177.

Section 4(k)(1)(A) of the BHC Act also allows
FHCs to engage in activities that the Board, in
coordination with the Secretary of the Treasury,
determines to be financial in nature or incidental
to such financial activity (section 4(k)(2)(A)).

Section 225.86(d) of Regulation Y lists only one
activity, acting as a finder, that has been autho-
rized under this provision. (See section 3910.0
of this manual.)

The Board, in consultation with the Secretary
of the Treasury, authorizes an FHC to engage in
activities by Board order that are determined
and approved to be financial in nature or
incidental to a financial activity (section
228.86(e)). Only one activity has been approved
by Board order under 225.86(e) in consulta-
tion with the Secretary of the Treasury: the
acquisition, management, and operation in the
United Kingdom of certain defined-benefit pen-
sion plans that are established by nonaffiliated
third parties. This order was approved by the
Board on October 12, 2007. (See section 3912.0
of this manual.)

Section 4(k)(1)(B) of the BHC Act allows
FHCs to seek Board approval to engage in any
activity that the Board determines to be comple-
mentary to a financial activity and does not pose
a substantial risk to the safety and soundness of
depository institutions or the financial system
generally. Also with regard to section 4(k)(1)(B)
of the BHC Act that an activity is complemen-
tary to a financial activity, the Board determined
on September 7, 2007, by order, at the FDIC’s
request, that disease management and mail-
order pharmacy activities complement the finan-
cial activity of underwriting and selling health
insurance. (See 2007 FRB C133). An applicant
had filed an application with the FDIC for
deposit insurance for a proposed de novo indus-
trial loan company. The Board determined the
disease management and mail-order pharmacy
activities to be financial in nature under section
4(k) of the BHC Act and activities that are
complementary to a financial activity. The Board
conditioned its determination based on the limi-
tations it placed on the activities in the aggre-
gate (that is, the specified percentages of the
applicants’ consolidated total assets, consoli-
dated total annual revenues, and total capital).

Also with regard to other activities that are
deemed to be complementary to a financial
activity, the Board approved, on December 4,
2007, an FHC’s request to provide energy man-
agement services to owners of power generation
facilities under energy management agreements.
This is an activity that is complementary to the
financial activities of engaging as principal in
commodity derivatives and providing financial
and investment advisory services for derivatives
transactions. (See 2008 FRB C20.) In addition,
the Board, on March 27, 2008, determined that
providing energy tolling services is complemen-
tary to the financial activity of engaging in

8. The Board also has approved, under section 4(c)(13) of
the BHC Act, activities in individual orders. Section 4(k)(4)(G)
of the BHC Act does not authorize an FHC to engage in
activities that the Board has authorized a BHC to provide in
individual orders.
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commodity derivatives activities. (See 2008 FRB
C60).

Previously, the Board had approved physical
commodity trading in commodities that were
CFTC-approved for trading on a U.S. futures
exchange (unless specifically excluded by the
Board) or that were specifically approved by the
Board. With the Board’s approval of its March
27, 2008, order (2008 FRB C60), the Board
specifically approved physical commodity trad-
ing in commodities not CFTC-approved for
trading on a U.S. futures exchange. The Board
recognized that a market-maker may not seek
CFTC approval for a particular commodity if
there is already an established foreign trading
market, which may deter a U.S. exchange from
listing a product. A derivatives contract that is
based on a commodity that trades on a non-
U.S. exchange may be subject to a regulatory
structure comparable to the one administered by
the CFTC (trading on a non-U.S. exchange that
may be sufficient to demonstrate that a market
for the commodity in financially settled
contracts exists, that the commodity is fungible,
and that it has a reasonably liquid market).
Within this order, the Board approved the
FHC’s request to take and make physical
delivery of nickel, a metal that is traded on the
London Metal Exchange. Within the same
Board order, the Board recognized that many
commodities for which derivatives contracts
have not been approved for trading by the
CFTC or that are not traded on a non-U.S.
exchange but that trade on established alterna-
tive trading platforms may also be commodi-
ties that have viable markets with financially
settled contracts on the commodities and that
satisfy fungibility and liquidity concerns.
Standards were established to receive Board
approval to engage in physical commodity trad-
ing in non-CFTC-approved commodities traded
on alternative trading platforms in the U.S. or on
certain non-U.S. exchanges. The standards are
consistent with the Board’s existing limited
physical commodity trading authority. (See sec-
tion 3920.0 for more information on Board
orders approving limited physical-commodity-
trading activities that are complementary to a
financial activity.)

Other permissible activities under section
4(k)(4)(E) of the BHC Act are underwriting and
dealing in or making a market in securities
without any limitation on revenues that can be
derived from bank-ineligible securities. These
activities must be conducted in accordance with
applicable restrictions and limitations found in
the BHC Act and any regulations or supervisory
guidance adopted by the Board. The Board

adopted a rule pertaining to these activities.9 It
imposed two restrictions on FHCs engaged in
securities underwriting, dealing, or market-
making activities. All intraday extensions of
credit by a bank, thrift, or U.S. branch or agency
of a foreign bank to an affiliated company
engaged in these activities under section
4(k)(4)(E) must be on market terms consistent
with section 23B of the Federal Reserve Act
(FRA). In addition, a foreign bank that is an
FHC must ensure that its U.S. branch or agency
making a loan to, or purchasing securities as a
principal or fiduciary from, such an affiliated
company complies with sections 23A and 23B
of the FRA as if the branch or agency were a
member bank.

Section 4(k)(5) of the BHC Act requires the
Board and the Secretary of the Treasury to
define three categories of activities as financial
in nature, as well as the extent to which these
activities are financial in nature or incidental to
a financial activity. These three categories
encompass a wide range of activities:

1. lending, exchanging, transferring, investing
for others, or safeguarding financial assets
other than money or securities

2. providing any device or other instrumentality
for transferring money or other financial assets

3. arranging, effecting, or facilitating financial
transactions for the account of third parties

The above categories include activities in which
FHCs and national banks and their financial
subsidiaries are already permitted to engage.
For example, the categories include safe deposit
services, electronic funds transfer activities, credit
and stored-value card activities, securities bro-
kerage, and finder activities. The categories are
intended to allow FHCs and financial subsidi-
aries to engage in activities that were not other-
wise permitted for these companies. The proce-
dure below allows an FHC or financial subsidiary
to obtain a determination from the Board and
the Secretary of the Treasury that an activity is
financial in nature or incidental to a financial
activity pursuant to section 4(k)(5).

An FHC’s request for the Board to determine
whether an activity falls within one of the three
categories listed above must be in writing. The
request must—

1. identify and define the activity for which the

9. See section 225.4(g) of Regulation Y.
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determination is sought, specifically describ-
ing what the activity would be and how the
activity would be conducted, and

2. provide information that supports the requested
determination, including information on how
the proposed activity falls into one of the
three categories, as well as any other infor-
mation the Board requires concerning the
proposed activity.

In making its determination, the Board will
take into account the same factors that it must
consider when determining whether an activity
is financial in nature or incidental to a financial
activity. These factors include, among other

things, changes in the marketplaces in which
FHCs and banks compete, changes in technol-
ogy for delivering financial services, and whether
the activity is necessary or appropriate to allow
FHCs and their affiliates, or banks and their
subsidiaries, to compete effectively with any
company seeking to provide financial services
in the United States.

If an activity is listed in more than one provi-
sion of section 4 of the BHC Act, the FHC may
choose to conduct the activity under any appli-
cable provision. The FHC is subject only to the
procedures and limitations that the chosen source
of authority imposes on the activity.

3905.0.2 ACTIVITIES THAT ARE PERMISSIBLE FOR FHCs UNDER SECTION
225.86(a) OF REGULATION Y

Activities That Are Financial in Nature or That Are Incidental to a Financial Activity

Manual

Section

3600.

1. Nonbanking activities listed in section 225.28(b) of Regulation Y that have been
determined to be so closely related to banking as to be a proper incident thereto
(see section 3000.0.2).

2. Any nonbanking activity that the Board has determined by order (those in effect
on November 12, 1999) to be so closely related to banking as to be a proper inci-
dent thereto. The activities are—

a. providing administrative and other services to mutual funds; 27

b. owning shares of a securities exchange; 6

c. acting as a certification authority for digital signatures, and authenticating the
identity of persons conducting financial and nonfinancial transactions (includes
transactions abroad);

7

d. providing employment histories to third parties for use in making credit deci-
sions and to depository institutions and their affiliates for use in the ordinary
course of business;

29

e. check-cashing and wire-transmission services; 1

f. in connection with offering banking services, providing notary public services,
selling postage stamps and postage-paid envelopes, providing vehicle-
registration services, and selling public-transportation tickets and tokens; and

25

g. real estate title abstracting. 30

1. See 1990 FRB 860 and 1995 FRB 1130.

An FHC or other interested party may request
that the Board, in consultation with the Secre-
tary of the Treasury, determine that an addi-
tional activity is financial in nature or incidental
to a financial activity. The written request should
(1) identify and define the activity, specifically
describing what the activity would involve and

how the activity would be conducted; (2) explain
in detail why the activity should be considered
financial in nature or incidental to a financial
activity; and (3) provide information supporting
the request and any other information the Board
requests concerning the proposed activity. (See
section 225.88(b) of Regulation Y.)
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An FHC may request an advisory opinion
from the Board on whether a proposed specific
activity falls within the scope of an activity
already determined to be a financial activity and
listed in section 225.86 of Regulation Y. The
request must be in writing and provide (1) a
detailed description of the activity, product, or
service about which the company proposes to
engage in or provide; (2) an explanation sup-
porting an interpretation on the scope of the
permissible financial activity; and (3) any other
information the Board requests. (See section
225.88(e) of Regulation Y.)

An FHC may request approval to engage in
an activity that is complementary to a financial
activity. The written request must (1) identify
the proposed complementary activity, specifi-
cally describing what the activity would involve
and how it would be conducted; (2) identify the
financial activity for which the proposed activity
would be complementary and provide informa-
tion to support a finding that the proposed activ-
ity should be considered complementary to the
identified financial activity; (3) describe the
scope and relative size of the proposed activity,
as a percentage of projected FHC revenues and
on the basis of assets associated with conduct-
ing the activity; (4) discuss the risks that con-
ducting the proposed activity pose to the subsid-
iary depository institutions of the FHC and the
financial system in general; (5) describe the
potential adverse effects of conducting the activ-
ity and explain the proposed measures the FHC
would take to address these potential effects;
and (6) provide any other information the Board
requests. (See section 225.89(a) of Regulation
Y.)

3905.0.3 SECURITIES
UNDERWRITING, DEALING, AND
MARKET-MAKING ACTIVITIES

The GLB Act also authorizes securities under-
writing, dealing, and market making without

regard to whether such securities may be sold
by a bank. This activity includes underwriting
or distributing shares of open-end investment
companies commonly referred to as mutual funds.

Securities underwriting activities conducted
under section 4(k)(4)(E) of the BHC Act may be
conducted without regard to the 25 percent rev-
enue limitation that is applicable to section 20
nonbank subsidiaries of BHCs engaged in secu-
rities underwriting and dealing, as authorized by
Board order under section 4(c)(8). In addition,
dealing may be done without regard to the 5 per-
cent limitation on ownership of voting securities.

The operating standards applicable to section
20 companies do not apply to FHCs that engage
in securities underwriting, dealing, and market
making under section 4(k)(4)(E) of the BHC
Act, with two exceptions. First, intraday exten-
sions of credit to a securities firm from an
affiliated bank or thrift or U.S. branch or agency
of a foreign bank must be on market terms
consistent with section 23B of the FRA. Sec-
ond, foreign banks that are FHCs or that are
treated as FHCs are required to comply with the
restrictions of sections 23A and 23B of the FRA
with respect to lending and securities-purchase
transactions between the U.S. branch or agency
of a foreign bank and a U.S. securities affiliate.
The operating standards and revenue limit con-
tinue to apply to BHCs that are not FHCs and to
FHCs that continue to conduct securities activi-
ties pursuant to section 4(c)(8) of the BHC Act.
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3905.0.4 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws 1 Regulations 2 Interpretations 3 Orders

BHCs and foreign banks that
qualify as FHCs can engage in
financial activities and those
incidental thereto

1843

Activities permissible for an
FHC

225.86 4-056.5

Notice requirement for FHCs
engaging in a financial activity

225.87 4-056.6

Requests for Board to determine
whether an activity is financial
in nature or incidental to a finan-
cial activity

225.88 4-056.7

Request to engage in an activity
that is complementary to the
financial activity of engaging as
principal in BHC-permissible
commodity derivatives

225.89 4-056.8 2003 FRB 508
2004 FRB 215
2004 FRB 511

Physical commodity trading in
energy-related commodities
(natural gas, crude oil, electric-
ity, and emissions allowances) as
a complement to a financial
activity

1843(k)(1)(B) 2006 FRB C54
2006 FRB C57
2006 FRB C113

Disease management and mail-
order pharmacy activities are
complementary to the financial
activity of underwriting and sell-
ing health insurance

1843(k)(1)(B) 2007 FRB C133

Providing energy management
services is complementary to the
financial activities of engaging
as principal in commodity
derivatives and providing
derivatives investment advisory
services

1843(k)(1)(B) 2008 FRB C20

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

3. Federal Reserve Regulatory Service reference.
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Subject Laws 1 Regulations 2 Interpretations 3 Orders

Providing energy tolling services
as a complement to the financial
activity of engaging in commod-
ity derivatives activities

1843(k)(1)(B) 2008 FRB C60

Trading in commodities not
approved by the CFTC for trad-
ing on a U.S. futures exchange
(e.g., nickel on London Metal
Exchange) or on certain non-
U.S. exchanges

2008 FRB C60

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

3. Federal Reserve Regulatory Service reference.
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Disease Management and Mail-Order Pharmacy Activities
(Section 4(k) of the BHC Act) Section 3906.0

In 2007, the Federal Deposit Insurance Corpora-
tion (FDIC) requested the Board to determine
whether the disease management and mail-order
pharmacy activities are permissible for a finan-
cial holding company (FHC) under the Bank
Holding Company Act (BHC Act), as amended
by the Gramm-Leach-Bliley Act (GLB Act).
WP had filed an application with the FDIC to
obtain deposit insurance for AFB, a proposed
U.S.-based de novo industrial loan company
(ILC).1

Section 4(k) (see 12 U.S.C. 1843(k)(4)) of the
BHC Act permits a bank holding company
(BHC) that qualifies to be an FHC to engage in
a broad range of activities that are defined by
statute to be financial in nature. The FDIC
requested that the Board determine the permissi-
bility of WP’s disease management and mail-
order pharmacy activities under the BHC Act,
as amended by the GLB Act, in connection with
the FDIC’s moratorium then in place on actions
on ILC applications by companies engaged in
any nonbanking activity not permissible for an
FHC.

WP is principally engaged in underwriting
and selling health insurance and related activi-
ties. Underwriting and selling health insurance
as principal, agent, or broker are activities deemed
by Congress in the GLB Act to be financial in
nature.2 WP, through its regulated insurance
company subsidiaries, provides health insur-
ance. WP’s insurance offerings include pre-
ferred provider, health maintenance, point of
service, Medicare and Medicaid health plans;
vision, dental, pharmacy benefit, life, disability,
and long-term care insurance products; and
consumer-directed, high-deductible, and limited-
service health insurance products. WP also
engages in a variety of related activities, includ-
ing claims processing.

WP also provides disease management and
mail-order pharmacy services through subsidi-
aries to persons who obtain health insurance
from WP or another insurance company. Through
its disease management services, WP provides
insurance plan members with access to a variety
of tools and resources designed to help them
maintain healthy lifestyles and properly manage

their medical conditions. These disease manage-
ment services typically are provided by, or under
the direction of, licensed health-care profession-
als (including doctors and nurses) employed by
WP. WP’s subsidiaries engage in providing mail-
order pharmacy services, fill prescriptions for
customers who have pharmacy benefit insurance
coverage from WP or another insurance com-
pany, provide drug-related information to cus-
tomers, and track potential issues with customer
prescriptions, such as drug interactions. WP’s
mail-order pharmacy subsidiaries are state-
licensed and employ state-licensed pharmacists.

WP’s disease management and mail-order
pharmacy activities are not within the scope of
activities that the Board previously determined
to be financial in nature, incidental to a financial
activity, or complementary to a financial activity
under the provisions of the BHC Act. The
activities do not themselves involve providing
insurance, are not regulated as insurance by
state insurance authorities, and are not provided
by an affiliate that is licensed as an insurance
company or as an insurance agent or broker.
Both activities involve the provision of health-
care services that, while related to insurance
underwriting activities, are themselves nonfi-
nancial activities. The Board concluded, how-
ever, for the reasons set forth below, that there is
a reasonable basis for construing these activities
as complementary to a financial activity within
the meaning of the GLB Act.

WP’s disease management and mail-order
pharmacy services help employers that obtain
health insurance from an insurance company to
manage and reduce the risks and costs of provid-
ing health insurance to employees. In its submis-
sions to the Board, WP provided data demon-
strating that many of the largest health insurers
in the U.S. provide these services to their own
customers and those of other health insurance
companies and that employer-customers of heath
insurance companies often demand such services.

Based on the foregoing, the information pro-
vided by WP, and other facts of record, the
Board concluded that disease management and
mail-order pharmacy activities complement the
financial activity of underwriting and selling
health insurance. Section 4(k)(1)(B) of the BHC
Act requires that the Board determine that any
proposed complementary activity does not pose
a substantial risk to the safety or soundness of
depository institutions or the financial system

1. Under section 4(c)(2)(H) of the BHC Act, an exemption
is provided from the definition of ‘‘bank’’ for ILCs. A BHC
may own, control, or operate an ILC, provided that it is not a
bank. Under section 225.28(b)(4) of the Board’s Regulation
Y, a BHC may acquire or retain an industrial bank to the
extent authorized by state law.

2. See section 4(k)(4)(B) of the BHC Act (12 U.S.C.
1843(k)(4)(B)).
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generally.3 Moreover, the Board previously has
stated that complementary activities should be
limited in size and scope relative to the financial
activities that they complement.4 As a condition
of its determination that the proposed activities
are complementary to a financial activity, the
Board required that these activities in the aggre-
gate not account for more than 2 percent of
WP’s consolidated total assets or 5 percent of its
consolidated total annual revenues. In addition,
the total assets of WP’s subsidiaries engaged in
disease management or mail-order pharmacy
activities in the aggregate could not exceed
5 percent of the total capital (calculated in
accordance with applicable statutory accounting
principles) of all regulated insurance company
subsidiaries and health plans of WP. The Board

also considered how WP managed and addressed
the risks posed by the activities through insur-
ance training and other measures. The Board
also stated that any future extensions of credit
by AFB to, or other covered transactions by
AFB with, these or other affiliates, including
any covered transaction with an unaffiliated per-
son the proceeds of which are transferred to or
used for the benefit of an affiliate, must comply
with sections 23A and 23B of the Federal Reserve
Act and the Board’s Regulation W.5 For these
reasons, the Board concluded that the proposed
activities would not pose a substantial risk to the
safety and soundness of depository institutions
or the financial system generally. The Board
approved the order on September 7, 2007 (The
previous discussion is only a summary. See the
full text of the Board order at 2007 FRB C133).

3. See section 4(k)(1)(B) of the BHC Act (12 U.S.C.
1843(k)(1)(B))

4. See 68 Federal Register 68493, 68497 (December 9,
2003).

5. See the Federal Reserve Act, sections 371c and 371c-1
(12 U.S.C. 371c, 371c-1) and 12 C.F.R. Part 223.
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Merchant Banking
(Section 4(k) of the BHC Act) Section 3907.0

3907.0.1 MERCHANT BANKING
INVESTMENT AUTHORITY

The Gramm-Leach-Bliley Act (GLB Act) and
the Board’s Regulation Y permit financial hold-
ing companies (FHCs) (but not bank holding
companies (BHCs) generally) to make invest-
ments as part of a bona fide securities underwrit-
ing or merchant or investment banking activity.1

These investments may be made in any type of
ownership interest in any type of nonfinancial
entity (portfolio company), and they may include
any amount up to all of the ownership interests
in the company. The investments that may be
made are substantially broader in scope than the
investment activities that are otherwise permis-
sible for BHCs.

The authority section 4(k)(4)(H) of the Bank
Holding Company Act (BHC Act) grants to
FHCs to make merchant banking investments
(MBIs) is an alternative to any other authority
that the FHC may have to make investments in
nonfinancial companies under other provisions
of the BHC Act, except as specifically noted in
the rule. For example, the rule’s provisions do
not apply to investments acquired as part of
securities underwriting, dealing, or market-
making activities conducted under section
4(k)(4)(E) of the BHC Act; investments made
by insurance underwriting subsidiaries of an
FHC in accordance with section 4(k)(4)(I) of
the BHC Act; investments made under section
4(c)(6) or (7) of the BHC Act; or investments
made overseas under the Board’s Regulation K
(12 C.F.R. 211).2 As described below, the BHC
Act allows an FHC to make MBIs if it controls a
securities affiliate or controls both an insurance
underwriter and a registered investment adviser.
The GLB Act does contain certain limitations
on MBIs made by FHCs, and it provides a
framework for MBIs that is designed to help
maintain the separation between banking and
commerce to ensure the safety and soundness of
depository institutions. All MBIs made by an

FHC under section 4(k)(4)(H) must comply with
the Board’s rule.

3907.0.2 PERMITTED INVESTMENTS

Under section 4(k)(4)(H) of the BHC Act and
the Board’s rule, an FHC may acquire or control
any amount of shares, assets, or a full range of
ownership interests in a company or other entity
that is engaged in an activity that isnot financial
in nature, incidental to a financial activity, or
otherwise permissible for the FHC under section
4 of the BHC Act. The interests an FHC may
acquire include securities, warrants, partnership
interests, trust certificates, other instruments rep-
resenting an ownership interest in a company,
and instruments convertible into a security or
other ownership interest whether the interest is
voting or nonvoting. An FHC can acquireany
amount of ownership interests in the company
or other entity, whether or not that amount
results in control for purposes of the BHC Act.
An FHC must file a notice with the Board under
section 4(k)(6) of the BHC Act and section
225.87 of Regulation Y (12 C.F.R. 225.87)
within 30 days after commencing MBI activities
or acquiring any company that makes MBIs.3

An FHC also can acquire and control ‘‘assets’’
other than debt or equity securities or other
ownership interests of a company. For example,
assets acquired as an MBI may include real
estate or the assets of a division of an operating
company. To be permissible, the assets must be
acquired through or promptly transferred to a
portfolio company that has and maintains a
separate corporate existence, management, and
operations to the extent required by the rule.
(See section 225.170(e)(3) of Regulation Y.)

3907.0.2.1 Securities Affiliate

A BHC may make MBIs only if it becomes an
FHC.4 The FHC must either (1) control or be a
‘‘securities affiliate’’ or (2) control both an
insurance underwriter affiliate and an invest-1. Unless stated otherwise in this section, the ‘‘merchant

banking statutory provisions’’ refer to section 4(k)(4)(H) of
the Bank Holding Company Act, and references to the ‘‘rule’’
or ‘‘regulatory provisions’’ pertain to Regulation Y and are
found in sections 225.170 through 225.177.

2. Although the rule does not apply to investments held
under section 4(c)(6) or (7) of the BHC Act or the Board’s
Regulation K, those authorities are only available if the FHC’s
aggregate investment in the relevant company under a combi-
nation of authorities, including any investment made under
the merchant banking authority, is within the applicable
investment limitations and restrictions set forth in section
4(c)(6) or (7) or Regulation K.

3. See section 4(k)(6)(A) of the BHC Act (12 U.S.C.
1843(k)(6)(A)) and section 225.87(a) of Regulation Y (12
C.F.R. 225.87(a)).

4. The Board’s Regulation Y sets forth the procedures and
qualification criteria applicable to BHCs that seek to elect to
become an FHC. See section 225.81 et seq. of Regulation Y
(12 C.F.R. 225.81 et seq.).
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ment adviser affiliate registered under the Invest-
ment Advisers Act of 1940 that provides invest-
ment advice to an insurance company. The GLB
Act and the rule, however, do not require that
the FHC make its MBIs through such a securi-
ties, insuranceunderwriting,or investmentadviser
affiliate. Instead, an FHC may make MBIs
directly or through any affiliate other than a
depository institution or a subsidiary of a deposi-
tory institution.

The rule defines a ‘‘ securities affiliate’’ to
include any broker or dealer registered with the
Securities and Exchange Commission (SEC)
under the Securities Exchange Act of 1934
(Exchange Act). The definition also includes an
SEC-registered municipal securities dealer,
including a separately identifiable division or
department of a bank that is registered as a
municipal securities dealer under the Exchange
Act. An FHC may make MBIs if the holding
company is itself a registered securities broker
or dealer.

3907.0.2.2 Investments in Companies
Engaged in Nonfinancial Activities

An FHC is authorized under section 4(k)(4)(H)
of the BHC Act to acquire or control a company
or entity ‘‘ engaged in any activity not autho-
rized pursuant to [section 4 of the BHC Act].’’
An FHC may not make MBIs in financial com-
panies under section 4(k)(4)(H) or the rule.
FHCs have separate authority under other provi-
sions of the BHC Act to make investments in
companies engaged in financial activities. How-
ever, a company held as an MBI may be engaged
in both nonfinancial and financial activities, and
an FHC may retain an MBI in a nonfinancial
company even if the company subsequently
commences a financial activity. An FHC also is
not prohibited from using a combination of
authorities to invest, through the same subsidi-
ary or fund, in ownership interests of both non-
financial and financial companies.

Investments in financial companies are not
authorized in section 4(k)(4)(H) of the BHC
Act. The rule’s restrictions, such as those for
holding periods and cross-marketing, therefore
do not apply to FHC investments in financial
companies that are made under other provisions
of the BHC Act and the Board’s Regulation
Y—even if such investments are made for stra-
tegic reasons or for reselling the investment. An
FHC may not, however, use the merchant bank-

ing authority to evade restrictions, such as con-
sent or approval requirements or restrictions that
address conflicts of interest or that govern the
acquisition of financial companies.5 In addition,
nothing in section 4(k)(4)(H) or the rule over-
rides the prior-approval requirements of section
3 of the BHC Act, which governs the acquisi-
tion of shares of a bank or BHC, or the provi-
sions of section 4(k)(6) and (j) of the BHC Act,
which governs the acquisition of shares of a
savings association or a company that controls a
savings association.

3907.0.2.3 Bona Fide Underwriting or
Merchant Banking or Investment Activity

An FHC may only make MBIs as part of a bona
fide underwriting or merchant banking or invest-
ment banking activity.6 An FHC is not autho-
rized to make an investment in a nonfinancial
company for the purpose of engaging in the
activities of the nonfinancial company, such as
real estate investment or development or other
activities that have not been found to be finan-
cial in nature. This ‘‘ bona fide’’ requirement
thus preserves the financial nature of MBI
activities and the separation of banking from
commerce.

The bona fide requirement does not prohibit
an FHC from specializing in making MBIs in
particular industries or from making its first
MBI in a company engaged in real estate invest-
ment or development. However, such invest-
ments should be made only for investment as
part of an ongoing underwriting or investment
or merchant banking activity, and they should
be held in accordance with the Board’s rules.7

3907.0.2.3.1 Investments Made Directly
or Through Funds

An FHC may acquire or control MBIs directly
or through any subsidiary other than a deposi-
tory institution or subsidiary of a depository
institution. An FHC also may not acquire or
control MBIs on behalf of a depository institu-
tion or subsidiary of a depository institution. A

5. See section 4(l)(2) of the BHC Act (12 U.S.C.
1843(l)(2)) and section 225.84 of Regulation Y (12 C.F.R.
225.84).

6. See section 4(k)(4)(H) of the BHC Act (12 U.S.C.
1843(k)(4)(H)).

7. Concentration in particular industries or in individual
investments may present supervisory concerns. The Board
expects all FHCs that engage in MBI activities to establish
policies governing portfolio diversification and to maintain
capital that is adequate, considering the FHC’s investment
portfolio. See section 3900.0 of this manual and SR-00-9.
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U.S. branch or agency of a foreign bank is
considered a ‘‘ depository institution’’ for pur-
poses of the merchant banking rule and its
related restrictions. Accordingly, a U.S. branch
or agency of a foreign bank may not acquire or
control MBIs, and MBIs may not be acquired or
controlled on behalf of a U.S. branch or agency
of a foreign bank.

An FHC is allowed to make MBIs through a
private equity fund or other investment fund
that, in turn, invests in nonfinancial companies.
When an FHC makes such an investment, the
holding company’s investment in the fund is
considered an MBI that must comply with the
rule. Certain benefits for investments in or held
through a qualifying private equity fund are
provided, including an extended holding period
and certain relief from the rule’ s cross-
marketing restrictions. Investments in funds that
do not qualify as private equity funds are treated
as any other type of MBI.

3907.0.2.3.2 Definition of Portfolio
Company and Financial Holding
Company

Some of the rule’s requirements—such as the
restrictions on routine management and
operation—apply only to portfolio companies.
A ‘‘ portfolio company’’ means any company or
entity that is directly or indirectly held, owned,
or controlled by an FHC that is using the mer-
chant banking authority, and the company or
entity is engaged in an activity that is not autho-
rized for the FHC under section 4 of the BHC
Act. (See section 225.177 of Regulation Y.)

The term ‘‘fi nancial holding company,’’ as
used in the rule, refers to the FHC and any
direct or indirect subsidiary of the holding com-
pany (including a private equity fund or other
fund controlled by the FHC). The term does not
include—

1. a portfolio company that is controlled by the
FHC or

2. any depository institution controlled by the
FHC or any subsidiary of such a depository
institution, unless otherwise provided in the
rule.

3907.0.3 LIMITS ON MANAGING OR
OPERATING A PORTFOLIO
COMPANY HELD AS A MERCHANT
BANKING INVESTMENT

The GLB Act prohibits an FHC from routinely

managing or operating a portfolio company,
except as may be necessary or required to obtain
a reasonable return on the resale or disposition
of the investment. (See section 225.171 of Regu-
lation Y.)

3907.0.3.1 Relationships That Involve
Routine Management or Operation

An FHC routinely manages or operates a port-
folio company if any director, officer, or employee
of the FHC serves as or has the responsibilities
of an executive officer of the portfolio company.
The term ‘‘ executive officer’’ has the same mean-
ing as used in the Board’s Regulation O. This
definition includes any person who participates
or has the authority to participate (other than in
the capacity of a director) in major policymak-
ing functions of the portfolio company, whether
or not the officer has an official title, the title
designates the officer as an assistant, or the
officer serves without salary or other compensa-
tion.8 (See section 225.177(d) of Regulation Y
and 12 C.F.R. 215.2(e)(1).) An FHC is also
considered to routinely manage or operate a
portfolio company if an executive officer of the
parent FHC or certain of its major subsidiaries
serves as (or has the responsibilities of) an offi-
cer or employee of the portfolio company. For
the purposes of these restrictions, an FHC’s
major subsidiaries include any subsidiary that is
(1) a depository institution, (2) an SEC-
registered broker-dealer, (3) engaged in MBI
activities or insurance company investment
activities under section 4(k)(4)(H) or (I) of the
BHC Act, (4) a small business investment com-
pany, or (5) engaged in significant equity invest-
ment activities that are subject to a special capi-
tal charge under the Board’s capital guidelines
(for example, a company engaged in investment
activities under section 4(c)(6) or (7) of the
BHC Act). An FHC also is considered to rou-
tinely manage or operate a portfolio company if

8. An executive officer does not include a person who may
exercise a certain measure of discretion in the performance of
his or her duties, including the discretion to make decisions in
the ordinary course of business, but who does not participate
in the determination of major policies of the company and
whose decisions are limited by policy standards fixed by
senior management. In addition, the term does not include any
person who is excluded from participating (other than in the
capacity of a director) in major policymaking functions of the
company by resolution of the board of directors or by the
bylaws of the company, provided the person does not in fact
participate in such policymaking functions.
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it restricts, by covenants, agreements, or other-
wise, the portfolio company’s ability to make
routine business decisions. Covenants or agree-
ments that involve routine business decisions
include covenants that restrict the portfolio com-
pany’s ability to enter into transactions in the
ordinary course of business or to hire nonexecu-
tive officers or employees. As described below,
an FHC may have covenants and agreements
that restrict actions that are outside the ordinary
course of business.

In addition, an FHC is presumed to be involved
in the day-to-day management or operations of
a portfolio company if a director, officer, or
employee of the FHC serves as a nonexecutive
officer or employee of the portfolio company or
if an officer or employee of the portfolio com-
pany is supervised by or reports to an officer or
employee of the FHC. An FHC may rebut this
presumption by presenting specific facts demon-
strating that the junior-officer or employee inter-
lock with the portfolio company would not
involve the investing FHC in the routine man-
agement and operating of the company.9 Any
request to rebut a presumption must be made to
the Board and should fully describe all the facts
and circumstances related to the FHC’s invest-
ment in and relationships with the portfolio
company.

3907.0.3.2 Relationships That Do Not
Constitute Routine Management or
Operation

The rule identifies several relationships that an
FHC may have with a portfolio company that
would not involve the FHC in routinely manag-
ing or operating the portfolio company.10 The
following relationships allow the FHC to moni-
tor and provide strategic and financial advice to
a portfolio company without becoming involved
in the day-to-day management or operations of
the company:

1. Director interlocks. An FHC may have one
or more representatives on the board of direc-
tors of a portfolio company. The Board con-
siders the selection of the partners (including
the general partner) of a partnership to be the
equivalent of selecting the directors of a

company. An FHC representative who serves
as a director of a portfolio company may
participate fully in those matters that are
typically presented to directors of a com-
pany, whether the director participates in
these matters at a meeting of the board, at
meetings of committees of the board, through
written votes, through meetings with officers
or employees of the portfolio company, or in
other ways. The FHC’s director representa-
tives, however, may not participate in the
day-to-day operations of the portfolio com-
pany or in management decisions that are
made in the ordinary course of business and
that are not customarily presented to the
directors of a company. The portfolio com-
pany also must have officers and employees
that routinely manage and operate the com-
pany, and the FHC must not have other
arrangements or relationships with the port-
folio company that would involve the FHC
in the routine management or operation of
the portfolio company.

2. Covenants concerning actions outside the or-
dinary course of business. An FHC may
restrict, by covenant or otherwise, the ability
of a portfolio company to take actions that
are outside the ordinary course of business.
Some examples of actions that are outside
the ordinary course of business and that may
be subject to these types of covenants or
agreements are—
a. the acquisition of significant assets or con-

trol of another company by the portfolio
company or any of its subsidiaries;

b. the removal or selection of the portfolio
company’s independent accountant or
investment banker;

c. significant changes to the portfolio com-
pany’s business plan or accounting meth-
ods or policies;

d. the removal or replacement of any or all
of the executive officers of the portfolio
company;

e. the redemption, authorization, or issuance
of any equity or debt securities of the
portfolio company;

f. any borrowing by the portfolio company
that is outside the ordinary course of busi-
ness;

g. the amendment of the portfolio compa-
ny’s articles of incorporation, bylaws, or
similar governing documents; and

h. the sale, merger, consolidation, spin-off,
recapitalization, liquidation, dissolution,
or sale of substantially all of the assets of
the portfolio company or any of its signifi-
cant subsidiaries.

9. See section 225.171(c) of Regulation Y (12 C.F.R.
225.171(c)).

10. See section 225.171(d) of Regulation Y (12 C.F.R.
225.171(d)).
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3. Providing advisory and underwriting ser-
vices to and consulting with a portfolio com-
pany. An FHC also may provide financial,
investment, or management consulting advi-
sory services to the portfolio company in
accordance with applicable limitations under
Regulation Y.11 Any management consulting
services provided to a portfolio company
must remain solely advisory, and the FHC
may not assume responsibility for decision
making or for the day-to-day management or
operations of the portfolio company.12 An
FHC may also underwrite or act as place-
ment agent for the securities of a portfolio
company and provide assistance to the port-
folio company in connection with the under-
writing or placement of its securities without
being considered to be involved in routinely
managing or operating the company. An FHC
also may have regular or periodic meetings
with the officers or employees of a portfolio
company to monitor and provide advice
regarding the portfolio company’s perfor-
mance or activities, so long as the FHC,
through such meetings or otherwise, does not
routinely manage or operate the portfolio
company.

3907.0.3.2.1 Other Permissible
Covenants Not Involving the FHC in
Routinely Managing and Operating a
Portfolio Company

Listed below are some additional examples of
covenants that an FHC may have with a port-
folio company without routinely managing or
operating the portfolio company.12a In particu-
lar, an FHC may, consistent with the GLB Act
and section 225.171(d) of Regulation Y, have
covenants with a portfolio company that restrict
the ability of the portfolio company to—

1. alter its capital structure through the issu-
ance, redemption, authorization, or sale of
any equity or debt securities of the portfolio
company;12b

2. establish the general purpose for funds sought

to be raised through the issuance or sale of
any equity or debt securities of the portfolio
company (for example, retirement of exist-
ing debt, acquisition of another company, or
general corporate use);

3. amend the terms of any equity or debt secu-
rities issued by the company;

4. declare a dividend on any class of securities
of the portfolio company or change the
dividend-payment rate on any class of secu-
rities of the portfolio company;

5. engage in a public offering of securities of
the portfolio company;

6. register a class of securities of the portfolio
company under federal or state securities
laws;

7. list (or de-list) any securities of the port-
folio company on a securities exchange;

8. create, incur, assume, guarantee, refinance,
or prepay any indebtedness outside the ordi-
nary course of business of the portfolio
company;

9. voluntarily file for bankruptcy, or consent
to the appointment of a receiver, liquidator,
assignee, custodian, or trustee of the port-
folio company for purposes of winding up
its affairs;

10. significantly alter the regulatory, tax, or lia-
bility status of the portfolio company
(examples of actions that would signifi-
cantly alter the regulatory, tax, or liability
status of the portfolio company include the
registration of the portfolio company as an
investment company under the Investment
Company Act of 1940, or the conversion of
the portfolio company from a corporation to
a partnership or limited-liability company);

11. make, or commit to make, any capital
expenditure that isoutside theordinarycourse
of business of the portfolio company, such
as the purchase or lease of a significant
manufacturing facility, an office building,
an asset, or another company;

12. engage in, or commit to engage in, any
purchase, sale, lease, transfer, or other trans-
action outside the ordinary course of busi-
ness of the portfolio company, which may
include for example—
a. entering into a contractual arrangement

(including a property lease or consulting
agreement) that imposes significant finan-
cial obligations on the portfolio com-
pany;

b. the sale of a significant asset of the port-
folio company (for example, a signifi-

11. See sections 225.28(b)(6) and 225.86(b)(1) of Regula-
tion Y (12 C.F.R. 225.28(b)(6) and 12 C.F.R. 225.86(b)(1)).

12. See sections 225.28(b)(9) and 225.86(b)(1) of Regula-
tion Y (12 C.F.R. 225.28(b)(9) and 12 C.F.R. 225.86(b)(1)).

12a. See letter from Virgil Mattingly, the Federal Reserve
Board’s general counsel, to Peter T. Grauer, Credit Suisse
First Boston, dated December 21, 2001.

12b. For these purposes, the phrase ‘‘equity and debt secu-
rities’’ includes options, warrants, obligations, or other instru-
ments that give the holder the right to acquire securities of the
portfolio company.
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cant patent, manufacturing facility, or
parcel of real estate);

c. the establishment of a significant new
subsidiary by the portfolio company;

d. the transfer by the portfolio company of
significant assets to a subsidiary or to a
person affiliated with the portfolio com-
pany; or

e. the establishment by the portfolio com-
pany of a significant new joint venture
with a third party;

13. hire, remove, or replace any or all of the
executive officers of the portfolio
company;12c

14. establish, accept, or modify the terms of an
employment agreement with an executive
officer of the portfolio company, including
the terms setting forth the executive offic-
er’s salary, compensation, and severance;

15. adopt or significantly modify the portfolio
company’s policies or budget concerning
the salary, compensation, or employment of
the officers or employees of the portfolio
company generally;

16. adopt or significantly modify any benefit
plan covering officers or employees of the
portfolio company, including defined bene-
fit and defined contribution retirement plans,
stock option plans, profit sharing, employee
stock ownership plans, or stock apprecia-
tion rights plans;

17. alter significantly the business strategy or
operations of the portfolio company, for
example, by entering or discontinuing a sig-
nificant line of business or by altering sig-
nificantly the tax, cash-management, divi-
dend, or hedging policies of the portfolio
company; or

18. establish, dissolve, or materially alter the
duties of a committee of the board of direc-
tors of the portfolio company.

Some of the above actions by their very nature
are outside the ordinary course of business of a
portfolio company and, thus, may be subject to
a covenant with the portfolio company. For
example, covenants restricting the ability of a
portfolio company to issue or redeem its equity
or debt securities or hire or fire its executive
officers are unusual actions that typically are
taken only by or in consultation with the compa-
ny’s board of directors.

Covenants concerning other types of actions
may, or may not, involve the FHC in routine
business decisions of the portfolio company,
depending on the specific scope of actions cov-
ered by the covenant and the size and character-
istics of the portfolio company. To provide
FHCs maximum flexibility in structuring their
relationships with portfolio companies to the
extent permitted by the GLB Act, several of the
examples included above permit an FHC to
restrict the ability of a portfolio company to
take certain actions whenever the actions are
significant.

The measure of ‘‘significant’’ in this context
would depend on the size, capital, condition,
business, and other characteristics of the port-
folio company. In determining what is signifi-
cant for a particular portfolio company, one rule
of thumb is that any action that would, under
ordinary business practices, be presented to the
board of directors of the portfolio company for
approval or consideration may also be subject to
a covenant that requires review and approval of
the action by the financial holding company
investor. In this way, the rule permits a financial
holding company investor to exercise the same
type of review and approval rights through a
covenant that the FHC could exercise directly
through representation on the board of directors
of the portfolio company. As with a director
representative, however, an FHC may not use a
covenant as a means to become involved in
routine business decisions made in the ordinary
course of the portfolio company’s day-to-day
business activities.

There also may be situations in which a cov-
enant is permissible even though the actions
involved are ones that, under ordinary business
practices, would not be considered by the board
of directors of the portfolio company. It is
expected that these situations would be unusual
and the permissibility of such a covenant would
likely depend on the particular facts and circum-
stances involved in the case.

3907.0.3.2.2 FHC May Routinely Manage
or Operate a Portfolio Company in
Special Circumstances

An FHC may routinely manage or operate a
portfolio company only when such action is
‘‘necessary or required to obtain a reasonable
return on [the] investment upon resale or dispo-
sition.’’ Examples of situations in which inter-
vention may be needed would be when the
portfolio company experiences a significant
operating loss or when there is a loss of senior

12c. The term ‘‘executive officer’’ is defined in section
225.171 of Regulation Y.
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management. Once the FHC has taken appropri-
ate action to obtain a reasonable return on the
resale or disposition of the investment, the GLB
Act requires the FHC to cease routinely manag-
ing or operating the portfolio company. The
FHC may routinely manage or operate a port-
folio company only for the period of time that
may be necessary to address the cause of the
holding company’s involvement in the routine
management or operations of the portfolio com-
pany, to obtain suitable management arrange-
ments, to dispose of the investment, or to other-
wise obtain a reasonable return on the resale or
disposition of the investment. The determina-
tion of whether and how long FHC intervention
is necessary or required will depend on the facts
and circumstances of the particular investment.

Two requirements in the rule assist the Fed-
eral Reserve in monitoring the interventions of
FHCs in the routine management or operations
of portfolio companies. These requirements
ensure that such actions are consistent with the
GLB Act’s limitations. First, FHCs are required
to maintain and make available to the Board on
request a written record describing the compa-
ny’s involvement in routinely managing or oper-
ating any portfolio company.13 Second, an FHC
is required to provide the Board with written
notice if the company routinely manages or
operates a portfolio company for more than nine
months.14 The notice may be in the form of a
letter and should identify the portfolio company,
the date on which the FHC first became involved
in the routine management or operations of the
portfolio company, the reasons for the involve-
ment, and the actions that the FHC has taken to
address the circumstances giving rise to the
intervention, as well as provide an estimate of
when the FHC anticipates it will cease routinely
managing or operating the portfolio company.

3907.0.3.3 Depository Institutions
Prohibited from Managing or Operating
Portfolio Companies

A depository institution or a subsidiary of a
depository institution may not routinely manage
or operate a portfolio company held by an FHC.
As noted above, U.S. branches and agencies of
foreign banks are considered depository institu-
tions for purposes of the rule. A director, officer,
or employee of a depository institution or its

subsidiary, as well as a U.S. branch or agency,
however, is not prohibited from serving as a
director of a portfolio company to the same
extent as would be permitted for a director,
officer, or employee of an FHC. Such director,
officer, or employee is also not prohibited from
taking other actions that the rule does not define
to be routine management or operation. In addi-
tion, a depository institution is not prevented
from having covenants or from taking actions
pursuant to covenants that are typically found in
credit agreements to ensure repayment of exten-
sions of credit in the ordinary course of busi-
ness, provided the covenant or action is not an
attempt to evade the rule’s restrictions.

The rule also does not apply the prohibition
on a depository institution routinely managing
or operating a portfolio company to a financial
subsidiary of a bank that is held in accordance
with section 5136A of the Revised Statutes (12
U.S.C. 24a) or section 46 of the Federal Deposit
Insurance Act (FDI Act). The prohibition also
does not apply to a small business investment
company subsidiary of a bank held in accor-
dance with the Small Business Investment Act
of 1958. These subsidiaries may, however,
exercise routine management or operation only
in accordance with the limitations that apply to
FHCs.

3907.0.4 HOLDING PERIODS FOR
MERCHANT BANKING
INVESTMENTS

The GLB Act requires that any shares, assets,
and ownership interests acquired as an MBI be
held only for a period of time that enables the
sale or disposition of the interest on a reason-
able basis, consistent with the financial viability
of the FHC’s merchant banking activity. The
rule permits an FHC to hold any MBI for a
period of up to 10 years. In addition, the rule
allows an FHC to own or control an MBI in or
through a private equity fund (as defined below)
for the life of the fund, up to 15 years.15

An FHC may hold an MBI beyond the rule’s
specified time periods only with the Board’s
prior approval. A request by an FHC for an
extension of the applicable holding period must
be filed at least 90 days before the expiration of
the holding period. An extension request must
provide the reasons for the request (including

13. See section 225.171(e)(4) of Regulation Y (12 C.F.R.
225.171(e)(4)).

14. See section 225.171(e)(3) of Regulation Y (12 C.F.R.
225.171(e)(3)).

15. See section 225.172 of Regulation Y (12 C.F.R. 225.172).
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the factors listed below), explain the FHC’s plan
for divesting the investment, and discuss the
factors that the Board may consider in review-
ing the request. Factors to be included in the
extension request are the cost to the FHC of
disposing of the investment within the applica-
ble time period, the total exposure of the FHC to
the portfolio company and the risks that dispos-
ing of the investment without an extension may
pose to the FHC, market conditions, the nature
of the portfolio company’s business, the extent
and history of the FHC’s involvement
in the management and operations of the port-
folio company, and the average holding period
of the FHC’s MBIs. The Board may also con-
sider any other relevant information related to
the investment.

If an FHC receives permission to hold an
MBI beyond the applicable holding period, a
special capital charge applies to the investment.
The Board must set this charge at a rate that is
above the highest marginal tier 1 capital charge
applicable under the Board’s capital guidelines
for MBIs held by that FHC, but the rate may not
be below 25 percent of the adjusted carrying
value of the investment as reflected on the
FHC’s balance sheet. The Board may also impose
other restrictions it determines to be appropriate
in connection with granting the extension
request.

3907.0.4.1 Holding-Period Tacking
Provisions

The rule includes special ‘‘tacking’’ provisions
to prevent an FHC from circumventing the hold-
ing periods on MBIs by transferring an MBI
from one company or fund to another.16 The
rule also provides that, for purposes of calculat-
ing compliance with the merchant banking hold-
ing periods, an investment the FHC acquires
under another authority that imposes a restric-
tion on the amount of time that the FHC may
hold the investment is considered to have been
acquired on the original acquisition date.

3907.0.5 PRIVATE EQUITY FUNDS

As noted above, the rule permits an FHC to
make MBIs directly or through funds that pool

the firm’s capital with capital provided by third-
party investors, such as investment companies,
pension funds, endowments, financial institu-
tions or corporations, and sophisticated indi-
vidual investors who have a high net worth.
Frequently, these pooled investment vehicles
have characteristics (such as limited terms,
manager-compensation arrangements, and the
presence of third-party investors that monitor
investments) that encourage the fund to dispose
of its investments in a relatively short period of
time. Considering such characteristics, and to

16. See section 225.172(b)(2) and (3) of Regulation Y (12
C.F.R. 225.172(b)(2) and (3)).
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accommodate industry practice on investment
funds, the rule includes several special provi-
sions for MBI activities conducted through a
qualifying ‘‘ private equity fund.’’ The provi-
sions include a longer holding period for private
equity fund investments, a higher aggregate
investment threshold for review of an organiza-
tion that makes investments in or through pri-
vate equity funds, and streamlined reporting and
recordkeeping provisions for investments in or
held through private equity funds.

3907.0.5.1 Definition of Private Equity
Fund

To qualify as a ‘‘ private equity fund’’ under the
rule, the fund must have a fixed duration of not
more than 15 years including all potential exten-
sions, and the FHC (including its officers, direc-
tors, employees, and principal shareholders) may
not own more than 25 percent of the total equity
of the fund. There are no limits on advisory fees
or on the various types of incentive compensa-
tion that the FHC may receive for services ren-
dered to the fund, provided such fees do not
increase the FHC’s equity stake in the fund
above the 25 percent threshold.

A private equity fund also may not be an
operating company and must be engaged exclu-
sively in the business of investing in financial
and nonfinancial companies for resale or other
disposition. In addition, the fund may not be
established or operated for the purpose of mak-
ing investments that are inconsistent with sec-
tion 4(k)(4)(H) of the BHC Act or evading the
limitations of the GLB Act or the rule.

A private equity fund can be organized in any
form, including a partnership, corporation, or
limited-liability company. In addition, the fund
may, but need not be, registered as an invest-
ment company under the federal securities laws.

3907.0.5.2 Permissible Holding Period
for Private Equity Fund Investments

As noted above, an FHC, without Board approval,
may own or control an investment in a private
equity fund that makes MBIs for the duration of
the fund, which may be up to 15 years. A
qualifying private equity fund may therefore
hold investments in portfolio companies for up
to 15 years, and it is not required to dispose of
its investments within the 10-year period appli-
cable to other types of MBIs. In special circum-
stances, an FHC may seek the Board’s approval

to retain an investment in a qualifying private
equity fund or to extend the duration of a private
equity fund for a period longer than 15 years.17

(See section 3907.0.5 of this manual for a dis-
cussion of how an FHC may request an exten-
sion of this holding period.)

3907.0.5.3 Routine Management and
Operation Restrictions for Private Equity
Funds

The GLB Act and the rule generally prohibit an
FHC from routinely managing or operating any
portfolio company—that is, any company
engaged in nonfinancial activities.18 These
restrictions apply regardless of whether the FHC
owns or controls its interest in the portfolio
company directly or through a private equity
fund. Accordingly, an FHC may not routinely
manage or operate a portfolio company that is
owned or controlled by a private equity fund in
which the FHC owns or controls any ownership
interest, except in the limited circumstances per-
mitted by the rule.19 In addition, if an FHC
controls a private equity fund, the private equity
fund is a subsidiary of the FHC and the private
equity fund must abide by the rule’s limits on
routine management and operation of portfolio
companies. An FHC, however, is not prohibited
from routinely managing or operating the pri-
vate equity fund itself.

An FHC is considered to control a private
equity fund for the purpose of the rule if the
FHC or any director, officer, employee or princi-
pal shareholder of the company (1) serves as a
general partner, managing member, or trustee of
the private equity fund; (2) owns or controls in
the aggregate 25 percent or more of any class of
voting shares or similar interests in the fund;
(3) selects, controls, or constitutes a majority of
the directors, trustees, or management of the
fund; or (4) owns or controls more than 5 per-
cent of any class of voting shares or similar
ownership interests in the fund and serves as the
fund’s investment adviser.

17. The holding-period tacking rules in section 225.172(b)(2)
and (3) of Regulation Y must be applied when a private equity
fund investment has been held longer than the permitted time.

18. See sections 225.177(c) and 225.171(a) of Regulation
Y (12 C.F.R. 225.177(c) and 225.171(a)).

19. See section 225.171(e) of Regulation Y (12 C.F.R.
225.171(e)).
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3907.0.5.4 Other Matters Related to
Private Equity Funds

When an FHC has a passive (that is, noncontrol-
ling) investment in a private equity fund that is
advised and controlled by an unaffiliated entity,
any shares owned by the fund generally are not
considered to be owned or controlled by the
passive FHC investor.20 Therefore, the rule’s
cross-marketing restrictions on the products or
services of a portfolio company, the limitations
of sections 23A and 23B of the FRA, and the
rule’s reporting and recordkeeping requirements
do not apply to investments in portfolio compa-
nies that are held by a private equity fund and
that are not controlled by the FHC. These
restrictions and requirements (other than the
cross-marketing restrictions) would, however,
apply to the FHC’s investment in the private
equity fund and would govern the relationship
of the FHC with the private equity fund.

3907.0.5.4.1 Funds That Are Not
Qualifying Private Equity Funds

An FHC is permitted to invest in and control a
fund that does not meet the private equity fund
definition. If the FHC controls the nonqualify-
ing fund, then the provisions of the rule, includ-
ing the holding-period provisions for portfolio
companies, the routine-management restrictions,
the risk-management and recordkeeping require-
ments, the cross-marketing provisions, and the
section 23A provisions, apply to investments
made by the nonqualifying fund in the same
manner as those provisions would apply if the
investment in the portfolio company were held
directly by the FHC. If the FHC owns a noncon-
trolling interest in the fund, then the fund is
itself considered to be a portfolio company.

An FHC may thus own more than 25 percent
of the equity of a fund that has an unlimited life
(and, consequently, is not a qualifying private
equity fund), so long as the fund does not hold
investments in portfolio companies for more
than 10 years, and the FHC and the fund comply
with the routine management and other restric-
tions of the rule. Similarly, an FHC may invest
in a fund that, in addition to making MBIs,

engages in other businesses (and, consequently,
is not a qualifying private equity fund), so long
as the FHC does not control the fund, divests
its interest in the fund within 10 years, and
complies with the other provisions of the rule
that apply to investments in a portfolio
company.

3907.0.6 TEMPORARY AGGREGATE
INVESTMENT THRESHOLDS FOR
MBIs

To allow the Federal Reserve to review the
risk-management policies, procedures, and sys-
tems of an FHC that seeks to devote a signifi-
cant portion of its capital to MBIs, temporary
investment thresholds on MBIs are included in
the rule. An FHC may not, without the Board’s
prior approval, make additional MBIs if the
aggregate carrying value of its existing MBIs
exceeds either of the two thresholds. The first
threshold prevents an FHC from making addi-
tional MBIs (including making additional capi-
tal contributions to a company held under the
rule) if the aggregate carrying value of the
FHC’s MBIs exceeds 30 percent of the FHC’s
tier 1 capital. A second threshold applies if the
aggregate carrying value of the FHC’s MBIs,
excluding investments in private equity funds,
exceeds 20 percent of the FHC’s tier 1 capital.
An FHC may exceed either threshold with the
prior approval of the Board.

The investment thresholds were adopted as
sunset provisions until the Board adopts a final
rule specifically addressing the regulatory capi-
tal treatment for MBIs and that rule becomes
effective. In February 2001, the Board, the Office
of the Comptroller of the Currency, and the
Federal Deposit Insurance Corporation jointly
requested comment on proposed rules that would
establish special capital requirements for MBIs
and similar equity investments held by BHCs
and banks. (See 66 Federal Register 10, 212
(February 14, 2001).)

The investment thresholds discussed above
apply only to MBIs made by FHCs under sec-
tion 4(k)(4)(H) of the BHC Act and under the
rule. They do not apply to or restrict invest-
ments made by BHCs or FHCs under other
authorities, such as investments made through
small business investment companies (SBICs),
investments made in less than 5 percent of the
voting shares of a company under section 4(c)(6)
or (7) of the BHC Act, or investments made
overseas under Regulation K.

20. Seesection2(g)(1)of theBHCAct (12U.S.C.1841(g)(1))
and section 225.2(e)(2)(i) of Regulation Y (12 C.F.R.
225.2(e)(2)(i)).
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3907.0.7 RISK-MANAGEMENT,
REPORTING, AND RECORDKEEPING
POLICIES

3907.0.7.1 Policies, Procedures, Systems,
and Reports

An FHC must maintain policies, procedures,
and systems that are reasonably designed to
manage the risks associated with making MBIs
and to monitor compliance with the statutory
and regulatory provisions governing such invest-
ments. The rule identifies the major areas that
must be addressed by the internal policies and
controls of an FHC engaged in making MBIs. In
particular, an FHC engaged in merchant bank-
ing activities must have policies, procedures,
records, and systems that are reasonably designed
to—

1. monitor and assess the carrying value, mar-
ket value, and performance of MBIs and of
the company’s aggregate MBI portfolio;

2. identify and manage the market, credit, con-
centration, and other risks associated with
MBIs;

3. identify, monitor, and assess the terms,
amounts, and risks arising from transactions
and relationships (including contingent fees
or contingent interests) with each company
in which the FHC has an MBI;

4. ensure the maintenance of corporate sepa-
rateness between the FHC and each company
in which the FHC holds an interest under the
rule, and protect the FHC and its depository
institution subsidiaries from legal liability
for the operations conducted and financial
obligations of any such company; and

5. ensure compliance with the rule, including
the rule’s holding-period, routine manage-
ment and operation, and cross-marketing
restrictions, as well as with any other appli-
cable provisions of law governing transac-
tions and relationships with companies in
which the FHC holds an interest under the
rule, such as fiduciary principles and sections
23A and 23B of the FRA.

This list of policies, procedures, records, and
systems identifies only some of the most impor-
tant elements of a sound approach to monitoring
MBI activities. The Board has issued supervi-
sory guidance (see SR-00-9) that provides addi-
tional detail concerning the internal controls,
policies, and systems that any BHC engaged in
equity investment activities is expected to have
and maintain to engage in such activities in a

safe and sound manner. (See section 3900.0 of
this manual for more detail on this guidance.)

If the FHC controls a private equity fund or
other fund that makes MBIs, the FHC must
ensure that the fund has the types of policies,
procedures, and systems for making and moni-
toring MBIs that are required for FHCs. The
FHC may satisfy these requirements by ensur-
ing that the private equity fund or other fund is
subject to the FHC’s merchant banking policies,
procedures, and systems. If an FHC does not
control the fund, then the fund is not subject to
the recordkeeping and risk-management provi-
sions of the rule. Nevertheless, an FHC must
apply its merchant banking policies, procedures,
and systems to any investment made by the
company in any fund that is controlled by an
unaffiliated entity.

It is anticipated that FHCs will be able to
satisfy the rule’s recordkeeping requirements by
using the internal reports and records it prepares
in the ordinary course of making an MBI or
controlling a private equity fund. Similarly, if an
FHC makes a noncontrolling investment in a
private equity fund, the FHC should be able to
use information provided by the fund’s adviser
or sponsor to satisfy the rule’s recordkeeping
requirements.

3907.0.7.2 Notice of Commencement of
Merchant Banking Activities

An FHC must notify the Board within 30 days
of commencing merchant banking activities under
section 4(k)(4)(H) of the BHC Act. (See section
225.87(a) of Regulation Y.) For a domestic
FHC, this notice should be provided on the
Federal Reserve’s reporting form, the FR Y-6A
(which is expected to be replaced by the FR
Y-10). For qualifying foreign banking organiza-
tions, the notice should be provided on the FR
Y-7 (which is expected to be replaced by the FR
Y-10F).

The appropriate Reserve Bank, in coordina-
tion with Board staff, should schedule a review
of the investment and risk-management poli-
cies, procedures, and systems of an FHC that
files a notification indicating that it has com-
menced merchant banking activities. The review
may be conducted either off- or on-site, depend-
ing on the expected level and complexity of the
FHC’s MBIs and the company’s previous expe-
rience in making equity investments under other
legal authorities. This review may be deferred
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until the next regularly scheduled inspection or
examination, if the FHC has significant experi-
ence in making equity investments under pre-
existing authorities and if the Federal Reserve
has recently reviewed the company’s policies,
procedures, and systems for managing and con-
trolling the risks associated with equity invest-
ment activities.

3907.0.7.3 Quarterly and Annual
Reporting Requirements

The Federal Reserve has instituted two periodic
reporting requirements relating to MBIs. The
first is a quarterly report (FR Y-12) that seeks
aggregate information on the cost and carrying
values of an FHC’s MBIs. This report also
collects informationonnonfinancial equity invest-
ments made by BHCs and their subsidiaries
under other legal authorities, including invest-
ments made through SBICs and investments
made in less than 5 percent of the voting shares
of a company under section 4(c)(6) or (7) of the
BHC Act. This quarterly report assists the Fed-
eral Reserve in monitoring the exposure of
BHCs to MBIs and similar types of equity
investments. The second report is an annual
report, the FR Y-12A, that will collect basic
information on MBIs held by an FHC for an
extended time period. The FR Y-12A annual
report collects information on MBIs that are
approaching the end of their applicable holding
period.

3907.0.7.4 Notice of Large Merchant
Banking Acquisitions

After an FHC has provided notice to the Federal
Reserve that it has commenced merchant bank-
ing activities, the FHC generally is not required
to file a notice after acquiring the shares of a
company under its merchant banking invest-
ment authority. However, an FHC must file a
post-transaction notice with the Federal Reserve
within 30 days after making an MBI in a com-
pany if (1) the investment represents more than
5 percent of the voting shares, assets, or owner-
ship interests of the company, and (2) the total
cost of the investment to the FHC exceeds the
lesser of 5 percent of the tier 1 capital of the
FHC or $200 million. This notice must be pro-
vided on the forms discussed above.

3907.0.8 CROSS-MARKETING
RESTRICTIONS

The GLB Act prohibits a depository institution
subsidiary of an FHC from marketing or offer-
ing any product or service of a company in
which the FHC has an MBI. Similarly, the GLB
Act prohibits a company held by an FHC as an
MBI from marketing or offering any product or
service of a depository institution subsidiary of
the FHC. U.S. branches and agencies of a for-
eign bank that conduct BHC activities in the
United States or through a U.S. company are
considered depository institutions under the rule.
Thus, a U.S. branch or agency of a foreign bank
may not cross-market the products or services
of a company that is owned or controlled by the
foreign bank or an affiliate of the foreign bank
under section 4(k)(4)(H) of the BHC Act. In
addition, the cross-marketing restrictions gener-
ally apply to any subsidiary of a depository
institution controlled by an FHC.

The cross-marketing restrictions, however, do
not apply to certain subsidiaries of a depository
institution that Congress has expressly autho-
rized the parent institution to own or control. In
particular, the cross-marketing restrictions do
not apply to (1) a financial subsidiary of a
depository institution held in accordance with
section 5136A of the Revised Statutes (12 U.S.C.
24a) or section 46 of the FDI Act, (2) any
company held by an Edge Act or agreement
subsidiary of the depository institution that is
controlled pursuant to section 25 or 25A of the
FRA, or (3) any company held by an SBIC
subsidiary of the depository institution that is
controlled in accordance with the Small Busi-
ness Investment Act.

The cross-marketing restrictions of the GLB
Act and the rule also do not apply to nondeposi-
tory affiliates of FHCs. Accordingly, a nonde-
pository holding company affiliate of an FHC
may engage in cross-marketing activities with a
portfolio company held by the FHC under sec-
tion 4(k)(4)(H) of the BHC Act. In addition,
these restrictions do not apply to (1) portfolio
companies in which the FHC, either directly or
indirectly, owns less than 5 percent of the voting
shares or ownership interests; (2) portfolio com-
panies that are held by a private equity fund the
FHC does not control; and (3) interests in a
private equity fund (whether or not the FHC
controls the fund). Accordingly, a depository
institution subsidiary of an FHC may engage in
cross-marketing activities with such a company,
or it may market the shares of a private equity
fund.
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3907.0.8.1 Marketing Products or
Services Involving a Portfolio Company

As noted above, the GLB Act prohibits any
depository institution controlled by an FHC
from (1) marketing or offering any product or
service of a portfolio company held by the FHC
under section 4(k)(4)(H) of the BHC Act or (2)
allowing any product or service of the deposi-
tory institution to be offered or marketed by or
through any portfolio company held by the FHC
under that section. A depository institution or
subsidiary of a depository institution is not pro-
hibited from marketing its own products or
services—such as deposit, lending, and advisory
products or services—to a portfolio company so
long as the portfolio company does not then
market those products or services to its custom-
ers or others. A depository institution subsidiary
of an FHC also may purchase the products or
services of a portfolio company—such as data
processing hardware, software, or services to
support the depository institution’ s own
operations—provided that the institution does
not, directly, indirectly, or through any arrange-
ment, market the portfolio company’s products
or services to the institution’s customers or oth-
ers. Likewise, the cross-marketing restrictions
would not prohibit a depository institution con-
trolled by an FHC from engaging in cross-
marketing activities with a company that is a
co-investor with the FHC in a portfolio com-
pany, so long as those activities do not involve
products or services of the portfolio company.

3907.0.9 PRESUMPTION OF
CONTROL UNDER SECTIONS 23A
AND 23B OF THE FRA

Sections 23A and 23B of the FRA impose spe-
cific quantitative, qualitative, and collateral
requirements on certain types of transactions
between an insured depository institution and its
affiliates, that is, companies that are under com-
mon control with the insured depository institu-
tion. Typically, a company owned by an FHC is
considered to be an affiliate of the FHC’s sub-
sidiary insured depository institution for the pur-
poses of sections 23A and 23B, if the FHC
owns or controls 25 percent or more of any
class of the company’s voting securities. The
GLB Act, however, includes a presumption that
an FHC controls a company for purposes of
sections 23A and 23B if the FHC directly or
indirectly, or acting through one or more other
persons, owns or controls 15 percent or more of

the equity capital of the company under the
merchant banking authority of section 4(k)(4)(H)
of the BHC Act.21 Thus, a company is presumed
to be a section 23A affiliate of a subsidiary
insured depository institution of an FHC if the
FHC owns or controls more than 15 percent of
the total equity of the company under section
4(k)(4)(H).

An FHC can rebut the presumption by provid-
ing information to the Board demonstrating that
the FHC does not control the company.22 In the
three situations identified below, the presump-
tion of control under the GLB Act will be con-
sidered rebutted. In each situation, the FHC is
assumed to own more than 15 percent of the
total equity of the portfolio company under sec-
tion 4(k)(4)(H) of the BHC Act (thereby trigger-
ing the statutory presumption) and less than
25 percent of any class of voting securities of
the portfolio company (thereby not meeting the
statutory definition of control). In particular,
absent evidence to the contrary, an FHC will not
be presumed to control a portfolio company if—

1. no officer, director, or employee of the FHC
serves as a director, trustee, or general part-
ner (or as an individual exercising similar
functions) of the portfolio company;

2. a person that is not affiliated or associated
with the FHC owns or controls a greater
percentage of the equity capital of the port-
folio company than the FHC, and no more
than one officer or employee of the holding
company serves as a director or trustee (or as
an individual exercising similar functions) of
the portfolio company; or

3. a person that is not affiliated or associated
with the FHC owns or controls more than
50 percent of the voting shares of the port-
folio company, and officers and employees
of the FHC do not constitute a majority of
the directors or trustees (or of individuals
exercising similar functions) of the portfolio
company.

21. Equity capital includes voting and nonvoting shares,
warrants, options, and other instruments convertible into
equity capital.

22. The presumption applies only when an FHC owns or
controls 15 percent or more of the total equity of a portfolio
company under section 4(k)(4)(H) of the BHC Act and the
rule. Under existing Board precedents, an FHC may not own
any shares of a company in reliance on section 4(c)(6) or (7)
of the BHC Act when the company owns or controls, in the
aggregate under a combination of authorities, more than 5
percent of any class of voting securities of the company.
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These safe harbors do not require Board review
or approval under the provisions allowing rebut-
tal of the presumptions. An FHC also may
request the Board’s approval to rebut a pre-
sumption of control under other circumstances.

The rule’s presumption of control is indepen-
dent from the general definition of control in
section 23A of the FRA.23 A portfolio company,
under the statute, is per se a section 23A affiliate
of any insured depository institution subsidiary
of an FHC if the FHC owns 25 percent or more
of a class of voting securities of the portfolio
company, even if the FHC owns or controls less
than 15 percent of the portfolio company’s total
equity or is within one of the rule’s safe harbors.

For the purpose of applying the presumption
of control, an FHC that has an investment in a
private equity fund will not be considered to
indirectly own the equity capital of a portfolio
company held by the fund unless the FHC con-
trols the private equity fund. For example, if an
FHC has a noncontrolling investment in a pri-
vate equity fund that, in turn, owns 20 percent
of the total equity of a portfolio company, the
portfolio company is not presumed to be an
affiliate of the insured depository institution sub-
sidiaries of the FHC. On the other hand, if an
FHC acts as general partner of a private equity
fund and thus controls the fund, and if the
private equity fund owns or controls more than

15 percent of the total equity of any portfolio
company, the portfolio company is presumed to
be an affiliate of the insured depository institu-
tion subsidiaries of the FHC.

To ensure competitive equity, the Board’s
rule applies sections 23A and 23B of the FRA to
covered transactions between a U.S. branch or
agency of a foreign bank and (1) any portfolio
company controlled by the foreign bank or an
affiliate of the foreign bank under the merchant
banking authority of section 4(k)(4)(H) of the
BHC Act, and (2) any company controlled by
the foreign bank or an affiliate if the company is
engaged in making MBIs under section 4(k)(4)(H)
and the proceeds of the covered transaction are
used for the purpose of funding the company’s
merchant banking activities. In determining if a
portfolio company is controlled by a foreign
bank or an affiliate of a foreign bank for these
purposes, the rebuttable presumption of control
and the three safe harbors discussed above apply
to the foreign bank and affiliate in the same
manner that the presumption and safe harbors
apply to domestic FHCs. The rule does not
restrict lending by a foreign bank’s U.S. branches
and agencies to parent companies or other affili-
ated companies unless the proceeds of such
lending would be used by these companies to
make or fund the making of MBIs.

23. See 12 U.S.C. 371c(3)(A).
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3907.0.10 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws 1 Regulations 2 Interpretations 3 Orders

Merchant banking investment
activities

1843(k)(7)(A)

Permitted investments 225.170 4-058

Limitations on managing or operating
a portfolio company held as an MBI

225.171 4-058.2

MBI holding periods 225.172 4-058.3

Investments in private equity fund 225.173 4-058.4

Aggregate limits on MBIs 225.174 4-058.5

Risk-management, reporting, and
recordkeeping policies for MBIs

225.175 4-058.6

Cross-marketing and FRA section 23A
and 23B limitations for MBIs

225.176 4-058.7

Definitions 225.177 4-058.8

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

3. Federal Reserve Regulatory Service reference.
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Supervisory Guidance on Equity Investment and Merchant
Banking Activities (Section 4(k) of the BHC Act) Section 3909.0

Investments in the equity of nonfinancial com-
panies1 as well as lending to private-equity-
financed companies have emerged as important
sources for earnings and business relationships
at a number of banking organizations (BOs).2
These equity investments in nonfinancial com-
panies, however, can entail significant market,
liquidity, and other risks. Equity investments
can also give rise to increased volatility of both
earnings and capital. Accordingly, sound invest-
ment and risk-management practices and strong
capital positions are critical when conducting
these activities.

In June 2000, the Board issued supervisory
guidance on various sound practices related to
the equity investment activities of B0s; this
guidance merits the attention of management,
examiners, and other supervisory staff. The guid-
ance applies to the equity investment activities
of financial holding companies (FHCs), bank
holding companies (BHCs), state member banks,
and their affiliates, regardless of the authority
under which the investments are made. The
major elements of this guidance, equity invest-
ments and the provision of traditional credit-
based services to equity-funded companies, are
highlighted below. For a more complete discus-
sion, see SR-00-9.

3909.0.1 LEGAL AND REGULATORY
AUTHORITY FOR EQUITY
INVESTMENTS

FHCs, BHCs, and depository institutions are
able to make equity investments under several
statutory and regulatory authorities. Under sec-
tion 4(c)(6) and (7) of the Bank Holding Com-
pany Act (BHC Act), BHCs may make passive

investments in up to 5 percent of the outstand-
ing voting shares of any company and up to
25 percent of the total equity of the company.
Under this authority, there is no aggregate limit
on the total dollar amount of equity investments
that a BHC may hold.

BOs can make equity investments through a
small business investment corporation (SBIC),
which can be a subsidiary of a bank or BHC.
Investments made by SBIC subsidiaries are
allowed up to a total of 50 percent of a portfolio
company’s outstanding shares, but can only be
made in companies defined as a small business,
according to SBIC rules. A bank’s aggregate
investment in the stock of SBICs is limited to
5 percent of the bank’s capital and surplus. In
the case of BHCs, the aggregate investment is
limited to 5 percent of the BHC’s proportionate
interest in the capital and surplus of its subsidi-
ary banks.

Under Regulation K, which implements sec-
tions 25 and 25A of the Federal Reserve Act
(FRA) and section 4(c)(13) of the BHC Act,
BOs may, with Board approval, make portfolio
investments in foreign companies that in the
aggregate do not exceed 25 percent of the tier 1
capital of the BHC. In addition, individual invest-
ments must be less than 20 percent of a portfolio
company’s voting shares and must not exceed
40 percent of the portfolio company’s total
equity.3

FHCs are also permitted to acquire any amount
of the shares, assets, or ownership interests of a
nonfinancial company under the merchant bank-
ing investment authority of section 4(k)(4)(H)
of the BHC Act, as amended by the Gram-
Leach-Bliley Act (GLB Act). The GLB Act
places certain limits on the holding period of
merchant banking investments and on the abil-
ity of an FHC to routinely manage or operate a
portfolio company held as a merchant banking
investment. Subpart J of the Board’s Regulation
Y (12 C.F.R. 225.170–225.177) implements these
and other restrictions applicable to merchant
banking investments.

Equity investments made under any of the
authorities described above may be in publicly

1. Unless otherwise noted, references to equity invest-
ments in this guidance are references to equity investments in
nonfinancial companies. Nonfinancial companies include com-
panies that engage in activities other than financial activities
that a financial holding company may conduct pursuant to
section 4 of the Bank Holding Company Act (12 U.S.C.
1843), as amended by the Gramm-Leach-Bliley Act, and the
regulations and interpretations thereunder. Equity investments
include merchant banking investments made by financial
holding companies under the regulations adopted by the Board
of Governors (12 C.F.R. 225, subpart J, sections 225.170
through 225.177) and the Treasury Department (12 C.F.R.,
chapter XV, part 1500, sections 1500.1 through 1500.8) that
became effective on February 15, 2001.

2. The term ‘‘private equity,’’ as used in this guidance,
refers to shared-risk investments outside of publicly quoted
securities and also activities such as venture capital, leveraged
buyouts, mezzanine financing, and holdings of publicly quoted
securities obtained through these activities.

3. Also included in calculating a BO’s investment are
shares of the corporation held in trading or dealing accounts
or under any other authority. The 25 percent of tier 1 capital
limitation increases to 100 percent of tier 1 capital for certain
non-BHC investors. See Regulation K for more detailed
information.
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traded securities or privately held equity inter-
ests. The investment may be made as a direct
investment in a specific portfolio company, or it
may be made indirectly through a pooled invest-
ment vehicle, such as a private equity fund. In
general, private equity funds are investment
companies, typically organized as limited part-
nerships, that pool capital from third-party
investors to invest in shares, assets, and owner-
ship interests in companies for resale or other
disposition.4 Private equity fund investments
may provide seed or early-stage investment
funds to start-up companies, or they may finance
changes in ownership, middle-market business
expansions, and mergers and acquisitions.

The supervisory guidance applies to all equity
investments a BHC or FHC holds in nonfinan-
cial companies, public or private, regardless of
the authority under which such investments are
made. FHCs and BHCs are expected to control
aggregate risk exposures on a consolidated basis,
while recognizing legal distinctions and pos-
sible obstacles to cash movements among sub-
sidiaries and affiliates. Also, the basic principles
set forth in this guidance should be incorporated
into the U.S. operations of foreign BOs, with
appropriate adaptations to reflect the fact that
(1) those operations are an integral part of a
foreign bank, which should be managing its
risks on a consolidated basis, and (2) the foreign
bank is subject to overall supervision by its
home authorities.

3909.0.2 SOUND PRACTICES FOR
EQUITY INVESTMENTS

High returns in both equity investments and
lending to private-equity-financed companies
can spur an increased flow of funds into this
market segment. As in other rapidly expanding
and highly profitable business lines, business
and competitive pressures can lead to compro-
mises in due diligence, the use of overly opti-
mistic assumptions, and breakdowns in internal
controls. Sound investment and risk-
management practices are crucial to the success
of equity investment activities. As with any
financial activity, sound management practices
for these activities involve—

1. active involvement and oversight by the board
of directors and senior management;

2. appropriate policies, limits, procedures, and
management information systems that gov-
ern all elements of the investment decision-
making and management process; and

3. adequate internal controls.

As with all financial activities, institutions
should ensure that they have sufficient capital
for conducting equity investment activities. BOs
that are conducting material equity investment
activities are expected to have an internal capital-
allocation system that meaningfully links the
identification, monitoring, and evaluation of the
risks of the institution’s equity investment
activities to the determination of its needs for
economic capital. (See SR-99-18.) A review of
these systems should be an important part of the
investment-management process, as well as an
integral element of ongoing supervisory review
and monitoring of this business line. The federal
banking agencies have recognized that equity
investment activities entail greater risks than
traditional banking activities, and they have
requested comment on proposed amendments to
their regulatory capital guidelines that would
establish special capital requirements for equity
investments.5

Supervisory approach. Examiners and other
supervisors (and a BO’s management) should
review each of the three areas listed above to
identify any deficiencies in the management of
FHCs and BHCs. The supervisory efforts should
be targeted appropriately in accordance with
Federal Reserve policies on risk-focused super-
vision, taking into account both (1) the findings
of internal audit and other independent reviews
and (2) the materiality of equity investment
activities to the banking organization. Consis-
tent with the Federal Reserve’s role as umbrella
supervisor, reviews of the merchant banking
activities of FHCs and the equity investment
activities of BHCs should focus on the potential
exposure these activities may pose to insured
depository affiliates and should, where appropri-
ate and available, use the findings of primary
bank supervisors and functional regulators of
holding company affiliates. At the same time,
supervisory and examination staff should ensure
that they continue to conduct sufficient and tar-
geted transaction testing across legal-entity lines
if necessary to fully assess the adequacy of
business-line risk management. Transaction test-
ing should be consistent with the risk profile of
the institution and the materiality of the activity
to the institution’s financial condition.

4. For a detailed definition of ‘‘private equity funds,’’ see
the merchant banking rule (12 C.F.R. 225.170 et seq.).

5. See 66 Federal Register 10, 212 (Feb. 14, 2001).
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3909.0.2.1 Oversight by the Board of
Directors and Senior Management

Equity investment activities require the active
oversight of the board of directors and senior
management of the institution that is conducting
the activities. The board should approve port-
folio objectives, overall investment strategies,
and general investment policies that are consis-
tent with the institution’s financial condition,
risk profile, and risk tolerance. Portfolio objec-
tives should address the types of investments,
expected business returns, desired holding
periods, diversification parameters, and other
elements of sound investment-management over-
sight. Board-approved objectives, strategies,
policies, and procedures should be documented
and clearly communicated to all the personnel
involved in their implementation. The board
should actively monitor the performance and
risk profile of equity investment business lines
in light of the established objectives, strategies,
and policies.

The board of directors should also ensure that
there is an effective management structure for
conducting the institution’s equity activities,
including adequate systems for measuring, moni-
toring, controlling, and reporting on the risks of
equity investments. The board should approve
policies that specify lines of authority and
responsibility for both acquisitions and sales of
investments. The board should also approve lim-
its on aggregate investment and exposure
amounts, the types of investments (for example,
direct and indirect, mezzanine financing, start-
ups, or seed financing) and appropriate
diversification-related aspects of equity invest-
ments such as industry, sector, and geographic
concentrations.

For its part, senior management must ensure
that adequate policies, procedures, and manage-
ment information systems are in place for man-
aging equity investment activities on a day-
to-day and longer-term basis. Management should
set clear lines of authority and responsibility for
making and monitoring investments and for
managing risk. Management should ensure that
competent staff conduct the institution’s equity
investment activities. The staff’s technical knowl-
edge and experience should be consistent with
the scope of the institution’s activities.

3909.0.2.2 Management of the
Investment Process

Institutions engaging in equity investment
activities should have a sound process for

executing all elements of investment manage-
ment, including initial due diligence, periodic
reviews of holdings, investment valuation, and
realization of returns. This process requires
appropriate policies, procedures, and manage-
ment information systems, the formality of which
should be commensurate with the scope, com-
plexity, and nature of an institution’s equity
investment activities. A sound investment pro-
cess should be applied to all equity investment
activities, regardless of the legal entity in which
investments are booked.

Supervisory approach. Any supervisory reviews
of equity investment activities should be risk-
focused. The review should take into account
the institution’s stated tolerance for risk, the
ability of senior management to govern these
activities effectively, the materiality of activities
in light of the institution’s risk profile, and its
capital position.

3909.0.2.2.1 Equity Investment Policies
and Limits

Institutions engaging in equity investment
activities require effective policies that—

1. govern the types and amounts of investments
that may be made,

2. provide guidelines on appropriate holding
periods for different types of investments,
and

3. establish parameters for portfolio
diversification.

Investment strategies and permissible types of
investments should be clearly identified.
Portfolio-diversification policies should identify
factors pertinent to the risk profile of the invest-
ments being made, such as industry, sector, geo-
graphic, and market factors. Policies establish-
ing expected holding periods should specify the
general criteria for liquidation of investments,
as well as guidelines for the divestiture of under-
performing investments. Decisions to liquidate
underperforming investments are necessarily
made on a case-by-case basis, considering all
relevant factors. However, policies and proce-
dures that stipulate more frequent review and
analysis are generally used to address invest-
ments that are performing poorly or that have
been in portfolio for a considerable length of
time.
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Policies should identify the aggregate expo-
sure that the institution is willing to accept by
the type and nature of investment (for example,
direct or indirect, industry sectors). When adher-
ing to those limits, institutions should consider
unfunded and funded commitments. Where hedg-
ing activities are conducted, formal and clearly
articulated hedging policies and strategies should
identify limits on hedged exposures and permis-
sible hedging instruments.

Management and staff compensation play a
critical role in providing incentives and control-
ling risks within a private equity business line.
Clear policies should govern compensation ar-
rangements, including co-investment structures
and sales of portfolio company interests by
employees of the BO.

3909.0.2.2.2 Equity Investment
Procedures

As they do with investment policies, many insti-
tutions have different procedures for assessing,
approving, and reviewing investments based on
their size, nature, and risk profile. Often, proce-
dures used for direct investments are different
than those used for indirect investments made
through private equity funds. For example, dif-
ferent levels of due diligence and senior man-
agement approvals may be required. The man-
agement infrastructures that have been
constructed for conducting these activities should
ensure that operating procedures and internal
controls appropriately reflect the diversity of
investments.

Supervisory approach. Supervisors should rec-
ognize the potential diversity of practice when
conducting reviews of the equity investment
process. They should focus on the appropriate-
ness of the process employed relative to the risk
of the investments made and the materiality of
this business line to the overall soundness of the
BO and the potential impact on affiliated deposi-
tory institutions.

3909.0.2.2.2.1 Investment Analysis and
Approvals

Well-founded analytical assessments of invest-
ment opportunities and formal processes for
approving investments are critical in conducting
equity investment activities. While analyses and

approval processes may differ by individual
investments and across institutions, the methods
and types of analyses conducted should be
appropriately structured to adequately assess the
specific risk profile, industry dynamics, manage-
ment, and specific terms and conditions of the
investment opportunity, as well as other relevant
factors. All elements of the analytical and
approval processes, from initial review through
the formal investment decision, should be docu-
mented and clearly understood by the staff who
are conducting these activities. An institution’s
evaluation of potential investments in private
equity funds, as well as its reviews of existing
fund investments, should assess the adequacy of
a fund’s structure, with due consideration given
to the following:

1. management fees
2. carried interest6 and its computation on an

aggregate portfolio basis
3. the sufficiency of the general partners’ capi-

tal commitments in providing management
incentives

4. contingent liabilities of the general partner
5. distributionpoliciesandwind-downprovisions
6. performance benchmarks and return-

calculation methodologies

3909.0.2.2.2.2 Investment-Risk Ratings

It is a sound practice to establish a system of
internal risk-ratings for equity investments. The
system should assign each investment a rating
based on factors such as the nature of the com-
pany, strength of management, industry dynam-
ics,financial condition,operating results, expected
exit strategies, market conditions, and other per-
tinent factors. Different rating factors may be
appropriate for indirect investments and direct
investments. For example, rating factors for
investments in private equity funds could include
an assessment of the fund’s diversification, man-
agement experience, liquidity, and actual and
expected performance. Rating systems should
be used for assessments of both new investment
opportunities and existing portfolio investments.

3909.0.2.2.2.3 Periodic Reviews

Management should ensure the periodic and
timely review of the institution’s equity invest-
ments. Reviews should be conducted at both

6. The carried interest is the share of a partnership’s return
that is received by general partners or investment advisers.
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individual investment and portfolio levels.
Depending on the size, complexity, and risk
profile of the investment, reviews should, where
appropriate, include factors such as—

1. the history of the investment, including the
total funds approved;

2. commitment amounts, principal-cash-
investmentamounts, costbasis, carryingvalue,
major-investment cash flows, and supporting
information, including valuation rationales
and methodologies;

3. the current actual percentage of ownership in
the portfolio company on both a diluted and
undiluted basis;

4. a summary of recent events and current out-
look;

5. the recent financial performance of portfolio
companies, including summary compilations
of performance and forecasts, historical finan-
cial results, current and future plans, key
performance metrics, and other relevant items;

6. internal investment-risk ratings and rating-
change triggers;

7. exit strategies, both primary and contingent,
and expected internal rates of return on exit;
and

8. other pertinent information for assessing the
appropriateness, performance, and expected
returns of investments.

Portfolio reviews should include an aggrega-
tion of individual investment-risk and perfor-
mance ratings; an analysis of appropriate indus-
try, sector, geographic, and other pertinent
concentrations, and total portfolio valuations.
Portfolio reports containing the cost basis, carry-
ing values, estimated fair values, valuation dis-
counts, and other factors summarizing the status
of individual investments are integral tools for
conducting effective portfolio reviews. Reports
containing the results of all reviews should be
available to supervisors for their inspection.

Given the inherent uncertainties in equity
investment activities, institutions should include
in their periodic review consideration of best
case, worst case, and probable case assessments
of investment performance. The reviews should
evaluate changes in market conditions and alter-
native assumptions used to value investments—
including expected and contingent exit strate-
gies. Major assumptions used in valuing
investments and forecasting performance should
be identified. The assessments need not be con-
fined to quantitative analyses of potential losses,
but may also include qualitative analyses. The
formality and sophistication of investment
reviews should be appropriate for the overall

level of risk the BO incurs from this business
line.

3909.0.2.2.2.4 Valuation and Accounting

Valuation and accounting policies and proce-
dures can have a significant impact on the earn-
ings of institutions engaged in equity invest-
ment activities. Many equity investments are
made in privately held companies, for which
independent price quotations are either unavail-
able or not available in sufficient volume to
provide meaningful liquidity or a market valua-
tion. Valuations of some equity investments may
involve a high degree of judgment on the part of
management or require the skillful use of peer
comparisons. Similar circumstances may exist
for publicly traded securities that are thinly
traded or subject to resale and holding-period
restrictions, or when the institution holds a sig-
nificant block of a company’s shares. Accord-
ingly, clearly articulated policies and procedures
on the accounting and valuation methodologies
used for equity investments are of paramount
importance.

Several methods are used in accounting for
equity investments. Under generally accepted
accounting principles (GAAP), equity invest-
ments held by investment companies, held by
broker-dealers, or maintained in the trading
account7 are reported at fair value, with any
unrealized appreciation or depreciation included
in earnings and flowing to tier 1 capital. For
some holdings, fair value may reflect adjust-
ments for liquidity and other factors.

Equity investments not held in investment
companies, by broker-dealers, or in the trading
account and that have a readily determinable
fair value (quoted market price) are generally
reported as available-for-sale (AFS). They are
marked to market with unrealized appreciation
or depreciation recognized in GAAP-defined
‘‘comprehensive income,’’ but not earnings.
Appreciation or depreciation flows to equity
but, for regulatory capital purposes only, depre-
ciation is included in tier 1 capital.8 Equity
investments without readily determinable fair

7. Equity investments in nonfinancial companies held under
the authorities discussed previously would not normally be
held in the trading account, as they are not intended to be
traded actively.

8. Under regulatory capital rules, tier 2 capital may include
up to 45 percent of the unrealized appreciation of AFS equity
investments with readily determinable fair values.
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values generally are held at cost, subject to
write-downs due to impairments in the value of
the asset. As is the case with all assets, impair-
ments in value should be promptly addressed.
Institutions should ensure that they have taken
write-downs in a timely manner and in an appro-
priate amount.

In determining fair value, the valuation meth-
odology is critical. Clearly articulated methods
for valuing investments are critical to the effec-
tive management of equity investments. Formal
valuation and accounting policies should be
established for investments in public compa-
nies; direct private investments; indirect fund
investments; and, where appropriate, other types
of investments with special characteristics. In
establishing valuation policies, institutions should
consider market conditions, taking account of
lockout provisions, the restrictions of Securities
and Exchange Commission Rule 144, liquid-
ity features, the dilutive effects of warrants
and options, and industry characteristics and
dynamics.

For institutions acting as general partners of
private equity funds, ‘‘clawback,’’ or ‘‘look-
back,’’ provisions of partnership agreements can
pose additional challenges when accounting for
and valuing the distributions received from funds
managed by the institution. Clawback provi-
sions are promises general partners make to
repay limited partners at the end of the term of a
fund, if the general partner has received more
than its contractually defined compensation or
‘‘carried interest’’ over the life of the fund.
Clawback provisions can come into play when
the liquidation and associated disposition of
both limited-partner and general-partner returns
on well-performing investments in a fund occur
before the liquidation of poorer-performing
investments. Often, escrow accounts are estab-
lished to hold a portion of the general partners’
carried interest during the life of the fund. When
applicable, institutions should appropriately rec-
ognize the estimated impact of these provisions
in accounting for and valuing general-partner
activities, including the earnings derived from
those activities.

The accounting and valuation of equity invest-
ments should be subject to regular periodic
reviews. In all cases, valuation reviews should
produce documented audit trails that are avail-
able to supervisors and auditors. These reviews
should assess the consistency of the methodolo-
gies used to estimate fair value.

Accounting and valuation treatments should

be assessed in light of their potential for abuse
through the inappropriate management or
manipulation of reported earnings on equity
investments. For example, high valuations may
produce overstatements of earnings through gains
and losses on investments reported at ‘‘fair
value.’’ On the other hand, inappropriately
understated valuations can be vehicles for
‘‘smoothing earnings’’ by recognizing gains on
profitable investments when an institution’s earn-
ings are otherwise under stress. While reason-
able people may disagree on the valuations
given to illiquid private equity investments,
institutions should have rigorous valuation pro-
cedures that are applied consistently.

Given the uncertainties in valuation method-
ologies and the relatively high volatility of the
equitymarket, equity investments that are reported
at fair value can contribute to earnings volatility
in the institutions where they play a major role.
Equity investments are increasingly contribut-
ing to the earnings of some BOs. Therefore, the
potential impact of these investments on the
composition, quality, and sustainability of over-
all earnings should be appropriately recog-
nized and assessed by both management and
supervisors.

3909.0.2.2.2.5 Exit Strategies

Returns and reported earnings on equity invest-
ments are highly affected by assumed and actual
exit strategies. The principal means of exiting
an equity investment in a privately held com-
pany include initial public stock offerings, sales
to other investors, and share repurchases. An
institution’s assumptions regarding exit strate-
gies can significantly affect the valuation of the
investment. The importance of reasonable and
comprehensive primary and contingent take-out
strategies for equity investments should be
emphasized. Management should periodically
review investment exit strategies, particularly
focusing on larger or less liquid investments.

3909.0.2.2.2.6 Disposition of Investments

Policies and procedures should be established to
govern the sale, exchange, transfer, or other
disposition of the institution’s investments. These
policies and procedures should state clearly the
levels of management or board approval required
for the disposition of investments, and, in the
case of investments held under the merchant
banking provisions of the GLB Act, should take
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into account and comply with the time limits for
holding merchant banking investments.9

3909.0.2.2.2.7 Capital

Given the potential volatility of returns on equity
investments, the risks associated with private
equity investment and merchant banking busi-
ness lines can exceed those of many more tradi-
tional banking activities. BOs that are conduct-
ing material equity investment activities should
have internal methods for allocating economic
capital based on the risk inherent in those activi-
ties.10 These methods should identify all mate-
rial risks and their potential impact on the safety
and soundness of the institution. The amount
and percentage of capital that is dedicated to
this business line should be appropriate to the
size, complexity, and financial condition of the
BO.Organizations substantiallyengaged inequity
investment and merchant banking activities
should have strong capital positions supporting
their equity investments, and they should allo-
cate economic capital to them that is well in
excessof thecurrent regulatoryminimumsapplied
to lending activities.

Supervisory approach. Assessments of capital
adequacy (by supervisors and the BO’s manage-
ment) should include not only the institution’s
compliance with regulatory capital requirements
and the quality of regulatory capital, but also its
methodologies for internally allocating eco-
nomic capital to this business line.

3909.0.2.3 Internal Controls

An adequate system of internal controls, with
appropriate checks and balances and clear audit
trails, is critical to conducting equity investment
activities effectively. Appropriate internal con-
trols should address all of the elements of the
investment-management process, and they should
focus on the appropriateness of existing policies
and procedures; adherence to policies and pro-
cedures; and the integrity and adequacy of invest-
ment valuations, risk identification, regulatory
compliance, and management reporting. Depar-
tures from policies and procedures should be
documented and reviewed by senior manage-
ment. This documentation should be available
for examiner review.

Assessments of an institution’s compliance
with both written and implied policies and pro-
cedures should be independent of line decision-
making functions to the fullest extent possible.
Large complex banking institutions with mate-
rial equity investment activities should have
internal auditors or independent outside parties
conduct periodic independent reviews of their
investment process and valuation methodolo-
gies. In smaller, less complex institutions, where
limited resources may preclude independent
review, alternative checks and balances should
be established. These checks and balances may
include random internal audits, reviews by senior
management who are independent of the func-
tion, or the use of outside third parties.

3909.0.2.3.1 Documentation of the
Investment Process

Documentation of key elements of the invest-
ment process, including initial due diligence,
approval reviews, valuations, and dispositions,
is an integral part of any private equity invest-
ment internal-control system. Accordingly,
institutions should appropriately document their
policies, procedures, and investment activities,
and they should make this documentation acces-
sible to supervisors.

Institutions should be aware that the statutory
and regulatory authority under which some equity
investment activities are conducted may impose
specific documentation and recordkeeping
requirements. For example, merchant banking
regulations require an FHC to maintain a writ-
ten record any time it becomes involved in the
routine management or operation of a portfolio
company and to notify the Board if it routinely
manages or operates a portfolio company for
more than nine months.

Supervisory approach. Review the documenta-
tion of the internal controls over the key ele-
ments of the equity investment process. If senior
management has authorized and reviewed any
departures from policies and procedures, review
the documentation for those departures.

3909.0.2.3.2 Legal Compliance

Compliance with all federal laws and regula-
tions that are applicable to the institution’s
investment activities should be a focus of an

9. See 12 C.F.R. 225.172.
10. The internal methods for allocating economic capital

should be consistent with the general guidance in SR-99-18.
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institution’s system of internal controls. Regula-
tory compliance requirements, in particular,
should be incorporated into internal controls so
managers outside of the compliance or legal
functions understand the parameters of permis-
sible investment activities.

It is important to recognize that private equity
and merchant banking activities are subject to
different laws and regulations, depending on the
authority under which the activities are con-
ducted. For example, the merchant banking
investments an FHC makes are subject to holding-
period limits and restrictions on the FHC’s
involvement in the routine management or
operation of the portfolio company. Accord-
ingly, management should have a system in
place, consistent with applicable laws and regu-
lations, to ensure that impermissible control is
not exercised over portfolio companies held
under this authority and that merchant banking
investments are disposed of within the time
periods required by the rule. Limiting involve-
ment in the portfolio company’s day-to-day
management and operation is also important to
protect the institution from lender-liability claims.

Likewise, certain cross-marketing restrictions
apply to subsidiary depository institutions of
FHCs and to portfolio companies controlled by
theFHCunder statutorymerchantbankingauthor-
ity. Management should ensure that these limits
are observed. When a banking organization owns
or controls a significant percentage of a compa-
ny’s voting securities, the company may be an
affiliate of the organization’s depository institu-
tion subsidiaries for the purposes of the affiliate
transaction limits of sections 23A and 23B of
the FRA. Also, the section 23A and 23B limita-
tions on transactions between a depository insti-
tution and its affiliates are presumed by the GLB
Act to apply to certain transactions between a
depository institution subsidiary of an FHC and
any portfolio company in which the FHC owns
at least a 15 percent equity interest under the
merchant banking authority. This ownership
threshold is lower than the ordinary definition of
an affiliate for section 23A purposes, which is
typically 25 percent.

Moreover, to ensure compliance with federal
securities laws, institutions should establish poli-
cies, procedures, and other controls addressing
insider trading. A restricted list of securities for
which the institution has inside information is
one widely used mechanism for controlling the
risk of insider trading. In addition, the institu-
tion should have control procedures in place to

ensure that appropriate reports are filed with
functional regulators.

3909.0.2.3.3 Compensation

Often, key employees in the private equity invest-
ment units of BOs may co-invest in the direct or
fund investments made by the unit. The return
on this co-investment, which the FHC may
underwrite, may constitute a significant portion
of the compensation of these employees. These
co-investment arrangements can be an impor-
tant incentive mechanism and risk-control tech-
nique and can help to attract and retain qualified
management. However, ‘‘cherry picking,’’ or
selecting only certain investments for employee
participation while excluding others, should be
discouraged.

In many cases, the employees’ co-investment
may be funded through loans from affiliates of
the BO, which, in turn, hold a lien against the
employees’ interests. The administration of the
compensation plan should be appropriately gov-
erned pursuant to formal agreements, policies,
and procedures. Among other matters, policies
and procedures should address the terms and
conditions of employee loans and sales of par-
ticipants’ interests before the release of the lien.

3909.0.3 DISCLOSURE OF EQUITY
INVESTMENT ACTIVITIES

Given the important role that market discipline
plays in controlling risk, institutions should
ensure that they adequately disclose the infor-
mation necessary for the markets to assess the
institution’s risk profiles and performance in the
equity investment business line. Indeed, it is in
the institution’s interest, as well as that of its
creditors and shareholders, to disclose publicly
information about earnings and risk profiles.
Institutions are encouraged to disclose in public
filings information on the type and nature of
investments, portfolio concentrations, returns,
and their contributions to reported earnings and
capital. The following topics are relevant for
public disclosure, though disclosures of each of
these topics may not be appropriate, relevant, or
sufficient in every case:

1. the size of the portfolio
2. the types and nature of investments (for

example, direct or indirect, domestic or inter-
national, public or private, equity or debt
with conversion rights)
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3. the initial cost, carrying value, and fair value
of investments, and, where applicable, com-
parisons to publicly quoted share values of
portfolio companies

4. the accounting techniques and valuation meth-
odologies, including key assumptions and
practices affecting valuation and changes in
those practices

5. the realized gains (or losses) arising from
sales and unrealized gains (or losses)

6. insights regarding the potential performance
of equity investments under alternative mar-
ket conditions

Supervisory approach. Supervisors should fully
use the disclosures in public filings, as well as
the periodic regulatory reports filed by publicly
held BOs, as part of the information that they
review routinely. Supervisors should encourage
BOs to make adequate disclosures or to improve
their public disclosures of equity investment and
merchant banking activities (these disclosures
should include the items listed above).

3909.0.4 INSTITUTIONS LENDING TO
OR ENGAGING IN OTHER
TRANSACTIONS WITH PORTFOLIO
COMPANIES

Additional risk-management issues may arise
when a banking institution or an affiliate lends
to or has other business relationships with (1) a
company in which the banking institution or an
affiliate has invested (that is, a portfolio com-
pany); (2) the general partner or manager of a
private equity fund that has also invested in a
portfolio company; or (3) a private-equity-
financed company in which the banking institu-
tion does not hold a direct or indirect ownership
interest, but which is an investment or portfolio
company of a general partner or fund manager
with which the BO has other investments. Given
the potentially higher than normal risk attributes
of these lending relationships, institutions should
devote special attention to ensuring that the
terms and conditions of these relationships are
at arm’s length and are consistent with the lend-
ing policies and procedures of the institution.
Similar issues may arise in the context of deriva-
tives transactions with or guaranteed by port-
folio companies and general partners.

Lending and other business transactions
between an insured depository institution and a
portfolio company that meets the definition of
an affiliate must be negotiated on an arm’s-
length basis, in accordance with section 23B of
the FRA. The holding company also should

have systems and policies in place to monitor
transactions between the holding company, or a
nondepository institution subsidiary of the hold-
ing company, and a portfolio company. (These
transactions are not typically governed by sec-
tion 23B.) A holding company should ensure
that the risks of these transactions, including
exposures of the holding company on a consoli-
dated basis to a single portfolio company, are
reasonably limited and that all transactions are
on reasonable terms. Special attention should be
paid to transactions that are not on market terms.

A BO may lend to a private-equity-financed
company in which it has no equity interest.
When the borrowing company is a portfolio
investment of private equity fund managers or
general partners with which the institution may
have other private-equity-related relationships,
the extension of credit should be conducted on
reasonable terms. In some cases, supervisors
have found that lenders may wrongly assume
that the general partners or another third party
implicitly guarantees or stands behind such cred-
its. Reliance on implicit guarantees or comfort
letters should not substitute for reliance on a
sound borrower that is expected to service its
debt with its own resources. As with any type of
credit extension, absent a written contractual
guarantee, the credit quality of a private equity
fund manager, general partner, or other third
party should not be used to upgrade the internal
credit-risk rating of the borrower company or to
prevent the classification or special mention of a
loan. Any tendency to relax this requirement
when the general partners or sponsors of private-
equity-financed companies have significant busi-
ness dealings with the BO should be strictly
avoided.

When an institution lends to a portfolio com-
pany in which it has a direct or indirect interest,
implications arise under sections 23A and 23B
of the FRA, which govern credit-related transac-
tions and asset purchases between a depository
institution and its affiliates. Section 23A applies
to transactions between a depository institution
and any company when the institution’s holding
company or shareholders own at least 25 per-
cent of the company’s voting shares. The GLB
Act extends this coverage by establishing a pre-
sumption that a portfolio company is an affiliate
of a depository institution subsidiary of an FHC
if the FHC uses the merchant banking authority
of the GLB Act to own or control more than
15 percent of the total equity of the company.
Institutions should obtain the assistance of coun-
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sel to determine whether such issues exist or
would exist if loans were extended to a portfolio
company, general partner, or manager.

In addition to limiting and monitoring the
exposure to portfolio companies that arises from
traditional banking transactions, BHCs should
adopt policies and practices that limit their legal
liability, and that of their affiliates, for the finan-
cial obligations and liabilities of portfolio com-
panies. These policies and practices include, for
example, the use of limited-liability corpora-
tions or special-purpose vehicles to hold certain
types of investments, the insertion of corpora-
tions that insulate liability between the BHC
and a partnership controlled by the BHC, and
contractual limits on liability. BHCs that extend
credit to companies in which the BHC has made
an equity investment should also be aware of
the potential for equitable subordination of the
lending arrangements.

Supervisory approach. Supervisors should ensure
that the institution has conducted a proper review
of section 23A and 23B compliance issues to
avoid violations of law or regulations. Ascertain
that internal controls limit and monitor the expo-
sures to portfolio companies in which the insti-
tution has a direct or indirect interest. Determine
if the BHC has adopted policies and practices
that limit its legal liability and that of its affili-
ates for the financial obligations and liabilities
of the portfolio companies.

3909.0.5 SUPERVISORY OBJECTIVES

1. To ensure that any risk assessment, supervi-
sory strategies, and on-site and targeted
reviewsof thebankingorganizationadequately
and appropriately consider its equity invest-
ment and merchant banking activities.

2. To ascertain that the board of directors and
senior management are taking the necessary
actions to ensure that the risks associated
with private equity investments and mer-
chant banking activities are properly identi-
fied and managed, and that these activities do
not adversely affect the soundness of the
banking organization and its affiliated feder-
ally insured depository institutions.

3. To encourage the banking organization’s board
of directors and management to make the
necessary and adequate public disclosures of
its equity investment activities.

4. When the banking organization is engaged in

material equity investmentandmerchantbank-
ing activities, to ascertain (1) that the board
of directors and management have taken the
necessary actions to ensure that the organiza-
tion has a strong capital position that is
adequate to support its activities, and (2) that
the banking organization has robust internal
methods for allocating capital that fully reflect
the inherent risks of those activities.

5. To assess the existence, adequacy, mainte-
nance, and documentation of the institution’s
system of internal controls over the key ele-
ments of the equity investment and merchant
banking process.

6. To review compliance with limits on transac-
tions governed by sections 23A and 23B of
the FRA.

3909.0.6 SUPERVISORY
PROCEDURES

1. Identify the organization’s deficiencies and
the material risks that are involved in the
management of its equity investment and
merchant banking activities. Also identify
those activities that pose potential risks to
the financial condition of state member banks
and other federally insured depository insti-
tutions affiliated with FHCs and BHCs.
Fully use the findings of primary bank
supervisors and the functional regulators of
holding company affiliates to review and
assess the potential risks of the equity invest-
ment activities.

2. Assess the ability of senior management to
govern equity investment activities effec-
tively, particularly the—
a. involvement and oversight by the board

of directors and senior management;
b. implementation and maintenance of

appropriate policies, limits, procedures,
and management information systems;
and

c. system of internal controls.
3. Target supervisory efforts to assess the com-

pliance of the board of directors and man-
agement with the Federal Reserve’s risk-
focused management and supervision
policies, considering—
a. the BO’s stated tolerance for risk,
b. the findings of internal audit and other

independent reviews, and
c. the materiality of the activities, consider-

ing the BO’s risk profile.
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4. Focus and assess the impact of the equity
investment activities on insured depository
affiliates, considering the potential risks and
returns associated with the activities and the
potential volatility in some segments of the
equity markets.

5. Conduct sufficient, targeted transaction test-
ing across legal-entity lines, if necessary, to
fully assess the adequacy of risk manage-
ment in the equity investment business lines.
The transaction testing should be consistent
with the institution’s risk profile, the materi-
ality of the business line’s activity, and the
overall soundness of the BO’s financial
condition.

6. Assess the adequacy and quality of the
BO’s capital position in relation to the risk
that is associated with its equity investment
activities and the potential impact on affili-
ated depository institutions. If the organiza-
tion is substantially engaged in equity invest-
ment activities, determine that it has a strong
capital position with capital backing that is
well above regulatory minimums for tradi-
tional banking activities. Also evaluate the
adequacy and quality of the methods used
to internally allocate economic capital to
the business line (or lines) involving equity
investment activities.

7. Recognize, as a supervisor, that many insti-
tutions have diverse practices and proce-
dures for assessing, approving, and review-
ing investments based on the size, nature,
and risk profile of an investment. Focus on
and assess the appropriateness, adequacy,
and quality of the process employed rela-
tive to the—
a. risk of the investments made,

b. materiality of this business line in rela-
tion to the overall soundness of the BO,
and

c. the potential impact on affiliated deposi-
tory institutions.

8. Review and determine the adequacy of senior
management’s documentation of the inter-
nal controls over the key elements of the
equity investmentprocess, including itsdocu-
mentation for any authorized departures
from any of these controls.

9. Use the disclosures the institution has made
in public filings and period regulatory reports,
and review and assess their adequacy and
quality. Encourage the BO to improve any
deficient public disclosures involving equity
investment and merchant banking activities.

10. Ascertain that—
a. the institution maintains and monitors

proper internal controls, and that it con-
ducts adequate periodic reviews of the
controls to ensure its and its affiliate’s
compliance with sections 23A and 23B
of the FRA;

b. the internal controls are designed to limit
and monitor the institution’s exposure to
portfolio companies in which it has a
direct or indirect ownership interest; and

c. the BHC has adopted policies and prac-
tices that limit its legal liability and that
of its affiliates for the financial obliga-
tions of the portfolio companies.

11. Communicate to the management of the
banking organization and other appropriate
supervisors any concerns about deficiencies
found in reviewing equity investment and
merchant banking activities.
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Acting as a Finder
(Section 4(k) of the BHC Act) Section 3910.0

A finder brings together one or more buyers and
sellers of any product or service for transactions
that the parties themselves negotiate and con-
summate. National banks and state banks have
been permitted to act and have acted as a finder
in nonfinancial transactions for many years.
Banking organizations have served as a finder
by providing enclosures (or ‘‘statement stuffers’’)
and other marketing materials from sellers of
various products and services. Banking organi-
zations have also helped to identify service pro-
viders as an accommodation to their customers.
Financial holding companies (FHCs) have
argued that acting as a finder, particularly in an
electronic form, offers them increased opportu-
nities to cross-sell financial products and ser-
vices or to enhance the attractiveness of their
electronic web site to customers. BHCs and
foreign banks that qualify as FHCs may engage
in finder activities (as authorized by section
225.86(d)(1) of Regulation Y) by providing the
post-transaction notice stipulated in section
225.87(a) of Regulation Y.

An FHC may act as a finder for financial and
nonfinancial products or services.1 A finder
includes providing any or all of the following
services:

1. identifying potential parties, making inquir-
ies as to their interest, introducing and refer-
ring potential parties to each other, and
arranging contacts between and meetings of
interested parties

2. conveying between interested parties expres-
sions of interest, bids, offers, orders, and
confirmations relating to a transaction

3. transmitting information concerning prod-
ucts and services to potential parties in con-
nection with the activities described in this
section

Some examples of finder services that may be
provided by a finder, in accordance with section
225.86(d) of the rule, include—

1. hosting an electronic marketplace on the
FHC’s Internet web site by providing hyper-
text or similar links to the web sites of third-
party buyers or sellers;

2. hosting, on the FHC’s servers, the Internet
web site of—
• a buyer (or seller) that provides informa-

tion concerning the buyer (or seller) and
the products or services it seeks to buy (or
sell) and allows sellers (or buyers) to sub-
mit expressions of interest, bids, offers,
orders, and confirmations relating to those
products or services; or

• a government or government agency that
provides information concerning its ser-
vices or benefits, assists persons in com-
pleting applications to receive such gov-
ernment or agency services or benefits, and
allows persons to transmit their applica-
tions for services or benefits to the govern-
ment or agency;

3. operating an Internet web site that allows
multiple buyers and sellers to (1) exchange
information concerning the products and ser-
vices that they are willing to purchase or sell,
(2) locate potential counterparties for trans-
actions, (3) aggregate orders for goods or
services with those made by other parties,
and (4) enter into transactions between them-
selves; or

4. operating a telephone call center that pro-
vides permissible finder services.

An FHC that acts as a finder for a buyer or
seller may also provide the buyer or seller with
any combination of other services that are per-
missible under Regulation Y, so long as the
finder and other services are provided in accor-
dance with any applicable limitations under the
finder provisions of Regulation Y. For example,
a finder for a merchant may, in addition to
acting as a finder, make, acquire, broker, or
service loans or other extensions of credit to or
for the merchant or merchant’s customers; pro-
vide the merchant with check-verification, check-
guaranty, collection agency, and credit bureau
services; provide financial investment advice to
the merchant or its customers (within the param-
eters of Regulation Y); act as a certification
authority for digital signatures and thereby
authenticate the identity of persons conducting
business with the merchant over electronic net-
works; and process and transmit financial, eco-
nomic, and banking data on behalf of the mer-
chant, such as processing the merchant’s accounts
receivable and debit and credit card transac-
tions. The FHC may also provide the merchant

1. An FHC is permitted to act as a finder for financial
products and services as part of other permissible financial
activities. For example, an FHC may act as a finder (1) in the
purchase and sale of securities under authority to act as a
securities broker under section 225.86(a) of Regulation Y or
(2) in the purchase or sale of insurance products as an insur-
ance agent under section 225.86(c) of Regulation Y.
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with bill-payment and billing services, as well
as processing order, distribution, accounting,
settlement, collection, and payment information
for the merchant’s transactions.

Furthermore, an FHC may market and pro-
vide its own financial products and services in
conjunction with acting as a finder for buyers
and sellers of nonfinancial products and ser-
vices. For example, an FHC may use its finder
services to promote a company’s products and
services and, in connection with that activity,
may negotiate on its own behalf and bind itself
to transactions.

3910.0.1 LIMITATIONS ON AN FHC
THAT ACTS AS A FINDER

A finder cannot serve as a principal in the under-
lying transaction. A finder may act only as an
intermediary between a buyer and a seller. A
finder may not negotiate for or bind any buyer
or seller to the terms of a specific transaction or
negotiate the terms of a specific transaction on
behalf of a buyer or seller. However, a finder
may—

1. arrange for buyers to receive preferred terms
from sellers so long as the terms are not
negotiated as part of any individual transac-
tion, are provided generally to customers or
broad categories of customers, and are made
available by the seller (and not by the FHC),
and

2. establish rules of general applicability gov-
erning the use and operation of the finder
service, including rules that—
• govern the submission of bids and offers

by buyers and sellers that use the finder
service and the circumstances under which
the finder service will match bids and offers
submitted by buyers and sellers, and

• govern the manner in which buyers and
sellers may bind themselves to the terms of
a specific transaction.

A finder may not (1) take title to or acquire or
hold an ownership interest in any product or
service offered or sold through the finder ser-
vice; (2) provide distribution services for physi-
cal products or services offered or sold through
the finder service; (3) own or operate any real
or personal property that is used for the pur-
pose of manufacturing, storing, transporting, or
assembling physical products offered or sold by
third parties; or (4) own or operate any real or
personal property that serves as a physical loca-
tion for the physical purchase, sale, or distribu-
tion of products or services offered or sold by
third parties. Further, a finder cannot engage in
any activity that would require the company to
register or obtain a license as a real estate agent
or broker under applicable law.

3910.0.2 REQUIRED DISCLOSURES

A finder is required to distinguish the products
and services offered by the FHC from those
offered by a third party through the finder ser-
vice. Because an FHC may act as a finder for
third parties through varied technological means
and in a wide variety of circumstances, FHCs
are not required to provide specific disclosures.
The Board expects FHCs to provide disclosures
that, given the medium employed and type of
buyers and sellers using the service (for example,
consumers or corporations), are reasonably
designed to ensure that users are not led to
believe that the FHC is providing the products
or services offered or sold by third parties through
the finder service. An FHC could provide such
notice by identifying those products or services
that are offered or sold by the FHC (with a
corresponding notice that all other products or
services are provided by third parties), or by
identifying those products or services that are
offered and sold by third parties and not by the
FHC.
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To Acquire, Manage, and Operate Defined Benefit Pension Plans
in the United Kingdom (Section 4(k) of the BHC Act) Section 3912.0

A financial holding company (FHC), a bank
holding company (BHC) that meets the require-
ments of 4(l)(1) of the Bank Holding Company
Act (the BHC Act),1 proposed to acquire, man-
age, and operate in the United Kingdom defined
benefit pension plans established and main-
tained by unaffiliated third parties (third-party
UK pension plans). The activities would be
conducted by or through a nonbank subsidiary
of the FHC. The FHC would acquire third-party
UK pension plans in standalone transactions and
not as part of the acquisition of all or part of the
ongoing business operations of the third parties.

Section 4 of the BHC Act generally prohibits
a BHC, including an FHC, from directly or
indirectly engaging in, or acquiring the shares of
a company engaged in, any nonbanking activity
unless the activity is otherwise permissible under
the act. Section 4(k) of the BHC Act, as amended
by the Gramm-Leach-Bliley Act (the GLB Act),
permits a BHC that qualifies to be an FHC to
engage in, and acquire and retain shares of any
company engaged in, a broad range of activities
that are defined by statute to be financial in
nature.2 The BHC Act also permits an FHC to
engage in, and acquire and retain shares of any
company engaged in, any activity that the Board
determines, by order or regulation and in consul-
tation with the Secretary of the Treasury, to be
financial in nature or incidental to a financial
activity.3

A defined benefit pension plan generally is a
plan established by or on behalf of an employer
(the plan ‘‘sponsor’’). The plan provides for the
payment of benefits to employees, typically
beginning on their retirement or other termina-
tion of service, in an amount that is specified in
anddeterminableunder theplan, typically through
a formula that takes into account the employee’s
pay, years of employment, age at retirement,
and other factors.4 The terms of the plan itself
also typically specify (1) the circumstances under
which benefits will be paid under the plan to an

employee, a former employee, or a related per-
son (such as a spouse) (collectively, a benefi-
ciary) and (2) the length of time such payments
will be made to a beneficiary. The benefits pay-
able under a plan typically take the form of a
specified stream of payments that begin on
retirement or, at the employee’s option, a lump
sum payable at retirement; plan rules may also
provide for other ancillary benefits, such as
spousal or survivor benefits.5 The nonbank sub-
sidiary of the FHC that directly acquires a third-
party UK pension plan would assume the
responsibilities of the plan’s sponsor under
applicable UK law. In the United Kingdom,
defined benefit pension plans are regulated by
the UK Pensions Regulator under the Pensions
Act of 1995, the Pensions Act of 2004, and the
general law of trusts. These laws provide that
pension plans must be managed and adminis-
tered by a trustee that is independent of the plan
sponsor. Plan sponsors must also provide suffi-
cient assets to a pension plan to pay all benefits
under the plan,6 consult with the trustees for the
pension plan concerning the investment strategy
of the plan, and agree with the plan trustees on a
statement of funding principles that sets out the
plan’s funding target, methods, and assump-
tions. In addition, trustees and plan sponsors
must agree on amendments to any part of the
plan.

As proposed, the FHC would acquire a third-
party UK pension plan only if no additional
beneficiaries may be added to the plan and
existing beneficiaries may not accrue additional
benefits under the plan (a hard-frozen plan). In
addition, the FHC would acquire a third-party
UK pension plan only if the plan, at the time of
its acquisition, is fully funded by the selling
sponsor, based on the plan’s assets and pro-
jected liabilities (using appropriate actuarial
assumptions).7 The FHC indicated that, as part
of its due-diligence process for each transaction,

1. 12 U.S.C. 1841 et seq.
2. See 12 U.S.C.1843(k)(4).
3. 12 U.S.C. 1843(k)(1)(A) and (2). In addition, the BHC

Act permits an FHC to engage in any activity that the Board
(in its sole discretion) determines, by regulation or order, is
‘‘complementary to a financial activity and does not pose a
substantial risk to the safety or soundness of depository insti-
tutions or the financial system generally’’ (12 U.S.C.
1843(k)(1)(B)).

4. A defined contribution plan is a benefit plan under
which an individual account is established for each participant
and the benefits payable to each participant are based on the
amount contributed to the participant’s account, plus or minus
income, gains, expenses, and losses allocated to that account.

5. ‘‘Defined benefit pension plan’’ does not include a plan
that provides health insurance to employees or that guarantees
or indemnifies employees for health care costs.

6. The sponsor may recover assets contributed to or held
on behalf of a plan after all of the plan’s obligations to
beneficiaries have been satisfied and the plan is closed out.

7. The term ‘‘fully funded’’ means that, at the time of
acquisition, the current value of the plan’s assets is at least
equal to the present value of the plan’s projected liabilities.
The selling sponsor may issue debt to the plan or the FHC to
fully fund the plan at acquisition. In some situations, the
requirement that a plan be fully funded may require funding
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it would employ qualified actuaries to review
and analyze the present value of benefits owed
to plan beneficiaries to ensure that all pension
plans acquired are fully funded by the selling
sponsor.

The activity of acquiring, operating, and man-
aging third-party pension plans had not been
previously determined to be financial in nature
or incidental to a financial activity for purposes
of the BHC Act. The activity proposed is broader
than the pension plan activities that FHCs are
currently permitted to conduct for third parties.
For example, as discussed above, a nonbank
subsidiary of the FHC would assume the rights
and obligations of the sponsor of an acquired
third-party UK pension plan and would do so in
transactions that do not represent the acquisition
of a going concern or ongoing business opera-
tions by the FHC. In addition, the assets and
liabilities of an acquired third-party UK pension
plan (unlike assets held by an FHC as trustee for
third parties or assets held by the pension plans
maintained for the FHC’s own employees) would
be fully consolidated with the assets and liabili-
ties of the FHC on its balance sheet.8

The Board concluded, for the reasons set
forth below, that there is a reasonable basis for
determining that the acquisition, management,
and operation by the FHC of hard-frozen, fully
funded third-party UK pension plans is an activ-
ity that is financial in nature within the meaning
of the BHC Act. The activity involves, at its
core, the types of investment advisory and
investment management skills that are routinely
exercised by banking organizations and also
involves the types of operational and investment
risks that banking organizations routinely incur
and manage.

FHCs are currently permitted by the BHC
Act to engage in activities that are related or
operationally and functionally similar to the pro-
posed activity and that involve similar risks. For
example, an FHC is already permitted to pro-

vide a wide variety of services to third-party
pension plans, including acting as trustee, custo-
dian, or investment adviser (with or without
investment discretion) for a third-party benefit
plan, as well as designing, assisting in the imple-
mentation of, providing administrative services
to, and developing employee communication
programs for third-party benefit plans.9 FHCs
engaged in these activities have gained substan-
tial expertise with the laws, regulations, and
fiduciary obligations associated with providing
fiduciary, custodial, and administrative services
to pension plans. Moreover, FHCs engaged in
these plan-related activities have developed risk-
management systems and internal controls to
monitor, manage, and address the legal, opera-
tional, and reputational risks associated with
managing the investments of and administering
third-party pension plans.

The proposed activity also bore a strong func-
tional resemblance to the issuance of a group
annuity contract. The BHC Act, as amended by
the GLB Act, expressly states that providing
and issuing annuities is an activity that is finan-
cial in nature.10 A company that issues a fixed
annuity becomes obligated to make periodic
payments to the annuitant during his or her
lifetime and to pay any death or survivor ben-
efits in accordance with the terms of the annuity
contract. The company that issues a fixed annu-
ity assumes responsibility for investing and man-
aging the funds received from the annuitant and
bears the risk that such funds and the returns
earned on the funds will not be sufficient to pay
out the full amount of benefits promised under
the annuity contract. The company also assumes
responsibility for administering the annuity con-
tract both before and during its payout period.

In connection with these activities, the issuer
of fixed annuities is exposed to certain types of
risks, which are part of the activity determined
to be financial in the GLB Act. These risks
include the risk that (1) the life expectancy of
annuitants, on average, will exceed the actuarial
estimates used in establishing the terms of and
funding for the annuities; (2) the inflation rate
and other assumptions used to determine the
expected obligations under the annuity contracts
underestimate these obligations; and (3) pay-
ments from the annuitant and the return obtained
through the investment of such payments will
fall short of estimates.

The FHC would perform essentially the same
financial functions and assume essentially the
same financial obligations and risks through the

in excess of the statutory funding requirements of the relevant
jurisdiction.

8. Since the FHC would acquire each third-party UK pen-
sion plan in a standalone transaction, and not as part of a
business combination involving it and the selling sponsor, the
FHC stated that it will fully reflect the assets and liabilities of
an acquired plan as assets and liabilities of the FHC on its
balance sheet. This treatment differs from the manner in
which the assets and liabilities of an internal pension plan of
an employer typically are accounted for on the balance sheet
of the employer under U.S. generally accepted accounting
principles. See Statement of Financial Accounting Standards
No. 158 (FAS 158), ‘‘Accounting for Defined Benefit Pension
and Other Post Retirement Plans.’’

9. See 12 C.F.R. 225.28(b)(5), (6), and (9)(ii).
10. 12 See 12 U.S.C. 1843(k)(4)(B).
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acquisition of a third-party UK pension plan as
an insurance company would perform and assume
in connection with the issuance of fixed annu-
ities. The functional similarity between a plan
sponsor’s obligations under a defined benefit
pension plan and an insurance company’s obli-
gations under an annuity contract is especially
close when the pension plan is both fully funded
and hard-frozen, as it is in the FHC’s proposed
activity. When a pension plan’s obligations to
plan beneficiaries are hard-frozen and the plan
is fully funded, one method commonly used by
a plan sponsor to close out a plan is to purchase
a terminal funding group annuity contract from
an insurance company. Through such an annuity
contract, the provider of the annuity becomes
obligated to satisfy the responsibility to pay the
benefits promised under the plan to the plan’s
beneficiaries. The FHC’s proposed activities
would be specifically permitted under the BHC
Act if they were provided through an annuity
contract or other form of insurance.

When evaluating this proposal, the Board
considered that, under UK law, the nonbank
subsidiary established by the FHC to acquire a
third-party UK pension plan will generally bear
sole responsibility for making additional contri-
butions to the plan if the plan assets are not
sufficient to meet the plan’s expected or actual
liabilities. However, UK law also permits the
UK Pensions Regulator in certain circumstances
to commence proceedings to hold an affiliate of
a plan sponsor (including a depository institu-
tion affiliate) responsible for the sponsor’s obli-
gations to the plan.11

Generally, the Board has taken the position
that, when a depository institution is secondarily
liable for a financial obligation of an affiliate,
even if the depository institution’s liability is
created by statute or regulatory action, the insti-
tution has issued a guarantee on behalf of an
affiliate for purposes of section 23A of the Fed-
eral Reserve Act and the Board’s Regulation W.
Section 23A and Regulation W impose quantita-
tive and qualitative limits on covered transac-
tions between a depository institution and its
affiliates.12 The limitations in section 23A and
Regulation W provide important protections
against a depository institution suffering losses
due to covered transactions with its affiliates

and also limit the ability of a depository institu-
tion to transfer to its affiliates the subsidy aris-
ing from the institution’s access to the federal
safety net.

To address the potential section 23A and
Regulation W issues presented by its initial pro-
posed transaction, and in accordance with UK
law,13 the FHC obtained written assurances from
the UK Pensions Regulator that it will not seek
to hold any of the FHC’s depository institution
subsidiaries that are subject to section 23A
responsible for any shortfalls that may occur in
the pension plan proposed to be acquired by the
FHC in this initial transaction. As a condition of
this order, the FHC must obtain similar written
assurances from the UK Pensions Regulator
before acquiring any additional third-party UK
pension plan.14

Based on the foregoing and other facts of
record, the Board concluded that the acquisition,
management, and operation by the FHC of hard-
frozen, fully funded third-party UK pension
plans, when conducted in accordance with the
conditions and limitations set forth in the order,
is an activity that is financial in nature within
the meaning of section 4(k) of the BHC Act.
Any investment made by a third-party UK pen-
sion plan acquired by the FHC must otherwise
be permissible for an FHC under the BHC Act
and the Board’s Regulation Y.15 The authoriza-
tion and determination granted by the Board’s
order is limited to the acquisition, management,

11. See the UK Pensions Act of 2004, section 38 (contribu-
tion notices) and section 43 (financial support directives). The
UK Pensions Regulator may issue a contribution notice or
financial support directive to an affiliate of a sponsor only if,
among other things, the Pensions Regulator determines that it
is reasonable to impose the proposed financial obligations on
the affiliate.

12. See 12 U.S.C. 371c(b)(7) and 12 C.F.R. 223.3(h).

13. The Pensions Act of 2004 expressly authorizes the UK
Pensions Regulator, on application by a plan or other person,
to issue a ‘‘clearance statement’’ that determines that it would
be unreasonable to issue a contribution notice or financial
support directive to the plan or person under the circum-
stances described in the application. See Pensions Act of
2004, sections 42 and 46. The FHC received such a clearance
statement with respect to its initial proposed acquisition of a
third-party pension plan in the United Kingdom.

14. The FHC has indicated that the written assurances
provided by the UK Pensions Regulator are subject to review
and renewal by the regulator no later than five years after
issuance. Before the expiration of any written assurances
provided by the UK Pensions Regulator in connection with
the acquisition by the FHC of a third-party UK pension plan,
the FHC must either ensure that its activities conform with
those permitted under section 23A and Regulation W or
obtain an exemption from the Board from the limitations of
section 23A and Regulation W with respect to the plan. The
Board has not determined that section 23A applies to the
contingent liabilities that may arise under applicable pension
law from the establishment or operation by an affiliate of a
depository institution of employee benefit plans in the ordi-
nary course of its other business to provide benefits to the
employees or former employees of the affiliate.

15. See, for example, 12 U.S.C. 1843(c)(5), (c)(6), and
(k)(4)(H).
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and operation by the FHC of third-party pension
plans in the United Kingdom.16

Under the BHC Act, the Board may not deter-
mine, by regulation or order, that an activity is
financial in nature or incidental to a financial
activity if the Secretary of the Treasury (the
Secretary) notifies the Board in writing that the
Secretary believes the activity is not financial in
nature, incidental to a financial activity, or other-
wise permissible under section 4 of the BHC
Act.17 The Board provided the Secretary of the
Treasury with notice of the FHC’s proposal in
accordance with the BHC Act, and the Secretary
informed the Board in writing that the Secretary

did not intend to prevent the Board from autho-
rizing the FHC to engage in the proposed UK
pension activities, subject to the conditions and
limitations in the Board’s order.

The Board’s determination and approval is
subject to all the conditions set forth in Regula-
tion Y, including those in section 225.7,18 and to
the Board’s authority to require modification or
termination of the activities of a bank holding
company or any of its subsidiaries as the Board
finds necessary to ensure compliance with, or to
prevent evasion of, the provisions and purposes
of the BHC Act and the Board’s regulations and
orders. The Board’s decision is specifically con-
ditioned on compliance with all the commit-
ments made to the Board in connection with the
request, including the commitments and condi-
tions discussed in the order. The Board’s order
was approved and effective on October 12,
2007.18

16. Other FHCs may seek approval to engage in similar
activities by requesting a determination with respect to their
own proposed activities under section 4(k)(2)(A) of the BHC
Act and section 225.88 of the Board’s Regulation Y (12
C.F.R. 225.88).

17. See 12 U.S.C. 1843(k)(2)(A). 18. 12 C.F.R. 225.7.
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Limited Physical-Commodity-Trading Activities
(Section 4(k) of the BHC Act) Section 3920.0

WHAT’S NEW IN THIS REVISED
SECTION

Effective July 2008, a brief discussion of a

Board order in which the Board considered

under section 4(k) of the Bank Holding Com-

pany (BHC) Act, and approved, a financial hold-

ing company (FHC)’s limited trading in certain

physical commodities that are not approved by

the Commodities Futures and Trading Commis-

sion (CFTC) for trading in the U.S. or on non-

U.S. futures exchanges. To trade in such com-

modities, the FHC must be able to demonstrate

that the derivative contracts on the commodity

satisfy the specified standards that are stated in

the order. The section also discusses the Board’s

approval of the same FHC’s request to make

and take delivery in nickel, a metal that is

traded on the London Metal Exchange (LME)—a

CFTC-comparable regulatory entity. Members

of the LME can conduct brokerage activities for

U.S. customers without being registered with the

FTC as a futures commission merchant.

An FHC’s Board-approved request to permit

the refining, blending, or altering of approved

commodities by a third party is reviewed within

the section along with the use of recognized

alternate trading platforms. The same Board

order includes the Board’s approval of the FHC’s

request to engage in limited physically settled

energy tolling by entering into tolling agree-

ments with power plant owners. The Board

determined that the activity is complementary to

the financial activity of engaging as principal in

commodity derivatives transactions. The FHC

nonbank activity had not been previously

approved by the Board. (See 2008 FRB C60.)

For another Board order, the section dis-

cusses the Board’s approval of an FHC’s request

to engage in providing Energy Management Ser-

vices (EMS) to owners of power generation

facilities. The EMS are to be provided under

energy management agreements as a comple-

ment to the financial activities of engaging as

principal in commodity derivatives and provid-

ing financial and investment advisory services

for derivative transactions. (See 2008 FRB

C20.)

3920.0.1 ENGAGING IN LIMITED FHC
COMMODITY-TRADING ACTIVITIES
INVOLVING A PARTICULAR
COMMODITY AS A COMPLEMENT
TO THE BHC-PERMISSIBLE
FINANCIAL ACTIVITY OF
ENGAGING REGULARLY IN
COMMODITY DERIVATIVES BASED
ON THAT COMMODITY

An FHC requested the Board’s approval under
section 4(k) of the Bank Holding Company Act
(the BHC Act) to retain all of the shares of a
company that engaged in a variety of commodity-
related activities in the United States, including
trading in physical commodities, an activity not
previously approved under the BHC Act.

Regulation Y authorizes bank holding com-
panies (BHCs) to engage as principal in forward
contracts, options, futures, options on futures,
swaps, and similar contracts, whether traded on
exchanges or not, based on a rate, price, finan-
cial asset, nonfinancial asset, or group of assets
(other than a bank-ineligible security) (com-
modity derivatives). A BHC may conduct
commodity-derivatives activities under Regula-
tion Y subject to certain restrictions that are
designed to limit the BHC’s activity to trading
and investing in financial instruments rather
than dealing directly in physical nonfinancial
commodities. Under these restrictions, a BHC
may take and make delivery of physically
settled derivatives involving commodities that a
state member bank is permitted to own.1 For all
other types of physically settled derivatives,2 a
BHC must make reasonable efforts to avoid
delivery on such derivatives or must take and
make delivery only on an instantaneous, pass-
through basis. (See section 3260.0.4.6.) Other
than in the limited circumstances described
above in connection with commodity deriva-
tives, Regulation Y generally does not permit
BHCs to take or make delivery of nonfinancial
commodities underlying commodity derivaties.
In addition, BHCs are generally not permitted to
purchase or sell nonfinancial commodities in the
spot market.

1. State member banks may own, for example, investment-
grade corporate debt securities, U.S. government and munici-
pal securities, foreign exchange, and certain precious metals.

2. These derivative contracts would include instruments
based on, for example, energy-related and agricultural
commodities.
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The FHC requested that the Board expand the
authority of FHCs to purchase and sell com-
modities in the spot market and to take and
make delivery of physical commodities to settle
commodity derivatives (commodity-trading
activities), by determining that these activities
are ‘‘incidental’’ to a financial activity (pursuant
to section 4(k) of the BHC Act). Commodity-
trading activities typically involve the commer-
cial activities of physically owning and dispos-
ing of assets such as oil, natural gas, agricultural
products, and other nonfinancial commodities.
Moreover, the risks associated with conducting
these activities are commercial risks not tradi-
tionally incurred or managed to a material extent
by banking organizations. Accordingly, the Board
did not believe that commodity-trading activi-
ties could be construed as incidental to a finan-
cial activity within the meaning of the Gramm-
Leach-Bliley Act (the GLB Act) or the BHC
Act. The Board concluded, however, for the
reasons set forth below, that there was a reason-
able basis for construing these activities as
complementary to a financial activity within the
meaning of the GLB Act or the BHC Act.

Section 4(k)(1)(B) of the BHC Act permits
FHCs to seek Board approval to engage in any
activity the Board determines (1) to be comple-
mentary to a financial activity and (2) not to
pose a substantial risk to the safety and sound-
ness of depository institutions or the financial
system generally. FHCs must submit a written
request for the Board’s approval to engage in a
complementary activity through the filing of a
notice under section 4 of the BHC Act. The
Board considers each request on a case-by-case
basis. (Subsection 3905.0.1 provides a list of the
information that needs to be included with such
a request.)

A number of considerations supported a Board
determination that commodity trading activities
are complementary to a financial activity. (See
2003 FRB 508.) Commodity-trading activities
can flow from the existing financial activities of
FHCs. In particular, commodity-trading activi-
ties provide FHCs with an alternative method of
fulfilling their obligations under otherwise BHC-
permissible commodity derivatives. For exam-
ple, if warranted by market conditions, an FHC
would be able to use commodity-trading-activity
authority to take a commodity derivative to
physical settlement rather than terminating,
assigning, offsetting, or otherwise cash-settling
the contract.

The Board also noted that the applicant con-

tended that the existing restrictions of Regula-
tion Y place FHCs at a significant bargaining
disadvantage when operating in physically settled
over-the-counter (OTC) derivatives markets.
According to the applicant, counterparties to
FHCs in these markets are aware of the regula-
tory impediments that inhibit BHCs and FHCs
from taking derivative contracts to physical
settlement. As a consequence, BHCs and FHCs
that participate in these markets can be forced to
terminate or offset their derivative contracts on
uneconomic terms. Allowing BHCs and FHCs
to engage in commodity-trading activities would
permit FHCs to compete in physically settled
OTC derivatives markets more economically.

The Board concluded that commodity trading
activities involving a particular commodity
complement the financial activity of engaging
regularly as principal in BHC-permissible com-
modity derivatives based on that commodity.3 In
order to authorize FHCs to engage in commodity-
trading activities as a complementary activity
under the GLB Act, the Board must also deter-
mine that those activities do not pose a substan-
tial risk to the safety or soundness of depository
institutions or the U.S. financial system gener-
ally.4 To limit the potential safety-and-
soundness risks of commodity-trading activi-
ties, the applicant proposed to engage in only a
limited amount of commodity-trading activities.
As a condition of the Board’s order, the market
value of commodities held by the applicant as a
result of commodity-trading activities must not
exceed 5 percent of the applicant’s consolidated
tier 1 capital.5 The applicant also must notify its
designated supervising Federal Reserve Bank if
the market value of commodities held by the
applicant as a result of its commodity-trading
activities exceeds 4 percent of its tier 1 capital.

In addition, the Board’s order permitted the
applicant to take and make delivery of only
physical commodities for which derivative con-
tracts have been approved for trading on a U.S.
futures exchange by the Commodity Futures
Trading Commission (CFTC) (unless specifi-
cally excluded by the Board) or that have been
specifically approved by the Board.6 This

3. For example, commodity-trading activities involving all
types of crude oil would be complementary to engaging
regularly as principal in BHC-permissible commodity deriva-
tives based on Brent crude oil.

4. 12 U.S.C. 1843(k)(1)(B).
5. The applicant is required to include in this 5 percent

limit the market value of any commodities it holds as a result
of a failure of its reasonable efforts to avoid taking delivery
under section 225.28(b)(8)(ii)(B) of Regulation Y.

6. The particular commodity-derivative contract that the
applicant takes to physical settlement need not be exchange-
traded, but (in the absence of specific Board approval) futures
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requirement is designed to prevent the applicant
from becoming involved in dealing in finished
goods and other items, such as real estate, that
lack the fungibility and liquidity of exchange-
traded commodities.

The Board concluded that permitting the appli-
cant to buy and sell commodities in the spot
market or physically settle commodity deriva-
tives would not appear to increase significantly
the organization’s potential exposure to
commodity-price risk.

The Board’s order acknowledged that add-
ing commodity-trading activities would expose
the applicant to additional risks, including, but
not limited to, storage risk, transportation risk,
and legal and environmental risks. To minimize
these risks, the applicant was not authorized to
(1) own, operate, or invest in facilities for the
extraction, transportation, storage, or distribu-
tion of commodities or (2) process, refine, or
otherwise alter commodities. In conducting its
commodity-trading activities, the applicant was
expected to use appropriate storage and
transportation facilities owned and operated by
third parties.7

The applicant indicated that it will mandate
that the commodity-storage facilities it uses have
all required governmental permits and provide
the applicant with a certificate to that effect. The
applicant further stated that all commodity-
storage facilities will be inspected by or on its
behalf before use and that it will physically
inspect any commodity in storage every six
months.

The applicant also stated that it would adopt
additional standards for commodity-trading
activities that involve environmentally sensitive
products, such as oil or natural gas. For exam-
ple, the applicant will require that the owner of
every vessel that carries oil on its behalf be a
member of a protection and indemnity club and
carry the maximum insurance for oil pollution
available from the club. Every such vessel will

be required to carry substantial amounts of addi-
tional oil-pollution insurance from creditworthy
insurance companies. The applicant will place
age limitations on vessels and will require ves-
sels to be approved by a major international oil
company and have appropriate response plans
and equipment for oil spills. The applicant will
also have a comprehensive backup plan in the
event any vessel owner fails to respond adequately
to an oil spill and will hire inspectors to monitor
the loading and discharging of vessels.

The applicant also represented that it will have
in place specific policies and procedures for the
storage of oil. In addition, the applicant will
require all oil-storage facilities it uses to carry a
significant amount of oil-pollution insurance
from a creditworthy insurance company and to
have appropriate spill-response plans and
equipment. The applicant will also follow a
comprehensive backup plan in the event the
storage facility owner fails to respond adequately
to an oil spill.

The Board determined that the applicant had
the managerial expertise and internal control
framework to manage the risks of taking and
making delivery of physical commodities. It
also concluded that the applicant had the
expertise and internal controls to integrate
effectively the risk management of commodity-
trading activities into its overall risk-
management framework, which includes
managing on a consolidated basis the overall
exposure arising from the applicant’s
commodity-related activities.

For these reasons, and based on the appli-
cant’s policies and procedures for monitoring
and controlling the risks of commodity-trading
activities, the Board concluded that consumma-
tion of the proposal did not pose a substantial
risk to the safety and soundness of depository
institutions or the financial system generally and
could reasonably be expected to produce bene-
fits to the public that outweighed any potential
adverse effects. (See 2003 FRB 508.)

In another Board order (2004 FRB 215), a
foreign bank (the FB) that is treated as a finan-
cial holding company (FHC) for purposes of the
Bank Holding Company Act (the BHC Act),
requested the Board’s approval under section 4
of the BHC Act (12 U.S.C. 1843) and the
Board’s Regulation Y (12 C.F.R. 225) to retain
all the voting shares of FB Energy, LLC, located
in Connecticut (FB Energy) and to continue
engaging in physical-commodity trading in the
United States. The FB conducts physical-

or options on futures on the commodity underlying the deriva-
tive contract must have been approved for exchange trading
by the CFTC. The CFTC publishes annually a list of the
CFTC-approved commodity contracts. See, for example, Com-
modity Futures Trading Commission, FY 2002 Annual Report

to Congress 124 and FY 2003 Annual Report to Congress 109.
With respect to granularity, the Board intends this require-

ment to permit commodity-trading activities involving all
types of a listed commodity. For example, commodity-trading
activities involving any type of coal or coal-derivative con-
tract would be permitted, even though the CFTC list specifi-
cally approves only Central Appalachian coal.

7. The Board’s approval of commodity-trading activities
as a complementary activity, subject to the limits and condi-
tions, did not restrict the existing authority of the applicant to
deal in foreign exchange, precious metals, or any other bank-
eligible commodity.
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commodity trading in the United States pursu-
ant to temporary grandfather authority provided
by the BHC Act and Regulation Y.8

The FB requested that the Board permit it to
purchase and sell physical commodities in the
spot market and to take and make delivery of
physical commodities to settle commodity
derivatives (commodity-trading activities). As
noted in the 2003 Board order (2003 FRB 508),
the Board had previously determined that
commodity-trading activities involving a par-
ticular commodity complement the financial
activity of engaging regularly as principal in
BHC-permissible commodity derivatives based
on that commodity. The FB regularly engages as
principal in BHC-permissible commodities
derivatives based on a variety of commodities,
including natural gas and electricity. The Board
determined that the commodity-trading activi-
ties are complementary to the commodity-
derivatives activities of the FB.

The FB has established and maintained poli-
cies for monitoring, measuring, and controlling
the credit, market, settlement, reputational, legal,
and operational risks involved in its commodity-
trading activities. These policies address key
areas such as counterparty credit risk, value-at-
risk methodology and internal limits with respect
to commodity trading, new-business and new-
product approvals, and identification of transac-
tions that require higher levels of internal
approval. The policies also describe critical
internal control elements, such as reporting lines,
and the frequency and scope of internal audit of
commodity-trading activities.

The FB is subject to the same commitments
and restrictions set forth in the previously dis-
cussed Board order (2003 FRB 508). The FB
and its commodity-trading activities also remain
subject to the general securities, commodities,
and energy laws and to the rules and regulations
(including the anti-fraud and anti-manipulation
rules and regulations) of the Securities and
Exchange Commission, the CFTC, and the Fed-
eral Energy Regulatory Commission.

The Board concluded that permitting the FB to
engage in the limited amount and types of
commodity-trading activities described previ-
ously, on the terms described in the order, would
not appear to pose a substantial risk to the FB,
depository institutions, or the U.S. financial

system generally. Because of its existing
authority to engage in commodity derivatives,
the FB could already incur the price risk
associated with commodities. Therefore, permit-
ting the FB to buy and sell commodities in the
spot market or to physically settle commodity
derivatives did not appear to increase signifi-
cantly the organization’s potential exposure to
commodity-price risk.

Based on the reasons stated in the Board’s
order, and based on the FB’s policies and proce-
dures for monitoring and controlling the risks of
commodity-trading activities, the Board con-
cluded that consummation of the proposal did
not pose a substantial risk to the safety and
soundness of depository institutions or the finan-
cial system generally and that it could reason-
ably be expected to produce benefits to the
public that outweigh any potential adverse effects.

Based on all the facts of record, including the
representations and commitments made by the
FB in connection with the notice, and subject to
the terms and conditions set forth in the order,
the Board approved the notice on January 27,
2004. (See 2004 FRB 215 and the notice approved
by the Board at 2004 FRB 511; both FHCs were
approved by the Board to engage in limited
physical-commodity trading involving such com-
modities as natural gas and electricity.) Also see
the approvals for FHCs to engage in limited
commodities trading that included certain energy-
related commodities, such as natural gas, crude
oil, electricity, and emissions allowances.9 These
Board orders were approved on November 18,
2005 (2006 FRB C57), December 19, 2005
(2006 FRB C54), and March 15, 2006 (2006
FRB C113). Subsequently, the Board delegated
its authority to approve notices by FHCs to
engage in physical-commodity trading as a
complementary activity to the director of the
Division of Banking Supervision and Regula-
tion, with the concurrence of the General Coun-
sel, when the proposal meets the conditions
imposed by the Board in approving previous
requests and when the specific proposal raises
no significant legal, policy, or supervisory issues.

8. The FB’s grandfather rights were scheduled to expire on
February 8, 2004. The FB conducts its U.S. energy trading
business through FB Energy and FB’s London branch.

9. An emission allowance is an intangible right to emit
certain pollutants during a given year or any year thereafter
that is granted by the U.S. Environmental Protection Agency
or comparable foreign regulatory authority to an entity—such
as a power plant or other industrial concern—affected by
environmental regulation aimed at reducing emission of pol-
lutants. An allowance can be bought, sold, or exchanged by
individuals, brokers, corporations, or government entities that
establish an account at the relevant governmental authority.

Emissions allowances are stored and tracked in the records
of the relevant government authority. Accordingly, there is no
transportation, environmental, storage, or insurance risk asso-
ciated with ownership of emissions allowances.
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3920.0.2 TRADING IN CERTAIN
PHYSICAL COMMODITIES NOT
APPROVED BY THE CFTC FOR
TRADING ON A FUTURES
EXCHANGE

The Board had previously conditioned its notice
approvals to engage in physical commodity
trading (PCT) based on commitments made by
the FHCs to trade only in commodities for
which derivative contracts had been approved
for trading on a futures exchange by the CFTC,
unless the commodity was specifically excluded
or approved by the Board (Approved Commodi-
ties Commitment). This commitment provided a
means to ensure that the PCT remained comple-
mentary to the financial activity of commodity
derivatives activities (CDAs) because it helped
demonstrate that there was a derivatives market
for the underlying commodity. This commit-
ment also was intended to prevent FHCs from
dealing in finished goods and other items, such
as real estate or industrial products that lacked
the fungibility and liquidity of exchange-traded
commodities.

In another request, a foreign-domiciled FHC,
RB, requested the Board’s approval under sec-
tion 4 of the BHC Act, and the Board’s Regula-
tion Y, to engage in limited PCT. That request
led to the Board’s decisions with regard to trad-
ing of certain physical commodities, which are
not CFTC-approved for trading on a futures
exchange. The Board determined that, subject to
certain requirements, an FHC may take delivery
of certain commodities that have not been
approved by the CFTC, if those commodities
are similarly fungible and liquid, and do not
expose the FHC to significant additional risk.

3920.0.2.1 Commodities Approved for
Trading on Non-U.S. Exchanges.

The Board has previously used CFTC-approval
of a commodity for trading on a U.S. futures
exchange as a test to determine whether a
derivative or the underlying commodity is liq-
uid and fungible. For some liquid and fungible
commodities, however, no market-maker had
sought CFTC approval because of the presence
of an established foreign trading market, which
could deter a U.S. exchange from listing a simi-
lar product. The absence of CFTC approval, in
those cases, generally would not indicate that
taking and making physical delivery of the com-
modity would entail substantially greater risks
than taking and making delivery of a CFTC-
approved commodity. A derivatives contract

that is based on a commodity that trades on a
non-U.S. exchange may be subject to a regula-
tory structure comparable to the one adminis-
tered by the CFTC. Such a structure generally
should be sufficient to demonstrate that (1) there
is a market in financially settled contracts on the
commodities, (2) the commodity is fungible,
and (3) a reasonably liquid market for the com-
modity exists.

3920.0.2.1.1 Take and Make Delivery of
Nickel

RB specifically requested the Board’s approval
to take and make physical delivery of nickel,
which is a metal that is widely and actively
traded on the London Metal Exchange (LME).
The LME offers futures and options contracts
for aluminum, copper, nickel, tin, zinc, and cer-
tain aluminum alloy contracts. The CFTC has
determined that the LME is subject to a regula-
tory structure comparable to that administered
by the CFTC under the Commodity Exchange
Act. As a result, members of the LME may
conduct brokerage activities for U.S. customers
without having to register with the CFTC as a
futures commission merchant or otherwise com-
ply with certain of the CFTC’s consumer protec-
tion rules.10 Given the nature of the LME trad-
ing market and the CFTC’s determination that
LME members are subject to comparable regu-
latory oversight, the Board determined that FHCs
that receive approval to engage in PCT may
take and make delivery of nickel. The Board
determined that other FHCs that had already
received approval to engage in PCT could also
make and take delivery of nickel, consistent
with the Approved Commodities Commitment,
as a commodity that has been specifically
approved by the Board.

3920.0.2.2 Commodities That Are Not
Approved for Trading in the U.S. or on
Certain Non-U.S. Exchanges

Many commodities for which derivatives con-

10. The CFTC’s Rule 30.10 permits a person affected by
the requirements contained in Part 30 of the CFTC’s rules,
which relate to registration as a futures commission merchant,
to petition the CFTC for an exemption from the requirements
based on the person’s substituted compliance with a foreign
regulatory structure found comparable to that administered by
the CFTC under the Commodities Exchange Act.
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tracts have not been approved for trading by the
CFTC or that are not traded on a non-U.S.
exchange may also be commodities that have
viable markets with financially settled contracts
on the commodities and that satisfy fungibility
and liquidity concerns. In many cases, the exist-
ence of an established over-the-counter market
obviates the need to seek CFTC approval for
listing on a futures exchange. In addition, the
particular commodity may be similar to a CFTC-
approved commodity, such as a product that is
derived from a CFTC- approved commodity. In
which case, the separate listing may be exces-
sive because market participants can use deriva-
tives contracts on the CFTC-approved commod-
ity to hedge their positions in the non-CFTC-
approved derivative product.

The Board believes that taking and making
physical delivery of non-CFTC-approved com-
modities may be consistent with the PCT author-
ity if an FHC can demonstrate that (1) there is a
market in financially settled contracts on those
commodities in addition to the physically settled
contracts, (2) the particular commodity is fun-
gible, and (3) the market for the commodity is
sufficiently liquid. In addition, the FHC must
demonstrate that it has established trading limits
in place that address both concentration risk and
overall exposure to the commodity to ensure
that the FHC could physically trade in these
commodities without incurring significant addi-
tional risk.

RB requested the Board’s approval to trade in
certain natural gas liquids, oil products, and
petrochemicals. The natural gas liquids con-
sisted of butane, ethane, and natural gasoline;
the proposed oil products were asphalt, conden-
sate, boiler cutter, residual fuel oil no. 6, kero-
sene, straight run, marine diesel, and naphtha;
and the proposed petrochemicals were ethylene,
paraxylene, styrene, propylene, and toluene (col-
lectively, PCs). Contracts on those PCs are not
approved by the CFTC for trading on a U.S.
futuresexchangeoronamajornon-U.S. exchange.
Nonetheless, the following considerations pro-
vided the Board support for making a determi-
nation that trading in the PCs should be permit-
ted as part of the PCT authority.

3920.0.2.2.1 Market in Financially
Settled Contracts

Many commodities trade on established alterna-
tive trading platform(s) or ATPs that are used by

a wide variety of market participants, rather
than on a futures exchange. If derivatives con-
tracts on a commodity trade on a recognized
ATP, that activity could serve as sufficient evi-
dence that a market in financially settled con-
tracts on the particular commodity exists. Finan-
cially and physically settled contracts for all the
PCs trade on recognized ATPs.

The natural gas liquids are traded on the
Intercontinental Exchange (‘‘ICE’’) and on the
New York Mercantile Exchange (‘‘NYMEX’’)
electronic trading platforms; the distillate and
residual oil products trade on ICE and NYMEX;
and the petrochemicals are traded on the Chem-
connect electronic trading platform. These ATPs
are major platforms that are widely used by a
variety of producers, consumers, and traders of
the PCs.

3920.0.2.2.2 Fungibility

To ensure that a commodity is fungible, an FHC
must demonstrate that no specification of exact
product or lot would be included for contracts
on the commodity. The physical asset that may
be delivered to satisfy a contract would be, by
nature or usage of trade, the equivalent of any
other unit of the asset. The PCs, which trade on
ICE, NYMEX, and Chemconnect, are fungible
because market participants contract for specific
quantities of the commodity but cannot specify
the particular product they will receive.

3920.0.2.2.3 Liquidity

To ensure that the market for a particular com-
modity is sufficiently liquid, an FHC must dem-
onstrate that an active trading market in the
commodity exists that would allow the institu-
tion to limit its position in the commodity rela-
tive to the volume that trades in the market
generally. The following factors indicate that a
reasonably liquid market exists: (1) reliable trad-
ing volume in the commodity or production
statistics exist that demonstrate the size of the
market in the commodity; (2) daily or intraday
price data on the commodity are published; and
(3) a number of market makers in the commod-
ity stand ready to buy or sell the commodity
each day at published bid and offer quotations.
Each of the PCs is derived from CFTC-
approved commodities (natural gas and oil) and
is used, similar to CFTC approved commodi-
ties, as fuel or as inputs for finished products.
The PCs are traded widely through brokers on
the previously discussed ATPs and are physi-
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cally traded at various hubs in the U.S. and
abroad.11 The ATPs post daily prices for both
the buy and sell offers on which the PCs trade.

3920.0.2.2.4 Trading Limits

An FHC that proposes to trade in a new com-
modity must demonstrate that it has established
appropriate limits on its trading in the commod-
ity and has a risk-management program in place
to monitor compliance with those limits, which
must include both concentration limits and over-
all exposure limits. RB represented that as part
of its risk-management program relating to the
PCs, it would impose appropriate concentration
and overall exposure limits for each of the PCs.

In light of the characteristics of the PCs and
based on all the facts of record, the Board has
determined that taking physical delivery of the
PCs is consistent with the complementary nature
of PCT and does not present undue safety and
soundness concerns for RB.12

3920.0.2.2.5 Altering Commodities.

Previously, the Board approved PCT, on a lim-
ited basis, subject to a number of commitments,
including that the FHC not process, refine, or
otherwise alter a commodity. RB intends to
engage third parties to refine, blend, or other-
wise alter commodities for which it is permitted
to take and make physical delivery.

A number of considerations supported the
Board’s determination that engaging a third
party to alter a commodity is consistent with the
existing PCT authority. Permitting RB to engage
a third party to alter a commodity would not
significantly increase the risks to the institution
from PCT. Under this authority, an FHC may
already engage a third party to store commodi-
ties, which exposes an FHC to substantially the
same types of risks as engaging a third party to
alter a commodity. Also, an FHC could sell a
commodity to a refinery and buy back the refined
commodity if both the commodity sold to and

bought from the refinery were permissible com-
modities. Permitting an FHC to engage third
parties to alter commodities also would enhance
an FHC’s ability to meet its customers’ needs.

To ensure that the activity remains consistent
with the scope of PCT, RB made the following
commitments: (1) RB will not alter commodi-
ties itself; (2) both the commodity input and the
resulting altered commodity will be permissible
commodities under the Board’s decisions; and
(3) RB will not have exclusive rights to use the
alteration facility. Requiring that both the com-
modity input and the altered commodity be per-
missible commodities under the Board’s deci-
sions helps ensure that RB would not assume
the risk of taking and making physical delivery
of commodities that the Board has not yet evalu-
ated. In addition, preventing RB from having
the exclusive right to use an alteration facility
should reduce RB’s exposure to the potential
risks associated with operating commodity-
altering facilities.

3920.0.2.2.6 Risks of Proposed Physical
Commodity Trading Activities.

Permitting RB to engage in the limited amount
and types of PCT described above would not
appear to pose a substantial risk to RB, deposi-
tory institutions, or the U.S. financial system
generally. RB made commitments relating to its
PCT that are designed to address the risks
involved in the proposed activities. In addition
to the commitments discussed previously, RB
provided substantially the same commitments
and agreed to the same limitations as those
provided by other FHCs in connection with the
Board’s approvals of their proposals to engage
in PCT. With regard to RB and its Board order,
see also subsection 3920.0.4.

3920.0.3 ENERGY MANAGEMENT
SERVICES AS A COMPLEMENT TO A
FINANCIAL ACTIVITY

A foreign-owned FHC, for the purposes of the
BHC Act, a directly owned foreign bank, and its
other directly owned foreign companies (all col-
lectively referred to as ‘‘F’’), requested the
Board’s approval under section 4 of the BHC
Act (12 U.S.C. 1843) and the Board’s Regula-
tion Y to provide energy management services
(EMS) to owners of power generation facilities

11. Natural gas liquids are physically traded in the U.S. at
hubs in Texas and Kansas; the distillate and residual oil
products are physically traded at various points in the United
States as well as the Caribbean, Africa, Europe, and Sin-
gapore; and the petrochemicals are physically traded at vari-
ous points in the U.S., South Korea, and Thailand.

12. Because trading of the proposed commodities might
require that an FHC adapt a particular risk-management pro-
gram beyond what would be required to trade in the commodi-
ties that are currently permissible, the Board’s order does not
grant authority to take and make delivery of the proposed
commodities to all FHCS with PCT authority.

Limited Physical-Commodity-Trading Activities 3920.0

BHC Supervision Manual July 2008
Page 7



under energy management agreements (EMAs);
an activity that is complementary to the finan-
cial activities of engaging as principal in com-
modity derivatives and providing financial and
investmentadvisoryservices forderivatives trans-
actions.13 Providing EMS generally involves
acting as a financial intermediary for a power
plant owner to facilitate transactions relating to
the acquisition of fuel and the power plant own-
er’s sale of power. Such services may also con-
sist of providing advice to assist the owner in
developing its risk-management plan.

3920.0.3.1 Provision of Energy
Management Services

Under its EMAs, EMT, as energy manager,
assists power plant owners by providing transac-
tional and advisory services. The transactional
services consisted primarily of EMT acting as a
financial intermediary, substituting its credit and
liquidity for those of the owner to facilitate the
owner’s purchase of fuel and sale of power.
EMT’s advisory services include providing mar-
ket information to assist the owner in develop-
ing and refining a risk-management plan for the
plant.

When providing EMS, EMT will provide ser-
vices under an EMA based on a strategic frame-
work that will be established by the owner. The
owner, in consultation with EMT, establishes an
energy management plan and risk-management
policy to govern how the generation facility
should be operated. The energy management
plan establishes the amount of power the plant
should generate and determines how the plant
will meet its reliability obligations to the power
transmission grid. The plant owner must approve
all commodity contracts, including all contracts
for the purchase of fuel or the sale of electricity.
The authority to enter into power or fuel con-
tracts, in some cases, may be delegated to EMT,
if the contracts satisfy specific criteria that are
established by the owner; other contracts must
be approved by the owner. The owner also
maintains the right, subject to EMT’s right of
first refusal, to market and sell power directly to
third parties. The owner ultimately retains all

decision-making authority, including decisions
relating to the facility’s generation output and,
in particular, whether the facility should be shut
down for any period of time.

An EMA’s compensation structure includes
this allocation of responsibilities. When the
facility is in operation, EMT is typically com-
pensated on a monthly basis at the greater of a
monthly fixed fee or a stated percentage of the
spread between delivered fuel prices and the
realized power revenues (adjusted to reflect cer-
tain fees and costs). When the facility is not in
operation, EMT is not responsible for the fixed
costs of the facility and is not entitled to rev-
enues or other compensation, apart from the
monthly fees.

EMT is not involved in providing day-to-day
operational services to the facility. Those tasks
are generally performed by the owner or by an
operator who is hired directly by the owner and
is not affiliated with EMT. The operator man-
ages and maintains the facility on a daily basis,
which typically includes providing labor and
support services. The operator is to provide
EMT with information on the operating status
of the facility, maintenance issues that might
affect the availability of the facility to generate
power, and scheduled outage and maintenance
periods.

EMT may buy fuel for the facility from third
parties and enter into a mirror transaction for the
fuel with the owner. The owner may then sell
the power generated by the facility to EMT, and
then EMT generally resells the power in the
market. EMT would thus be acting as the finan-
cial intermediary for the owner, providing credit
and liquidity support, including posting any
required collateral for transactions. Because EMT
is able to substitute its name and credit rating
for the owner’s, the terms of the transactions
may be generally more favorable than what the
owner could negotiate on its own.

EMT assumes responsibility for administra-
tive tasks related to the fuel and power transac-
tions so that the owner does not have to main-
tain an administrative infrastructure to support
its transactions with third parties. The services
include (1) arranging for third parties to provide
fuel transportation or power transmission ser-
vices, (2) scheduling those services, and resolv-
ing any resulting imbalances; (3) ensuring that
fuel deliveries and power sales are properly
coordinated; (4) negotiating contracts with, and
monitoring the credit support and collateral
requirements of, the owner’s counterparties;
(5) assisting in complying with power tariffs;
and (6) paying fuel suppliers. EMT also may
enter into transactions with third parties as nec-

13. In connection with an acquisition of a marketing and
trading entity, F received approval to engage in the U.S. in
limited PCT activities, as an activity that is complementary to
a financial activity of engaging in CDAs. The marketing and
trading entity, now EMT, also served as an energy manager
under EMAs with several power generators.
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essary to ensure that the owner meets its power
generation obligations to the power grid in
accordance with the energy-management plan.

Risk-management and hedging services may
also be provided by EMT to the owner in con-
nection with both the purchase of fuel and the
sale of power. These transactions may be entered
into with third parties back to back (with EMT
in the middle) or may consist of direct hedging
transactions between the owner and EMT. EMT
would retain the risk that the owner is hedging.
For the first type of transaction, the owner would
inform EMT of its intention to hedge the price
of fuel or power for a specified term, and EMT
would then solicit bids or offers. After review-
ing the competing bids or offers, the owner
would make a selection and direct EMT to enter
into the transaction with that counterparty. EMT
and the owner then would enter into a mirror
transaction so that EMT would not retain any
risk exposure on the overall transaction. For the
second type of transaction, EMT would submit
the offer for a hedging transaction to the owner,
who can accept or reject the offer. If the owner
accepts, EMT may enter into the transaction
directly with the owner. All these transactions
would be governed by the International Swaps
and Derivatives Association’s master agree-
ments between the owner and EMT. The owner
may also enter into hedging transactions directly
with a third party without EMT’s involvement.

EMT may generally provide two types of
market information services to the owner. First,
EMT may provide market and risk information
to assist the owner in developing its risk-
management plan and strategy. As a direct mar-
ket participant, EMT has access to information
that may help the owner refine its risk-
management strategies. Second, EMT may pro-
vide the owner with day-to-day market informa-
tion that the owner, in consultation with the
operator of the power facility, may use to deter-
mine its short-term dispatch guidelines (that is,
the amount of power the facility should generate
to meet its contractual requirements and relia-
bility obligations).

3920.0.3.2 Energy Management Services
is Complementary

The Board concluded that the provision of EMS
is complementary, within the meaning of the
GLB Act, to the financial activities of providing
commodity derivatives activities (CDAs) and
Derivatives Advisory Services (DAS). EMS
would add to these financial activities a number
of agency and administrative services that would

facilitate providing CDAs and DAS on behalf of
a plant owner. The combination of services
complements and enhances F’s CDAs and DAS
by allowing F to offer power plant owners an
integrated approach to managing the commodity-
related aspects of their business. Some non-
BHC participants in the energy trading markets,
including diversified financial services compa-
nies, offer EMS to clients in connection with
their commodity derivatives business. Those
companies can, and regularly do, provide EMS
to owners. The Board’s permitting FHCs to
provide EMS would enable FHCs to offer the
same integrated services that are provided by a
number of their competitors. The Board thus
concluded that F’s EMS complement its CDAs
and DAS.

3920.0.3.3 Limitations on Energy
Management Services

In order to limit the size, scope, and safety and
soundness risks of EMS, F committed that the
revenues attributable to EMS would not exceed
5 percent of F’s total consolidated operating
revenues.14 In addition, F’s authority to provide
EMS is subject to several conditions that limit
F’s responsibilities and potential liabilities it
may assume under an EMA. Specifically, F may
only act as energy manager if the relevant EMA
provides that:

• the owner retains the right to market and sell
power directly to third parties, which may be
subject to the energy manager’s right of first
refusal;

• the owner retains the right to determine the
level at which the facility will operate (i.e., to
dictate the power output of the facility at any
given time);

• neither the energy manager nor its affiliates
guarantee the financial performance of the
facility; and

• neither the energy manager nor its affiliates
bear any risk of loss if the facility is not
profitable.

The Board determined that permitting F to
engage in EMS in the limited amounts and
situations described previously would not appear

14. Total operating revenues are defined as net income and
all non-interest revenue, net securities gains and losses but
excluding extraordinary income.
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to pose a substantial risk to F, depository institu-
tions, or the U.S. financial system generally. F,
acting as an energy manager, would enter into
the same type of commodity derivatives transac-
tions that other FHCs had been permitted to
enter into; only it would enter into these transac-
tions to facilitate the business strategies of a
third-party owner.

Based on all the facts of record that were
presented, including the representations and com-
mitments made by F within its notice to the
Board, and those commitments and conditions
contained in the order, the Board approved the
notice on December 4, 2007. (The previous
discussion is only a summary. See the full text
of the Board order at 2008 FRB C20.)

3920.0.4 Energy Tolling Services As A
Complement To A Financial Activity

A foreign bank, R Bank (RB), a financial hold-
ing company (‘‘FHC’’) for purposes of the Bank
Holding Company Act (‘‘BHC Act’’), requested
the Board’s approval under section 4 of the
BHC Act (12 U.S.C. 1843) and the Board’s
Regulation Y (12 C.F.R. 225) to engage in lim-
ited PCT and the providing of EMS for owners
of power generation facilities under EMAs. RB
has requested the Board’s approval to engage in
physically settled energy tolling (ET) by enter-
ing into tolling agreements (TAs) with power
plant owners as an activity that is complemen-
tary to the financial activity of engaging as
principal in commodity derivatives transactions.
The Board previously determined PCT and EMS
to be activities that are complementary to the
financial activity of engaging as principal in
commodity derivative transactions, and in the
case of EMS, also complementary to providing
financial and investment advisory services for
derivative transactions. The Board has not previ-
ously considered whether the requested ET is
complementary to a financial activity under sec-
tion 4 of the BHC Act for a FHC. RB intends to
engage in such complementary activities through
a joint venture company (JV) formed with SE,
to be located in the U.S. and to operate as an
energy services company. Certain existing TAs
would be transferred to the JV.

3920.0.4.1 FHC’S Proposal

RB operates in the U.S. through CFG Corp., a
multibank holding company, as well as through
U.S. domiciled branches and representative
offices.15 RB also operates U.S. domiciled non-
banking companies in the United States, includ-
ing a broker-dealer subsidiary, RB-GC.

3920.0.4.2 Physical Commodity Trading

RB intends to expand its commodity-related
activities by forming a JV with S Corp. (S). A
subsidiary of S, TE Corp. (TE), which engages
in commodity derivatives transactions and PCT,
would be transferred to the JV.16 TE acts as
principal in commodity transactions in and out-
side the U.S., taking and making physical deliv-
ery of commodities in connection with those
transactions. TE also acts as an energy manager
and enters into TAs with power plant owners.
RB plans to engage in PCT, EMS, and ET under
the complementary activity authority of section
4 of the BHC Act so that the ET companies
transferred to the JV can continue to conduct
those activities.17 RB engages in CDAs in the
U.S. and plans to expand those activities and
engage in PCT through the JV. The JV’s activi-
ties would include taking or making delivery of
permissible commodities pursuant to physically
settled commodity derivatives; taking inventory
positions in natural gas, oil, emissions allow-
ances, and other permissible commodities; and
engaging in other spot market trading activities.
RB has also indicated that JV might engage in
commodity-relatedfinancing transactions, includ-
ing volumetric production payment transactions
(VPPs).18

15. RB holds a 38 interest in RF, an FHC formed by a
group of banking organizations, including F and certain of its
affiliates.

16. JV plans to purchase TE and its related energy trading
subsidiaries and affiliates (″TE Companies″), which would
become JV’s subsidiaries.

17. RB committed that within two years of consummation
of the transaction, it will conform, including by divestiture if
necessary, any activities that are impermissible for an FHC
under the BHC Act or that are inconsistent with the activities
permitted under this order.

18. RB may engage in VPPs on oil and gas as permissible
credit transactions if it agrees to sell the oil or gas it receives
under the VPP to third parties before delivery. VPPs are a
means of financing oil and gas exploration and production.
Under a VPP, the lender or VPP holder provides an up-front
payment in exchange for a royalty interest that entitles the
VPP holder to receive hydrocarbons on a regular basis during
the life of the VPP transaction in quantities that will allow the
VPP holder to recover its up-front payment and a specified
return. The Board’s General Counsel has determined that
VPPs generally are considered extensions of credit permis-
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The Board had previously determined that
PCT is a permissible activity because it comple-
ments the financial activity of engaging in CDAs.
Most of the transactions in which RB is to
engage as part of PCT would not differ from
transactions that the Board has previously
approved. RB plans to engage, however, in a
wider set of transactions under the PCT author-
ity and therefore requested confirmation that
those activities are within the scope of that
authority. Specifically, RB plans to enter into
long-term power supply contracts with large
commercial and industrial (C&I) end-users; to
engage in PCT for which derivatives contracts
have not been approved by the CFTC for trad-
ing on a U.S. exchange or specifically approved
by the Board; and to enter into contracts with
third parties to process, refine, or otherwise alter
commodities.

3920.0.4.3 Long-Term Electricity Supply
Contracts

RB plans, as part of its energy trading business,
to enter into long-term electricity supply con-
tracts with large C & I customers. The current
PCT authority permits an FHC to take a position
in a commodity and does not limit the duration
of, or counterparties to, an FHC’s contracts.
Most commodities in which an FHC may trade
under the PCT authority tend by their nature to
be limited to the wholesale market. Electricity,
however, has a greater potential to be sold not
only to end-users generally but also to small
retail customers who are unlikely to be partici-
pants in the market for energy related deriva-
tives products.

To ensure that RB’s activities remain consis-
tent with the general complementary nature of
the activities permitted, RB committed to enter
into long-term supply contracts only with large
C & I customers. The market risk relating to
these long-term contracts would be handled
using the same methodologies that are used for
other electricity trades. RB represented that in
all states where the electricity market has been
deregulated, state regulations distinguish among
types of end-users, generally relying on the cus-
tomer’s typical electricity consumption level.
To ensure that RB contracts only with custom-
ers who are sufficiently large and sophisticated,
RB committed that it will enter into long-term
electricity supply contracts only with C & I
customers that consume electricity at a rate of at

least (1) 800 megawatt-hours/year (‘‘MWHrs/
year’’) or (2) the minimum consumption level
for large C & I customers under applicable state
law, whichever is greater. This restriction should
be sufficient to ensure that RB transacts with
financially sophisticated purchasers (and not
with retail purchasers) and thus RB would remain
essentially a wholesale intermediary.

3920.0.4.4 Energy Tolling Agreements

TE, as toller, pays the plant owner a fixed peri-
odic payment that compensates the owner for its
fixed costs (‘‘capacity payments’’), usually
monthly, in exchange for the right to all or part
of the plant’s power output. The plant owner,
however, retains control over the day-to-day
operations of the plant and physical plant assets
at all times.19 The toller provides (or pays for)
the fuel needed to produce the power that it
directs the owner to produce. The fuel and
energy transactions that the toller enters into in
these circumstances are generally physically
settled.20 The agreements also generally provide
that the owner will receive a marginal payment
for each megawatt hour produced by the plant to
cover the owner’s variable costs plus a profit
margin. The toll is similar to a call option on the
power produced by the plant with a strike price
linked to fuel and power prices. In general, the
toller would direct the operator to run the plant
(i.e., the toller would exercise its option) when
the price of power exceeds the cost of producing
that amount of power. Some TAs may also give
the toller the right to a plant’s excess capacity,
which the toller may sell to the market or use to
meet reliability obligations to the power grid.

3920.0.4.5 Risks of Energy Tolling

The primary risk to a toller is that the plant
proves to be uneconomical to operate, which
can occur when the cost of producing power is
greater than the power’s market price. In those
cases, the toller has no ability to recover its

sible for a BHC under section 225.28(b)(1) of Regulation Y, if
the BHC agrees to sell the commodities before delivery.

19. RB has indicated that TE’s TAs are all medium term
(generally two to five years), although some market partici-
pants enter into longer-term agreements. TE has not entered
into longer-term contracts because it can be difficult to hedge
exposure over a longer period of time.

20. Because an FHC would generally take or make physi-
cal delivery of fuel and electricity in connection with a TA, an
FHC would need approval to engage in PCT to engage in ET.
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capacity payments. To limit the potential safety
and soundness risks of ET, RB has committed
that it will limit the amount of its ET activities.
Currently, all PCT activities are limited to a
maximum of 5 percent of the FHC’s tier 1
capital. RB committed to include the present
value of its future committed capacity payments
under a TA in calculating the value of commodi-
ties held by RB under its Physical Commodity
Trading authority to determine compliance with
the cap of 5 percent of tier 1 capital. As a result,
allowing RB to engage in ET activities would
not increase the overall position that it may take
in physical commodities. This limit would also
ensure that ET remains limited in size and scope
relative to RB’s financial activities.

3920.0.4.6 Energy Tolling is
Complementary

Energy Tolling is an outgrowth of the existing
financial activity of a BHC-FHC engaging in
CDAs. Energy tolling complements CDAs by

allowing an FHC to hedge its own, or assist its
clients to hedge, positions in energy. An FHC
engaging in authorized energy tolling would
also provide an FHC with additional informa-
tion on the energy markets that would help the
FHC manage its own commodity risks. The
Board also notes that financial institution com-
petitors of RB that are not FHCs engage in
tolling activities as part of their energy trading
operations. Based on the foregoing and all other
facts of record, the Board concluded that RB’s
ET activities complement its CDAs.

Based on all the facts of record, including
RB’s representations and commitments that were
made to the Board in connection with its notice,
and the terms and conditions set forth in the
Board’s order, the Board approved the FHC’s
notice. The Board’s determination is also sub-
ject to all the conditions set forth in Regulation
Y. The Board order was approved on March 27,
2008. (The previous discussion is only a sum-
mary. See the full text of the Board order at
2008 FRB C60.)

3920.0.5 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws 1 Regulations 2 Interpretations 3 Orders

Limited commodity-
trading activities involving
a particular commodity,
such as natural gas and
electricity, that comple-
ment the financial activity
of engaging regularly as
principal in BHC-
permissible commodity
derivatives based on that
commodity.

1843(k)(1)(B) 225.89 4-056.8 2003 FRB 508
2004 FRB 215
2004 FRB 511

Limited commodity trad-
ing in Energy-related com-
modities (natural gas,
crude oil, electricity, and
emmissions allowances) as
a complement to a finan-
cial activity

1843(k)1)(B) 2006 FRB C54
2006 FRB C57
2006 FRB C113
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Subject Laws 1 Regulations 2 Interpretations 3 Orders

Commodities not approved
by the CFTC for trading
on a U.S. futures exchange
(e.g., nickel on London
Metal Exchange) or on
certain non-U.S. exchanges

2008 FRB C60

Engaging third parties to
alter commodities.

2008 FRB C60

Providing energy manage-
ment services as a comple-
ment to financial
activities—providing com-
modity derivatives activi-
ties and derivatives advi-
sory services

2008 FRB C20

Providing energy tolling
services as a complement
to a financial activity

2008 FRB C60

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

3. Federal Reserve Regulatory Service reference.
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Insurance Sales Activities and Consumer Protection in Sales
of Insurance (Sections 4(k) and 4(c)(8) of the BHC Act) Section 3950.0

Banking organizations have long been engaged
in the sale of insurance products and annuities,
although these activities historically have been
subject to several restrictions. For example, until
recently, national banks could sell most types of
insurance, but only through an agency located in
a small town. Bank holding companies were
also permitted to engage in only limited insur-
ance agency activities under the Bank Holding
Company Act. State-chartered banks, on the
other hand, generally have been permitted to
engage in insurance sales activities as agent to
the extent permitted by state law.

The Gramm-Leach-Bliley Act of 1999 (the
GLB Act), however, authorized bank holding
companies that make an effective election to
become a financial holding company (FHC) to
underwrite and sell any type of insurance
nationwide. In addition, the GLB Act authorized
national banks and state-chartered member banks
to sell all types of insurance products through a
financial subsidiary. The GLB Act generally did
not change the powers of banks to sell insur-
ance directly.As a result of the GLB Act and
marketplace developments, many banking orga-
nizations are increasing the range and volume of
their insurance and annuities sales activities.

To the extent permitted by applicable law,
banking organizations may conduct insurance
and annuity sales activities through a variety of
structures and delivery channels, including own-
ership of an insurance underwriter or an insur-
ance agency or broker, the employment by a
bank of licensed agents, a joint marketing
arrangement with a producer,1 independent agents
located at a bank’s office, direct mail, telemar-
keting, and Internet marketing.

A banking organization may also conduct
insurance or annuity sales activities through a
managing general agent (MGA). An MGA is a
wholesaler of insurance products and services to
insurance agents. The MGA has a contractual
agreement with an insurance carrier to assume

functions for the carrier, which may include
marketing, accounting, data processing, policy
recordkeeping, and monitoring or processing
claims. The MGA may rely on various local
agents or agencies to sell the carrier’s products.
Most states require an MGA to be licensed.

3950.0.1 OVERVIEW AND SCOPE

The following guidance pertains to bank hold-
ing companies (BHCs) (including FHCs) and
state member banks that are either directly or
indirectly engaged in the sale of insurance or
annuity products as agents. As noted above, the
GLB Act amended the BHC Act to allow a
BHC or foreign bank that qualifies as an FHC to
engage in a broad range of insurance activities,
including underwriting or selling (as agent or
broker) any type of insurance and issuing and
selling annuities, in any state.

BHCs that are not FHCs may sell or under-
write insurance as a principal, agent, or broker
only to the limited extent authorized, before the
GLB Act, under section 4(c)(8) of the BHC Act
and section 225.28(b)(11) of Regulation Y. For
example, a BHC that is not an FHC may under-
write and sell insurance (including home mort-
gage redemption insurance) that is directly related
to an extension of credit by the BHC or any of
its subsidiaries and that is limited to ensuring
repayment of the outstanding balance due on the
extension of credit in the event of the death,
disability, or involuntary unemployment of the
debtor. A BHC that is not an FHC can also sell
any type of insurance as agent in a town if the
town has a population of 5,000 or less and the
BHC or a subsidiary has a lending office in the
small town. (See section 3170.0.)

The GLB Act permits state member banks
that are not authorized by applicable state law to
sell insurance directly through a financial sub-
sidiary.2 A financial subsidiary engaged in insur-
ance sales may be located wherever state law
permits the establishment and operation of an
insurance agency. Such subsidiaries, however,
would be subject to state licensing and other
requirements. The examination guidance found
in this section is limited to insurance and annu-

1. The term ‘‘producer’’ refers broadly to persons, partner-
ships, associations, limited liability corporations, etc., that
hold a license to sell or solicit contracts of insurance to the
public. Insurance agents and agencies are producers who,
through a written contractual arrangement known as a direct
appointment, represent one or more insurance underwriters.
Independent agents and agencies are those producers that sell
products underwritten by one or more insurance underwriters.
Captive agents and agencies represent a specific underwriter
and sell only its products. Brokers are producers that represent
the purchaser of insurance and obtain bids from competing
underwriters on behalf of their clients. State insurance laws
and regulations often distinguish between an insurance
agent and a broker; in practice, the terms are often used
interchangeably.

2. Rules pertaining to state member bank financial subsidi-
aries are found in the Board’s Regulation H (12 C.F.R.
208.71–77).
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ity salesactivities. Because this section focuses
only on insurance sales activities, it does not
address insurance underwriting (that is, as prin-
cipal) activities of FHCs or the limited insurance-
underwriting powers of BHCs or state member
banks. Examiner guidance on performing appro-
priate risk assessments for insurance and annu-
ity sales activities of BHCs (including FHCs)
and state member banks is included.3

Additionally, guidance is provided for exam-
ining a state member bank for compliance with
the consumer protection rules relating to insur-
ance and annuities sales activities that are con-
tained in the Board’s December 2000 revisions
to Regulation H (subpart H) (12 C.F.R. 208.81–
86), ‘‘Consumer Protection in Sales of Insur-
ance’’ (CPSI). Subpart H, which became effec-
tive October 1, 2001, implements the insurance
consumer protection requirements of the GLB
Act, which are codified at 12 U.S.C. 1831x. (See
65 Fed. Reg.75841 (December 4, 2000)). The
regulation applies not only to the sale of insur-
ance products or annuities by the state member
bank but also to activities of any person en-
gaged in insurance product or annuity sales on
behalf of the state member bank, as discussed in
this guidance. The guidance is generally not
applicable to debt-cancellation contracts and
debt-suspension agreements, unless these prod-
ucts are considered to be insurance products by
thestate inwhich thesalesactivitiesareconducted.

The Federal Reserve is responsible for evalu-
ating the consolidated risk profile of a BHC or
state member bank, including determining the
risks posed to the BHC or state member bank
from the insurance sales activities it conducts,
directly or indirectly, and determining the effec-
tiveness of its risk-management systems. The
GLB Act also established a regulatory frame-
work that is designed to ensure that the Federal
Reserve coordinates with, and relies to the extent
possible on information from, the state insur-
ance authorities when it is supervising the insur-
ance activities conducted by a BHC or state
member bank through a functionally regulated
subsidiary.

Consistent with the Federal Reserve’s risk-
focused framework for supervising banking
organizations, resources allocated to the review
of insurance sales activities should be commen-
surate with the significance of the activities and
the risk they pose to the banking organization.
The scope of the review depends on the signifi-
cance of the activity to the BHC or state mem-
ber bank and on the extent to which the bank is
directly involved in the activity. Examiner judg-
ment is required to tailor the reviews, as appro-
priate, on the basis of the legal, organizational,
and risk-management structure of the BHC’s or
state member bank’s insurance sales activities
and on other relevant factors.4

3950.0.2 SUPERVISORY APPROACH
FOR THE REVIEW OF INSURANCE
AND ANNUITY SALES ACTIVITIES

3950.0.2.1 Supervisory Objective

The primary objective of the review is to deter-
mine the level and direction of risk to a BHC or
state member bank from its insurance sales
activities, including insurance sales activities
conducted directly, by or in conjunction with a
subsidiary or affiliate, or through a third-party
arrangement. Primary risks that may arise from
insurance sales activities include operational,
legal, and reputational risk. If the BHC or state
member bank does not adequately manage these
risks, they could have an adverse impact on a
BHC’s or state member bank’s earnings and
capital. The examiner should produce (1) a risk
assessment that summarizes the level of inher-
ent risk to the BHC or state member bank by
risk category and (2) an assessment of the
adequacy of board of directors and management
oversight of the activity, including the activity’s
internal control framework. For those state mem-
ber banks selling insurance or annuity products,
or that enter into arrangements under which
another party sells insurance or annuity products
at the bank’s offices or on behalf of the bank, a
second objective of the review is to determine
the bank’s compliance with the consumer pro-
tection provisions of the GLB Act and the CPSI
regulation.

3. The term ‘‘risk assessment’’ denotes the work product
described in SR-97-24, ‘‘Risk-Focused Framework for Super-
vision of Large Complex Institutions,’’ and entails an analysis
of (1) the level of inherent risk by type of risk (operational,
legal, market, liquidity, credit, and reputation risk) for a
business line or business function, (2) the adequacy of man-
agement controls over that business line or business function,
and (3) the direction of the risk (increasing, decreasing, or
stable).

4. See SR-02-01, ‘‘Revisions to Bank Holding Company
Supervision Procedures for Organizations with Total Consoli-
dated Assets of $5 Billion or Less,’’ and section 1000.1 of the
Commercial Bank Examination Manualfor a discussion of
the Federal Reserve’s risked-focused examinations and the
risk-focused supervision program for community banking
organizations. See also SR-97-24.
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3950.0.2.2 State Regulation of Insurance
Activities

Historically, insurance activities have primarily
been regulated by the states. In 1945, Congress
passed the McCarran-Ferguson Act, which
granted states the power to regulate most aspects
of the insurance business. The McCarran-
Ferguson Act states that ‘‘no act of Congress
shall be construed to invalidate, impair, or
supersede any law enacted by any state for the
purpose of regulating the business of insurance,
or which imposes a fee or tax upon such busi-
ness, provided the Act shall be applicable to the
business of insurance to the extent that such
business is not regulated by State law’’ (15
U.S.C. 1012(b)).

State regulation of insurance producers is
centered on the protection of the consumer and
consists primarily of licensing and continuing
education requirements for producers. A pro-
ducer generally must obtain a license from each
state in which it sells insurance and for each
product sold. Each state in which a producer
sells insurance has regulatory authority over the
producer’s activities in the state.

The GLB Act does include several provisions
that are designed to keep states from (1) unfairly
regulating a BHC or bank to prevent it from
engaging in authorized insurance activities or
(2) otherwise discriminating against BHCs and
banks engaged in insurance activities. These
provisions are complex and beyond the scope of
this guidance. It should be noted, however, that
the GLB Act generally does not prohibit a state
from requiring a BHC or bank, or its employees
engaged in insurance sales, solicitation, or cross-
marketing activities, to be licensed within the
state.

State insurance regulatory authorities do not
conduct routine, periodic examinations of an
insurance producer. A state examination of an
insurance producer is generally conducted only
on an ad hoc basis and is primarily based on the
volume and severity of consumer complaints.
The state examination may also be based in part
on the producer’s market share and on previous
examination findings. Additionally, a review of
a producer would typically not assess its finan-
cial condition.

State market conduct examinations of insur-
ance sales practicesare focused at the insurance-
underwriter level.5 The insurance underwriter is

generally held accountable for compliance with
state insurance laws to protect the consumer
from the unfair sales practices of any producer
that markets the insurance underwriter’s prod-
ucts. Market conduct examinations of an insur-
ance underwriter may potentially uncover a con-
cern about a particular producer, such as a
bank-affiliated producer.6 However, in the past,
a state insurance regulatory authority has not
typically examined a producer unless the insur-
ance underwriter owns the producer.

Generally, market conduct examinations
include reviews of insurance underwriters’ com-
plaint handling, producer licensing, policyholder
service, and marketing and sales practices. Typi-
cally, a state authority will direct a corrective
action for insurance sales activity at the under-
writer. The states generally have specific guid-
ance for their market conduct examinations of
life, health, and property/casualty7 lines of busi-
ness guidance that corresponds to regulations
related to advertising, misrepresentations, and
disclosures for these different business lines.
The reports of examination issued by the state
insurance departments are usually available to
the public.

Because the underwriter, not the producer, is
liable to the insured, the failure of an insurance
producer generally would not result in financial
loss to consumers or state guarantee funds. Con-
sequently, there are no regulatory capital
requirements for insurance producers, nor do
states require regulatory reporting of financial
statement data on insurance producers. While
the underwriter is ultimately liable to the insured,
in some instances a producer and its owner may
be held liable for misrepresentations, as well as
for violations of laws and regulations.

5. Generally, market conduct reviews of insurance under-
writers are conducted on an ad hoc basis, triggered primarily
by the volume and severity of consumer complaints, and are
based on the underwriter’s market share or on previous exami-

nation findings. In some states, however, market conduct
reviews of insurance underwriters are conducted on a peri-
odic, three- to five-year schedule.

6. The terms ‘‘insurance underwriter,’’ ‘‘insurer,’’ ‘‘insur-
ance carrier,’’ and ‘‘insurance company’’ are industry terms
that apply similarly to the party to an insurance arrangement
who undertakes to indemnify for losses, that is, the party that
assumes the principal risk under the contract.

7. Property insurance indemnifies a person who has an
interest in a physical property for loss of the property or the
loss of its income-producing abilities. Casualty insurance is
primarily concerned with the legal liability for losses caused
by injury to persons or damage to the property of others. It
may also include such diverse forms of insurance as crime
insurance, boiler and machinery insurance, and aviation insur-
ance. Many casualty insurers also underwrite surety bonds.
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3950.0.2.3 Functional Regulation

Under the GLB Act, reviews by banking super-
visors of insurance or securities activities con-
ducted in a BHC’s or bank’s functionally regu-
lated subsidiary are not to be extensions of more
traditional bank-like supervision. Rather, to the
extent possible, bank supervisors are to rely on
the functional regulators to appropriately super-
vise the insurance and securities activities of a
functionally regulated subsidiary. A function-
ally regulated subsidiary includes any subsidi-
ary of a BHC or bank that (1) is engaged in
insurance activities and subject to supervision
by a state insurance regulator or (2) is registered
as a broker-dealer with the Securities and
Exchange Commission. The GLB Act does not
limit the Federal Reserve’s supervisory author-
ity with respect to a BHC or state member bank
or the insurance activities conducted by either
of them. The functional regulators for insurance
sales activities, including the activities of insur-
ance producers, consist of the insurance depart-
ments in each of the 50 states, the District of
Columbia, Puerto Rico, the U.S. Virgin Islands,
American Samoa, and Guam.

The GLB Act places certain limits on the
ability of the Federal Reserve to examine, obtain
reports from, or take enforcement action against
a functionally regulated nondepository subsidi-
ary of a BHC or state member bank. For pur-
poses of these limitations, a subsidiary licensed
by a state insurance department to conduct
insurance sales activities is considered function-
ally regulated only with respect to its insurance
activities and any activities incidental to those
activities.8

The GLB Act indicates that the Federal Reserve
must rely, to the fullest extent possible, on infor-
mation obtained by the appropriate state insur-
ance authority of a nondepository insurance
agency subsidiary of a BHC or state member
bank. In addition, the Federal Reserve may
examine a functionally regulated subsidiary of a
BHC or state member bank only in the follow-
ing situations:

1. The Federal Reserve has reasonable cause to
believe that the subsidiary is engaged in
activities that pose a material risk to an affili-
ated depository institution, as determined by

the responsible Reserve Bank and Board
staff.

2. After reviewing relevant information avail-
able at the BHC or state member bank level
(including information obtained from the
appropriate functional regulator), it is deter-
mined that an inspection or examination is
necessary to adequately understand and as-
sess the banking organization’s systems for
monitoring and controlling the financial and
operational risks that may pose a threat to the
safety and soundness of an affiliated deposi-
tory institution.

3. On the basis of reports and other available
information (including information obtained
from the appropriate functional regulator),
there is reasonable cause to believe that the
subsidiary is not in compliance with a federal
law that the Federal Reserve has specific
jurisdiction to enforce with respect to the
subsidiary (including limits relating to trans-
actions with affiliated depository institu-
tions), and the Federal Reserve cannot assess
such compliance by examining the BHC or
state member bank or other affiliated deposi-
tory institution.

Other similar restrictions limit the ability of
the Federal Reserve to obtain a report directly
from, or take enforcement action against, a func-
tionally regulated nonbank subsidiary of a BHC
or state member bank. As noted above, these
GLB Act limitations do not apply to a BHC
parent company or state member bank even if
the BHC parent company or state member bank
is itself licensed by a state insurance regulatory
authority to conduct insurance sales activities.

Staff who are conducting reviews of BHC or
state member bank insurance or annuity sales
activities should be thoroughly familiar with
SR-00-13, which provides guidance on reviews
of functionally regulated BHC or state member
bank subsidiaries. Reserve Bank staff may con-
duct an examination of a functionally regulated
subsidiary, or request a specialized report from a
functionally regulated subsidiary, only after
obtaining approvals from the appropriate staff
of the Board’s Division of Banking Supervision
and Regulation.

When preparing or updating the risk assess-
ment of a BHC’s or state member bank’s insur-
ance or annuity sales activities, Federal Reserve
staff, when appropriate, should coordinate their
activities with the appropriate state insurance
authorities. The Federal Reserve’s supervision
of BHCs or state member banks engaged in
insurance sales activities is not intended to
replace or duplicate the regulation of insurance

8. For example, if a BHC’s nonbank subsidiary engages in
mortgage lending and is also licensed as an insurance agency,
it would be considered a functionally regulated subsidiary
only to the extent of its insurance sales activities.
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activities by the appropriate state insurance
authorities.

3950.0.2.4 Information Sharing with the
Functional Regulator

The Federal Reserve and the National Associa-
tion of Insurance Commissioners (NAIC)
approved a model memorandum of understand-
ing (MOU) on the sharing of confidential infor-
mation between the Federal Reserve and indi-
vidual state insurance departments.9 The Board
also approved the delegation of authority to the
Board’s general counsel to execute agreements
with individual states, based on this MOU.
Examiners should follow required Board admin-
istrative procedures before sharing any confi-
dential information with a state insurance regu-
lator. (These procedures generally require Federal
Reserve staff to identify and forward to Board
staff for review any confidential information
that may be appropriate to share with the appli-
cable state insurance regulator concerning insur-
ance sales activities conducted by BHCs or state
member banks.) The Board’s Division of Con-
sumerandCommunityAffairs’CPLetter2001-11
outlines the procedures for sharing consumer
complaint information with state insurance
regulators.

3950.0.3 STATUTORY AND
REGULATORY REQUIREMENTS AND
POLICY GUIDANCE

3950.0.3.1 Privacy Rule and the Fair
Credit Reporting Act

BHCs, state member banks, and the subsidiaries
of both (other than subsidiaries that are subject
to the privacy rules of another financial regula-
tor such as a broker-dealer or insurance com-
pany) that sell insurance to consumers must
comply with the privacy provisions under title
V of the GLB Act (12 U.S.C. 6801–6809), as
implemented by the Board’s Regulation P (12
C.F.R. 216) (the privacy rule). Functionally
regulated BHC and state member bank nonbank
insurance agency subsidiaries are not covered
by the Federal Reserve’s privacy rule; however,
they must comply with the privacy regulations
(if any) issued by their relevant state insurance
regulator.

The privacy rule regulates a BHC’s or state
member bank’s treatment of nonpublic personal
information about a ‘‘consumer,’’ that is, an
individual that obtains a financial product or
service (such as insurance) from the institution
for personal, family, or household purposes. The
privacy rule generally requires a BHC or bank
to provide a notice to each of its customers that
describes the privacy policies and practices of
the BHC or bank no later than when the BHC or
bank establishes a business relationship with the
customer. The privacy rule also generally pro-
hibits a BHC or bank from disclosing any non-
public personal information about a consumer to
any nonaffiliated third party, unless the BHC or
bank first provides to the consumer a privacy
notice and a reasonable opportunity to prevent
(or ‘‘opt out’’ of ) the disclosure, and the con-
sumer does not opt out. The privacy rule permits
a BHC or bank to provide a joint notice with
one or more of its affiliates or other financial
institutions, as identified in the privacy notice
itself, provided that the notice is accurate with
respect to the institution and the other institutions.

While the privacy rule applies to the sharing
of nonpublic personal information by a BHC or
bank with nonaffiliated third parties, the sharing
of certain consumer information with affiliates
or nonaffiliates may be subject to the Fair Credit
Reporting Act (FCRA) as well. For example,
under the FCRA, if a BHC or bank wants to
share with its insurance subsidiary information
from a credit report or from a consumer applica-
tion for credit (such as the consumer’s assets,
income, or marital status), the BHC or bank
must first notify the consumer about the intended
sharing and give the consumer an opportunity to
opt out. The same rules would apply to an
insurance company that wants to share informa-
tion from credit reports or from applications for
insurance with an affiliate or a third party.

3950.0.3.2 Anti-Tying Prohibitions

Federal law (section 106(b) of the BHC Act
Amendments of 1970 (12 U.S.C. 1972(b)) gen-
erally prohibits a bank from requiring that a
customer purchase a product or service from the
bank or an affiliate as a prerequisite to obtaining
another product or service (or a discount on the
other product or service) from the bank. This
prohibition applies whether the customer is retail
or institutional, or whether the transaction is on
bank premises or off premises. For example, a9. The NAIC is the organization of insurance regulators

from the 50 states, the District of Columbia, and the four U. S.
territories. The NAIC provides a forum for the development
of uniform policy among the states and territories. The NAIC
is not a governmental or regulatory body.
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state member bank may not require that a cus-
tomer purchase insurance from the bank or a
subsidiary or an affiliate of the bank in order to
obtain a loan from the bank (or a reduced inter-
est rate on the loan).10 The special anti-tying
rules in section 106 do not apply to tying
arrangements imposed by a BHC or a nonbank
affiliate of a BHC.

3950.0.3.3 Policy Statement on Income
from Sale of Credit Life Insurance

This Federal Reserve Board policy statement
(see the Federal Reserve Regulatory Serviceat
3-1556) sets forth the principles and standards
that apply to a bank’s sales of credit life insur-
ance and the limitations that apply to the receipt
of income from those sales by certain individu-
als and entities associated with the bank. (See
section 3170.0.4.1 and the inspection procedure
related to this policy statement in section
3170.0.6.)

3950.0.4 RISK-MANAGEMENT
PROGRAM

3950.0.4.1 Elements of a Sound
Insurance or Annuity Sales Program

A BHC or state member bank engaged in insur-
ance or annuity sales activities should—

1. conduct insurance sales programs in a safe
and sound manner;

2. have appropriate written policies and proce-
dures in place that are commensurate with
the volume and complexity of its insurance
sales activities;

3. obtain its board of directors’ approval of the
scope of the insurance and annuity sales pro-
gram and of written policies and procedures
for the program;

4. effectively oversee the sales program activi-
ties, including third-party arrangements;

5. have an effective, independent internal audit
and compliance program;

6. appropriately train and supervise the employ-
ees conducting insurance and annuity sales
activities;

7. take reasonable precautions to ensure that
disclosures to customers for insurance and
annuity sales and solicitations are complete

and accurate and are in compliance with
applicable laws and regulations;

8. ensure compliance with all applicable fed-
eral, state, or other jurisdiction regulations,
including compliance with sections 23A and
23B of the Federal Reserve Act as that act
applies to affiliate transactions; and

9. have controls in place to ensure accurate and
timely financial reporting.

Every banking organization conducting insur-
ance or annuity sales activities should have
appropriate, board-approved policies, proce-
dures, and controls in place to monitor and
ensure that it complies with both federal and
state regulatory requirements. Consistent with
the principle of functional regulation, the Fed-
eral Reserve will rely primarily on the appropri-
ate state insurance authorities to monitor and
enforce compliance with applicable state insur-
ance laws and regulations, including state con-
sumer protection laws and regulations govern-
ing insurance sales.

3950.0.4.1.1 Sales Practices and
Handling of Customer Complaints

Every component of a banking organization that
engages in insurance or annuity sales activities
should have board-approved policies and proce-
dures for handling customer complaints related
to these sales. The customer complaint process
should provide for the recording and tracking of
all complaints and require periodic reviews of
complaints by compliance personnel. A BHC’s
or state member bank’s board of directors and
senior management should also review com-
plaints if the complaints involve significant
compliance issues that may pose a risk to the
organization.

3950.0.4.1.2 Third-Party Arrangements

BHCs and state member banks, to the extent
permitted by applicable law, may enter into
agreements with third parties, including unaffili-
ated agents or agencies, to sell insurance or
annuities or provide expertise and services that
otherwise would have to be developed in-house.
Many banks hire third parties to assist in estab-
lishing an insurance program or to train their
own insurance staff. A bank may also find it
advantageous to offer more specialized insur-
ance products through a third-party arrangement.

A BHC’s or state member bank’s manage-
ment should conduct a comprehensive review of
an unaffiliated third party before entering into

10. See section 3500.0.
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any arrangement to conduct insurance or annu-
ity sales with the third party. The review should
include an assessment of the third party’s finan-
cial condition, management experience, reputa-
tion, and ability to fulfill its contractual obliga-
tions to the BHC or state member bank, which
includes compliance with applicable consumer
protection laws and regulations.

The BHC’s or state member bank’s board of
directors or its designated committee should
approve any agreements with third parties. Agree-
ments should outline the duties and responsibili-
ties of each party; describe the third-party
activities permitted on the institution’s prem-
ises; address the sharing or use of confidential
customer information; and define the terms for
use of the BHC’s or state member bank’s office
space, equipment, and personnel. If an arrange-
ment includes dual employees (for example,
bank employees who are also employed by an
independent third party), the agreement must
provide for written employment contracts that
specify the duties of these employees and their
compensation arrangements.

In addition, a third-party agreement should
specify that the third party will comply with all
applicable laws and regulations and will con-
duct its activities in a manner consistent with
the CPSI regulation, if applicable. The agree-
ment should authorize the banking organization
to monitor the third party’s compliance with its
agreement, as well as authorize the banking
organization to have access to third-party records
considered necessary to evaluate compliance. A
BHC or state member bank that contracts with a
functionally regulated third party should obtain
from and review, as appropriate, any relevant,
publicly available regulatory reports of exami-
nation of the third party.11 Finally, the agree-
ment should provide for indemnification of the
institution by the unaffiliated third party for any
losses caused by the conduct of the third party’s
employees in connection with its sales
activities.

A BHC or state member bank is responsible
for ensuring that any third party or dual employee
selling insurance at or on behalf of the organiza-
tion is appropriately trained either by the bank-
ing organization or the third party with respect
to compliance with the minimum disclosures
and other requirements of the CPSI regulation
and applicable state regulations. The banking
organization should obtain and review copies of
third-party training and compliance materials

to monitor the third party’s performance on its
disclosure and training obligations.

3950.0.4.1.3 Designation, Training, and
Supervision of Personnel

A banking organization hiring personnel to sell
insurance or annuities should investigate the
backgrounds of the prospective employees. When
a candidate for employment has previous insur-
ance industry experience, the banking organiza-
tion should have procedures to determine whether
the individual has been the subject of any disci-
plinary actions by state insurance regulators.12

The banking organization should require its
own insurance or annuity sales personnel or
third-party sales personnel selling at or on behalf
of the bank to receive appropriate training and
licensing. Training should cover appropriate
policies and procedures for the organization’s
sales of insurance and annuity products. Person-
nel who are referring potential or established
customers to a licensed insurance producer should
also be trained to ensure that referrals are made
in conformance with the CPSI regulation, if
applicable. The training should also include pro-
cedures and guidance to ensure that an unli-
censed or referring individual cannot be deemed
to be acting as an insurance agent that is subject
to licensing requirements.

When insurance or annuities are sold by a
banking organization or by third parties at an
office of, or on behalf of, the organization, the
institution should have policies and procedures
to designate, by title or name, the individuals
responsible for supervising insurance sales
activities, as well as for supervising the referral
activities of bank employees not authorized to
sell these products. A banking organization also
should designate supervisory personnel respon-
sible for monitoring compliance with any third-
party agreement, as well as a state member
bank’s compliance with the CPSI regulation, if
applicable.

3950.0.4.1.4 Compliance

Banking organizations should have policies and
procedures to ensure that insurance or annuity

11. The reports of examination issued by state insurance
regulators are generally public documents. Many states do not
conduct periodic examinations of insurance sales activities.

12. Information from the states on the issuance and termi-
nation of producer licenses and on producers’ compliance
with continuing education requirements is available from the
NAIC database known as the National Insurance Producer
Registry (NIPR).
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sales activities are conducted in compliance with
applicable laws and regulations (including the
CPSI regulation for sales conducted by or on
behalf of a state member bank) and the institu-
tion’s internal policies and procedures. Compli-
ance procedures should identify any potential
conflicts of interest and how such conflicts should
be addressed. For example, sales-compensation
programs should be conducted in a manner that
would not expose the BHC or state member
bank to undue legal or reputation risks. The
compliance procedures should also provide for a
system to monitor customer complaints and
their resolution. Where applicable, compliance
procedures also should call for verification that
third-party sales are being conducted in a man-
ner consistent with the governing agreement
with the banking organization.

The compliance function should be conducted
independently of the insurance and annuity prod-
uct sales and management activities. Compli-
ance personnel should determine the scope and
frequency of their reviews, and findings of com-
pliance reviews should be reported directly to
the banking organization’s board of directors or
to its designated board committee.

3950.0.5 RISK ASSESSMENT OF
INSURANCE AND ANNUITY SALES
ACTIVITIES

A risk assessment of insurance activities may be
accomplished (1) in the course of conducting a
regularly scheduled BHC inspection or state
member bank examination or (2) as a targeted
review. The purpose of preparing the risk
assessment is to determine the level and direc-
tion of risk to the BHC or bank arising from its
insurance and annuity sales activity. The risks to
banking organizations engaged in insurance sales
programs consist primarily of legal, reputa-
tional, and operational risk, all of which may
lead to financial loss. After completing the risk
assessment, if material concerns remain, the
Board’s Division of Banking Supervision and
Regulation staff should be consulted for further
guidance.

Legal and reputational risk may arise from a
variety of sources, such as fraud; noncompli-
ance with statutory or regulatory requirements,
including those pertaining to the handling of
premiums collected on behalf of the under-
writer; claims processing; insurance and annuity
sales practices; and the handling of ‘‘errors and

omissions’’ claims.13 Other sources of legal and
reputational risk may arise from failing to safe-
guard nonpublic customer information; a high
volume of customer complaints; or public regu-
latory sanctions against a producer.

Legal and reputational risks may also arise
from an agent’s obligation to provide a cus-
tomer with products that are suited to the cus-
tomer’s particular needs and are priced and sold
in accordance with state regulations. Addition-
ally, an agent or agency may be liable for failing
to carry out the appropriate paperwork to bind a
policy that it has sold to a customer, or for
making an error in binding the policy. State
insurance departments generally are permitted
by law to suspend or revoke a producer’s license
and assess monetary penalties against a pro-
ducer if warranted.

Operational risk may arise from errors in
processing sales-related information or from
lack of appropriate controls over systems or
staff responsible for carrying out the insurance
or annuity sales activities. Additionally, banking
organizations that have recently commenced
insurance or annuity sales activities, or that are
expanding their insurance sales business, are
exposed to risk arising from inadequate strategic
and financial planning associated with the
activities, which could result in financial loss.
Examiners should be attuned to risks that may
arise from inadequate controls over insurance
activities, a rapid expansion of the insurance or
annuity sales programs offered by banking orga-
nizations, the introduction of new products or
delivery channels, and legal and regulatory
developments.

Operational risk may arise from inadequate
premium-payment procedures and trust-account-
balance administration by an agency. When the
insurance agency bills the insured, the agent
must comply with requirements for forwarding
the payments to the insurer and for safekeeping
the funds. Inadequate internal controls over this
activity may result in the inappropriate use of
these funds by the agent or agency. The banking
organization should ensure that appropriate con-
trols are in place to verify that all funds that are
owed to the insurer or the insured are identified
in the trust account and that the account is in
balance.

When conducting a risk assessment, the
examiner should first obtain relevant informa-
tion to determine the existence and scale of

13. Errors and omissions insurance indemnifies the insured
against loss sustained because of an error or oversight by the
insured. For instance, an insurance agency generally pur-
chases this type of coverage to protect itself against such
things as failing to issue a policy.

Insurance Sales Activities and Consumer Protection in Sales of Insurance 3950.0

BHC Supervision Manual December 2003
Page 8



insurance or annuity sales activity. Such infor-
mation is available in the BHC’s Bank Holding
Company Performance Report or the state mem-
ber bank’s Uniform Bank Performance Report
(UBPR) and in other System reports on insur-
ance activities. Relevant reports, including appli-
cable balance sheets and income statements for
the insurance and annuity sales activities, may
also be obtained from the BHC or state member
bank. When preparing a risk assessment for an
insurance or annuity sales activity that is con-
ducted by a functionally regulated nonbank sub-
sidiary of a BHC or state member bank, examin-
ers should rely, to the fullest extent possible, on
information available from the BHC or state
member bank and the appropriate state insur-
ance regulator for the subsidiary. If information
that is needed to assess the risk cannot be
obtained from the BHC or state member bank,
or from the applicable functional regulator, the
examiner should consult with the appropriate
designated Board staff. Requests should not be
made directly to a functionally regulated non-
bank insurance and annuity sales subsidiary of a
BHC or state member bank without first obtain-
ing approval from the appropriate Board staff.

3950.0.6 CONSUMER PROTECTION
IN SALES OF INSURANCE RULES

3950.0.6.1 Overview of the CPSI
Regulation

The CPSI regulation is only applicable to all
insured depository institutions, including state
member banks.14 The regulation, however, gen-
erally does notapply to nonbank affiliates or
subsidiaries of a state member bank unless the
company engages in the retail sale of insurance
products or annuities at an office of, or on behalf
of, an insured depository institution. Interpreta-
tions of the regulation, issued by the federal
banking agencies, are found in appendix A of
this section. Federal Reserve examiners are
responsible for reviewing state member banks’
compliance with the regulation. A BHC’s board
of directors and senior management are respon-
sible for overseeing its depository institution
subsidiaries’ compliance with the CPSI
regulation.

The regulation applies to the retail sale of
insurance products and annuities by banks or by
any other person at an office of a bank, or acting

on behalf of a bank. For purposes of the CPSI
regulation, ‘‘office’’ means the premises of the
bank where retail deposits are accepted. The
regulation applies only to the retail sale of insur-
ance or annuity products—that is, when the
insurance is sold or marketed to an individual
primarily for personal, family, or household
purposes.

3950.0.6.2 Misrepresentations Prohibited

The regulation prohibits a bank or other covered
person from engaging in any practice or using
any advertisement at any office of, or on behalf
of, the bank or a subsidiary of the bank if the
practice or advertisement could mislead any per-
son or otherwise cause a reasonable person to
erroneously believe—

1. that the insurance product or annuity is backed
by the federal government or the bank, or is
insured by the Federal Deposit Insurance
Corporation (FDIC);

2. that an insurance product or annuity does not
have investment risk, including the potential
that principal may be lost and the product
may decline in value, when in fact the prod-
uct or annuity does have such risks; or

3. in the case of a bank or subsidiary of the
bank at which insurance products or annu-
ities are sold or offered for sale, that (1) the
bank may condition approval of an extension
of credit to a consumer by the bank or sub-
sidiary on the purchase of an insurance prod-
uct or annuity from the bank or a subsidiary
of the bank and (2) the consumer is not free
to purchase the insurance product or annuity
from another source.

The regulation also incorporates the anti-
tying provisions of section 106(b) of the Bank
Holding Company Act Amendments of 1970
(12 U.S.C. 1972). Additionally, banks are pro-
hibited from selling life or health insurance
products if the status of the applicant or insured
as a victim of domestic violence or as a provider
of services to domestic violence victims is con-
sidered as a factor in decision making on the
product, except as expressly authorized by state
law.

3950.0.6.3 Insurance Disclosures

The regulation also requires that a bank or a
person selling insurance at an office of, or on

14. The CPSI regulation applies to all federally insured
depository institutions, including all federally chartered U.S.
branches and state-chartered insured U.S. branches of foreign
banking organizations.
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behalf of, a bank make the following affirmative
disclosures (to the extent accurate), both orally
and in writing, before the completion of the
initial sale of an insurance product or an annuity
to a consumer. However, sales by mail or, if the
consumer consents, via electronic media (such
as the Internet) do not require oral disclosure.

1. The insurance product or annuity is not a
deposit or other obligation of, or guaranteed
by, the bank or an affiliate of the bank.

2. The insurance product or annuity is not insured
by the FDIC or any other U.S. government
agency, the bank, or (if applicable) an affili-
ate of the bank.

3. The insurance product or annuity, if applica-
ble, has investment risk, including the pos-
sible loss of value.

For telephone sales, written disclosures must
be mailed within three business days. The above
disclosures must be included in advertisements
and promotional materials for insurance prod-
ucts and annuities, unless the advertisements or
promotional materials are of a general nature
and describe or list the nature of services or
products offered by the bank. Disclosures must
be conspicuous and readily understandable.

3950.0.6.4 Credit Disclosures

When an application for credit is made in con-
nection with the solicitation, offer, or sale of an
insurance product or annuity, the consumer must
be notified that the bank may not condition the
extension of credit on either (1) the consumer’s
purchase of an insurance product or annuity
from the bank or any of its affiliates or (2) the
consumer’s agreement not to obtain, or a prohi-
bition on the consumer from obtaining, an insur-
ance product or annuity from an unaffiliated
entity. These disclosures must be made both
orally and in writing; however, applications
taken by mail or, if the consumer consents, via
electronic media do not require oral disclosure.
For telephone applications, the written disclo-
sure must be mailed within three business days.
The disclosures must be conspicuous and readily
understandable.

3950.0.6.5 Consumer Acknowledgment

The bank must obtain written or electronic
acknowledgments of the consumer’s receipt of

the disclosures described above at the time they
are made or at the completion of the initial
purchase. For telephone sales, the bank must
receive an oral acknowledgment and make a
reasonable effort to obtain a subsequent written
or electronic acknowledgment.

3950.0.6.6 Location

Insurance and annuity sales activities must take
place, to the extent practicable, in an area physi-
cally segregated from one where retail deposits
are routinely accepted from the general public
(such as teller windows). The bank must clearly
identify and delineate areas where insurance and
annuity sales activities occur.

3950.0.6.7 Referrals

Any person who accepts deposits from the pub-
lic in an area where deposits are routinely accepted
may refer a consumer to a qualified person who
sells insurance products or annuities only if the
person making the referral receives no more
than a one-time, nominal fee of a fixed dollar
amount for the referral. The amount of the refer-
ral fee may not depend on whether a sale results
from the referral.

3950.0.6.8 Qualifications

A bank may not permit any person to sell or
offer insurance products or annuities at its office
or on its behalf, unless that person is at all times
properly qualified and licensed under applicable
state law for the specific products being sold or
recommended.

3950.0.6.9 Relationship of the CPSI
Regulation to State Regulation

The GLB Act contains a legal framework for
determining the effect of the CPSI regulation on
state laws governing the sale of insurance, includ-
ing state consumer protection standards. In gen-
eral, if a state has legal requirements that are
inconsistent with, or contrary to, the CPSI regu-
lation, initially the federal regulation does not
apply in the state. However, the federal banking
agencies may, after consulting with the state
involved, decide to preempt any inconsistent or
contrary state laws if the agencies find that the
CPSI regulation provides greater protections
than the state laws. It is not expected that there
will be significant conflict between state and
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federal laws in this area. If the consumer protec-
tion laws of a particular state appear to be
inconsistent with and less stringent (that is, pro-
vide less consumer protection) than the CPSI
regulation, examiners should inform the staff of
the Board’s Division of Banking Supervision
and Regulation.

3950.0.6.10 Relationship to Federal
Reserve Guidance on the Sale of
Nondeposit Investment Products

When a bank sells insurance products or annu-
ities that also are securities (such as variable life
insurance annuities), it must conform with the
applicable Federal Reserve and interagency guid-
ance pertaining to a bank’s retail sales of nonde-
posit investment products (NDIPs).15 If the CPSI
regulation and the guidance pertaining to NDIPs
conflict, the CPSI regulation prevails.

3950.0.6.11 Examining a State Member
Bank for Compliance with the CPSI
Regulation

Examinations for compliance with the CPSI
regulation should be conducted consistent with
the risk-focused supervisory approach when a
state member bank sells insurance products or
annuities directly, or when a third party sells
insurance or annuities at or on behalf of a state
member bank. To the extent practicable, the
examiner should conduct the review at the state
member bank. In certain instances, however, the
examiner’s review at the state member bank
may identify potential supervisory concerns about
the state member bank’s compliance with the
CPSI regulation as it pertains to insurance or
annuities sales conducted by a functionally regu-
lated nonbank affiliate or subsidiary of the state
member bank that is selling insurance products
or annuities at or on behalf of the state member
bank.

If the examiner determines that an on-site
review of a functionally regulated nonbank
affiliate or subsidiary of the state member bank
is appropriate to adequately assess the state
member bank’s compliance with the CPSI regu-
lation, the examiner should discuss the situation
with staff of the Board’s Division of Banking
Supervision and Regulation. The approval of
the Division of Banking Supervision and Regu-
lation’s officer that is responsible for the super-
visory policy and examination guidance pertain-

ing to insurance and annuity sales activities
should be obtained before examining or request-
ing any information directly from a functionally
regulated nonbank affiliate or subsidiary of the
state member bank that is selling insurance or
annuity products at or on behalf of the state
member bank.

The state member bank examination proce-
dures described in section 3950.0.10.2 apply to
retail sales, solicitations, advertisements, or offers
of insurance products and annuities by any state
member bank or any other person that is engaged
in such activities at an office of the bank, or on
behalf of the state member bank. For purposes
of the CPSI regulation, activities ‘‘on behalf of a
state member bank’’ include activities in which
a person, whether at an office of the bank or at
another location, sells, solicits, advertises, or
offers an insurance product or annuity and in
which at least one of the following applies:

1. The person represents to a consumer that the
sale, solicitation, advertisement, or offer of
any insurance product or annuity is by or on
behalf of the bank.

2. The bank refers a consumer to a seller of
insurance products or annuities, and the bank
has a contractual arrangement to receive com-
missions or fees derived from the sale of an
insurance product or annuity resulting from
the bank’s referral.

3. Documents evidencing the sale, solicitation,
advertising, or offer of an insurance product
or annuity identify or refer to the bank.

3950.0.7 APPENDIX A—JOINT
INTERPRETATIONS OF THE
CONSUMER PROTECTION IN SALES
OF INSURANCE REGULATION

In response to a banking association’s inquiries,
the federal banking agencies jointly issued inter-
pretations regarding the Consumer Protection in
Sales of Insurance (CPSI) regulation.16 A joint
statement, issued on August 17, 2001, contains
responses to a set of questions relating to disclo-
sure and acknowledgment, the scope of applica-
bility of the regulation, and compliance. Addi-
tionally, a February 28, 2003, joint statement

15. Interagency Statement on Retail Sales of Nondeposit
Investment Products, February 17, 1994. See SR-94-11.

16. These letters, issued jointly by the Board of Governors
of the Federal Reserve System, the Office of the Comptroller
of the Currency, the Federal Deposit Insurance Corporation,
and the Office of Thrift Supervision, may be accessed on these
agencies’ web sites.
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responded to a request to clarify whether the
disclosure requirements apply to renewals of
pre-existing insurance policies sold before Octo-
ber 1, 2001, the effective date of the regulation.
The issues raised and the banking agencies’
responses are summarized below.

3950.0.7.1 Disclosures

3950.0.7.1.1 Credit Disclosures

A bank or other person who engages in insur-
ance sales activities at an office of, or on behalf
of, a bank (‘‘a covered person’’) must make the
credit disclosures set forth in the regulation if a
consumer is solicited to purchase insurance while
the consumer’s loan application is pending. A
consumer’s application for credit is still ‘‘pend-
ing’’ for purposes of the regulation if the deposi-
tory institution has approved the consumer’s
loan application but not yet notified the con-
sumer. Until the consumer is notified of the loan
approval, the covered person must provide the
credit disclosures if the consumer is solicited,
offered, or sold insurance.

3950.0.7.1.2 Disclosures for Sales by
Mail and Telephone

The regulation requires a covered person to
provide oral disclosures and to obtain an oral
acknowledgment of these disclosures when sales
activities are conducted by telephone. This
requirement applies regardless of whether the
consumer will also receive and acknowledge
written disclosures in person, through the mail,
or electronically.

3950.0.7.1.3 Use of Short-Form
Insurance Disclosures

There is no short form for the credit disclosures.
A depository institution, however, may use the
short-form insurance disclosures set forth below
in visual media (such as television broadcasting,
ATM screens, billboards, signs, posters, and
written advertisements and promotional
materials):

• NOT A DEPOSIT
• NOT FDIC-INSURED
• NOT INSURED BY ANY FEDERAL GOV-

ERNMENT AGENCY

• NOT GUARANTEED BY THE BANK
• MAY GO DOWN IN VALUE

3950.0.7.2. Acknowledgment of
Disclosures

3950.0.7.2.1 Reasonable Efforts to
Obtain Written Acknowledgment

The banking agencies have not prescribed any
steps that must be taken for a depository institu-
tion’s efforts to obtain a written acknowledg-
ment to be deemed ‘‘reasonable’’ in a transac-
tion conducted by telephone. Examples of
reasonable efforts, however, include:

1. providing the consumer with a return-
addressed envelope or similar means to fa-
cilitate the consumer’s return of the written
acknowledgment,

2. making a follow-up phone call or contact,
3. sending a second mailing, or
4. similar actions.

The covered person should (1) maintain docu-
mentation that the written disclosures and the
request for written acknowledgment of those
disclosures were mailed to the consumer and
(2) record his or her efforts to obtain the signed
acknowledgment. The ‘‘reasonable efforts’’ pol-
icy exception for telephone sales does not apply
to other types of transactions, such as mail
solicitations, in which a covered person must
obtain from the consumer a written (in elec-
tronic or paper form) acknowledgment.

3950.0.7.2.2 Appropriate Form or
Format for Acknowledgment Provided
Electronically

Electronic acknowledgments are not required to
be in a specific format but must be consistent
with the provisions of the CPSI regulation appli-
cable to acknowledgments. That is, the elec-
tronic acknowledgment must establish that the
consumer has acknowledged receipt of the credit
and insurance disclosures, as applicable.

3950.0.7.2.3 Retention of
Acknowledgments by an Insurance
Company

If an insurance company provides the disclo-
sures and obtains the acknowledgment on behalf
of a depository institution, the insurance com-
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panymayretain theacknowledgment.Thedeposi-
tory institution is responsible for ensuring that
sales made ‘‘on behalf of’’ the depository insti-
tution are in compliance with the CPSI regula-
tion. An insurance company may maintain docu-
mentation showing compliance with the CPSI
regulation, but the depository institution should
have access to such records and the records
should be readily available for review by
examiners.

3950.0.7.2.4 Form of Written
Acknowledgment

There is no prescribed form for the written
acknowledgment. The regulation requires, how-
ever, that a covered person obtain the consum-
er’s acknowledgment of receipt of the complete
insurance and credit disclosures.

3950.0.7.2.5 Timing of Acknowledgment
Receipt

A covered person must obtain the consumer’s
acknowledgment either at the time a consumer
receives disclosures or at the time of the initial
purchase of an insurance product. The CPSI
regulation does not prescribe any specific word-
ing for an oral acknowledgment. However, if a
covered person has made the insurance and
credit disclosures orally, an affirmative response
to the question ‘‘Do you acknowledge that you
received this disclosure?’’ is acceptable.

3950.0.7.3 Scope of the CPSI Regulation

3950.0.7.3.1 Applicability to Private
Mortgage Insurance

Depending on the nature of a depository institu-
tion’s involvement in an insurance sales transac-
tion, the CPSI regulation may cover sales of
private mortgage insurance. If the depository
institution itself purchases the insurance to pro-
tect its interest in mortgage loans it has issued
and merely passes the costs of the insurance on
to the mortgage borrowers, then the transaction
is not covered by the regulation. If, however, a
consumer has the option of purchasing the pri-
vate mortgage insurance and (1) the depository
institution offers the private mortgage insurance
to a consumer or (2) any other person offers the
private mortgage insurance to a consumer at an
office of a depository institution, or on behalf of
a depository institution, the transaction would
be covered by the regulation.

3950.0.7.3.2 Applicability to Federal
Crop Insurance

The CPSI regulation does not apply to federal
crop insurance that is sold for commercial or
business purposes. However, if the crop insur-
ance is purchased by an individual primarily for
family, personal, or household purposes, it would
be covered.

3950.0.7.3.3 Solicitations and
Applications Distributed Before, but
Returned After, the Effective Date of the
CPSI Regulation

Direct-mail solicitations and ‘‘take-one’’ appli-
cations that are distributed on or after October 1,
2001, must comply with the CPSI regulation. If
a consumer seeks to purchase insurance after
the effective date of the regulation in response
to a solicitation or advertisement that was dis-
tributed beforethat date, the depository institu-
tion would be in compliance with the regulation
if the institution provides the consumer, before
the initial sale, with the disclosures required by
the regulation. These disclosures must be both
written and oral, except that oral disclosures are
not required if the consumer mails in the
application.

3950.0.7.4 Renewals of Insurance

Renewals of insurance are not subject to the
disclosure requirements (see the 3950.0.7.1 sec-
tions above), but are subject to other require-
ments of the CPSI regulation. A ‘‘renewal’’ of
insurance means continuation of coverage
involving the same type of insurance for a con-
sumer as issued by the same carrier. A renewal
need not be on the same terms and conditions as
the original policy, provided that the renewal
does not involve a different type of insurance
and the consumer has previously received the
disclosures required by the regulation at the
time of the initial sale. An upgrade in coverage
at a time when a policy is not up for renewal
would be treated as a renewal, provided that the
solicitation and sale of the upgrade do not
involve a different type of insurance and the
consumer has previously received the disclo-
sures required by the regulation at the initial
sale.
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3950.0.7.4.1 Disclosures Required with
Renewals of Insurance Coverage

The banking agencies’ interpretations clarified
that the CPSI regulation does not mandatedis-
closures for renewals of policies sold before
October 1, 2001. Accordingly, the CPSI regula-
tion does not require the disclosures to be fur-
nished at the time of renewal of a policy, includ-
ing a pre-existing policy. However, renewals are
subject to the other provisions of the CPSI regu-
lation. Moreover, the banking agencies would
expect that, consistent with applicable safety-
and-soundness requirements, depository institu-
tions would take reasonable steps to avoid cus-
tomer confusion in connection with renewals of
pre-existing policies.

3950.0.7.4.2 ‘‘On-Behalf-of’’ Test and
Use of Corporate Name or Logo

Under the CPSI regulation, an affiliate of a bank
is not considered to be acting ‘‘on behalf of’’ a
bank simply because the affiliate’s marketing or
other materials use a corporate name or logo
that is common to the bank and the affiliate. In
general, this exclusion applies even if a bank
and its parent holding company have a similar,
but not identical, name. For example, if the
names of all of the affiliates of a bank holding
company share the words ‘‘First National,’’ an
affiliate would not be considered to be engaged
in an activity ‘‘on behalf of’’ an affiliated bank
simply by using the terms ‘‘First National’’ as
part of a corporate logo or identity. The affiliate
would, however, be considered to be acting ‘‘on
behalf of’’ an affiliated bank if the name of the
bank (for example, ‘‘First National Bank’’)
appears in a document as the seller, solicitor,
advertiser, or offeror of insurance. A transaction
also would be covered if it occurs on the prem-
ises of a depository institution or if one of the
other prongs of the ‘‘on-behalf-of’’ test is met.

3950.0.7.5 Compliance

3950.0.7.5.1 Appropriate Documentation
of an Oral Disclosure or Oral
Acknowledgment

There is no specific documentation requirement
for oral disclosures or acknowledgments. How-
ever, other applicable regulatory reporting stan-

dards would apply. Appropriate documentation
of an oral disclosure would clearly show that the
covered person made the credit and insurance
disclosures to a consumer. Similarly, appropri-
ate documentation of an oral acknowledgment
would clearly show that the consumer acknowl-
edged receiving the credit and insurance disclo-
sures. For example, a tape recording of the
conversation (where permitted by applicable
laws) in which the covered person made the oral
disclosures and received the oral acknowledg-
ment would be acceptable. Another example
would be a contemporaneous checklist com-
pleted by the covered person to indicate that he
or she made the oral disclosures and received
the oral acknowledgment. A contemporaneous
note to the consumer’s file would also be adequate.
The documentation should be maintained in the
consumer’s file so that it is accessible to
examiners.

3950.0.7.5.2 Setting for Insurance Sales

A depository institution must identify the areas
where insurance sales occur and must clearly
delineate and distinguish those areas from areas
where the depository institution’s retail deposit-
taking activities occur. Although the banking
agencies did not define how depository institu-
tions could ‘‘clearly delineate and distinguish’’
insurance areas, signage or other means may be
used.

3950.0.8 APPENDIX B—GLOSSARY

See section 4040.1 of theCommercial Bank
Examination Manual for additional definitions
of insurance terms.

Accident and health insurance.A type of cover-
age that pays benefits in case of sickness, acci-
dental injury, or accidental death. This coverage
may provide for loss of income when the insured
becomes disabled and provides reimbursement
for medical expenses when the insured is ill.
The insurance can provide for debt payment if it
is taken out in conjunction with a loan. (See
Credit life insurance.)

Actuary. A professional whose function is to
calculate statistically various estimates for the
field of insurance, including the estimated risk
of loss on an insurable interest and the appropri-
ate level for premiums and reserves.

Admitted insurer.An insurance company licensed
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by a state insurance department to underwrite
insurance products in that state.

Agency contract (or agreement). An agreement
that establishes the contractual relationship
between an agent and an insurer.

Agent. A licensed insurance company represen-
tative under contract to one or more insurance
companies. Depending on the line of insurance
represented, an agent’s power may include
soliciting, advertising, and selling insurance;
collecting premiums; claims processing; and
effecting insurance coverage on behalf of an
insurance underwriter. Agents are generally com-
pensated by commissions on policies sold,
although some may receive salaries.

1. Captive or exclusive agent. An agent who
represents a single insurer.

2. General agents. An agent who is contractu-
ally awarded a specific geographic territory
for an individual insurance company. Gen-
eral agents are responsible for building their
own agency and usually represent only one
insurer. Unlike exclusive agents, who usually
receive a salary in addition to commissions,
general agents are typically compensated on
a commission basis only.

3. Independent agent. An agent who is under
contractual agreements with at least two dif-
ferent insurers. Typically, all of the indepen-
dent’s agent’s compensation originates from
commissions.

Aggregate excess-of-loss reinsurance. A form of
‘‘excess-of-loss’’ reinsurance that indemnifies
the ceding company against the amount by
which all of the ceding company’s losses incurred
during a specific period (usually 12 months)
exceed either (1) a predetermined dollar amount
or (2) a percentage of the company’s subject
premiums. This type of contract is also com-
monly referred to as stop-loss reinsurance or
excess-of-loss ratio reinsurance.

Allied lines. Various insurance coverages for
additional types of losses and against losses by
additional perils. The coverages are closely
associated with and usually sold with fire insur-
ance. Examples include coverage against loss
by perils other than fire, coverage for sprinkler-
leakage damage, and business-interruption
coverage.

Annuity. A contract that provides for a series of
payments payable over an individual’s life span
or other term, on the basis of an initial lump-

sum contribution or series of payments made by
the annuitant into the annuity during the accu-
mulation phase of the contract.

1. Fixed-annuity contracts provide for pay-
ments to annuitants at fixed, guaranteed mini-
mum rates of interests.

2. Variable-annuity contracts provide for pay-
ments based on the performance of annuity
investments. Variable-annuity contracts are
usually sold based on a series of payments
and offer a range of investment or funding
options such as stocks, bonds, and money
market fund investments. The annuity princi-
pal and the investment return are not guaran-
teed as they depend on the performance of
the underlying funding option.

Annuity payments may commence with the ex-
ecution of the annuity contract (immediate an-
nuity) or may be deferred until some future date
(deferred annuity).

Assigned risk. A risk that is not usually accept-
able to insurers and is therefore assigned to a
group of insurers who are required to share in
the premium income and losses, in accordance
with state requirements, in order for the insurer
to sell insurance in the state.

Assignment. The legal transfer of one person’s
interest in an insurance policy to another person
or business.

Bank-owned life insurance (BOLI). Life insur-
ance purchased and owned by a BHC or bank to
fund its exposure arising from employee com-
pensation and benefit programs. In a typical
BOLI program, a BHC or bank insures a group
of employees; pays the life insurance policy
premiums; owns the cash values of the policies,
which are booked on the BHC’s or bank’s bal-
ance sheet as ‘‘other assets’’; and is the benefi-
ciary of the policies upon the death of any
insured employee or former employee.

Beneficiary. The person or entity named in an
insurance policy as the recipient of insurance
proceeds upon the policyholder’s death or when
an endorsement matures. A revocable benefi-
ciary can be changed by the policyholder at any
time. An irrevocable beneficiary can be changed
by the policyholder only with the written per-
mission of the beneficiary.

Binder. A written or oral agreement, typically
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issued by an insurer, agent, or broker for prop-
erty and casualty insurance, to indicate accep-
tance of a person’s application for insurance and
to provide interim coverage pending the insur-
ance company’s issuance of a binding policy.

Blanket bond. Coverage for an employer for
loss incurred as a result of employee dishonesty.

Boiler and machinery insurance. Insurance
against the sudden and accidental breakdown of
boilers, machinery, and electrical equipment,
including coverage for damage to the equipment
and property damage, including the property of
others. Coverage can be extended to cover con-
sequential losses, including loss from interrup-
tion of business.

Broker. A person who represents the insurance
buyer in the purchase of insurance. Brokers do
not have the power to bind an insurance com-
pany to an insurance contract. Once a contract is
accepted, the broker is compensated for the
transaction through a commission from the
insurance company. An individual may be
licensed as both a broker and an agent.

Bulk reinsurance. A transaction sometimes
defined by statute as any quota-share, surplus
aid, or portfolio reinsurance agreement through
which an insurer assumes all or a substantial
portion of the liability of the reinsured company.

Captive insurer. An insurance company estab-
lished by a parent firm to insure or reinsure its
own risks or the risks of affiliated companies. A
captive may also underwrite insurable risks of
unaffiliated companies, typically the risks of its
customers or employees. For example, a BHC
or bank may form a captive insurance company
to underwrite its own directors’ and officers’
risks or to underwrite credit life or private mort-
gage insurance (third-party risks) related to its
lending activities.

Cash surrender value of life insurance. The
amount of cash available to a life insurance
policyholder upon the voluntary termination of
a life insurance policy before it becomes pay-
able by death or maturity.

Casualty insurance. Coverage for the liability
arising from third-party claims against the insured
for negligent acts or omissions causing bodily
injury or property damage.

Cede. To transfer to a reinsurer all or part of the
insurance or reinsurance risk underwritten by an
insurance company.

Ceding commission. The fee paid to a reinsur-
ance company for assuming the risk of a pri-
mary insurance company.

Ceding company (also cedant, reinsured, reas-
sured). The insurer that transfers all or part of
the insurance or reinsurance risk it has under-
written to another insurer or reinsurer via a
reinsurance agreement.

Cession. The amount of insurance risk trans-
ferred to the reinsurer by the ceding company.

Churning. The illegal practice wherein a cus-
tomer is persuaded to unnecessarily cancel one
insurance policy in favor of buying a purport-
edly superior policy, often using the cash surren-
der value of the existing policy to pay the early
premiums of the new policy. In such a transac-
tion, the salesperson benefits from the additional
commission awarded for booking a new policy.

Claim. A request for payment of a loss under
the terms of a policy. Claims are payable in the
manner suited to the insured risk. Life, property,
casualty, health, and liability claims generally
are paid in a lump sum after the loss is incurred.
Disability and loss-of-time claims are paid peri-
odically during the period of disability or through
a discounted lump-sum payment.

Coinsurance. A provision in property and casu-
alty insurance that requires the insured to main-
tain a specified amount of insurance based on
the value of the property insured. Coinsurance
clauses are also found in health insurance and
require the insured to share a percentage of the
loss.

Combination-plan reinsurance. A reinsurance
agreement that combines the excess-of-loss and
the quota-share forms of coverage within one
contract, with the reinsurance premium estab-
lished as a fixed percentage of the ceding com-
pany’s subject premium. After deducting the
excess recovery on any one loss for one risk, the
reinsurer indemnifies the ceding company on
the basis of a fixed quota-share percentage. If a
loss does not exceed the excess-of-loss retention
level, only the quota-share coverage applies.

Commission. The remuneration paid by insur-
ance carriers to insurance agents and brokers for
the sale of insurance and annuity products.
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Comprehensive personal liability insurance. A
type of insurance that reimburses the policy-
holder if he or she becomes liable to pay money
for damage or injury he or she has caused to
others. This coverage does not include automo-
bile liability but does include almost every
activity of the policyholder, except business
operations.

Contractholder. The person, entity, or group to
whom an annuity is issued.

Credit for reinsurance. A statutory accounting
procedure, set forth under state insurance regu-
lations, that permits a ceding company to treat
amounts due from reinsurers as assets, or as
offsets to liabilities, on the basis of the reinsur-
er’s status.

Credit life insurance. A term insurance product
issued on the life of a debtor that is tied to
repayment of a specific loan or indebtedness.
Proceeds of a credit life insurance policy are
used to extinguish remaining indebtedness at
the time of the borrower’s death. The term is
applied broadly to other forms of credit-related
insurance that provide for debt satisfaction in
the event of a borrower’s disability, accident or
illness, and unemployment. Credit life insurance
has historically been among the most common
BHC and bank insurance products.

Credit score. A number that is based on an
analysis of an individual’s credit history and
that insurers may consider as an indicator of risk
for purposes of underwriting insurance. Where
not prohibited by state law, insurers may con-
sider a person’s credit history when underwrit-
ing personal lines.

Debt-cancellation contract/debt-suspension
agreement. A loan term or contract between a
lender and borrower whereby, for a fee, the
lender agrees to cancel or suspend payment on
the borrower’s loan in the event of the borrow-
er’s death, serious injury, unemployment, or
other specified events. The Office of the Comp-
troller of the Currency considers these products
to be banking products. State law determines
whether these products are bank or insurance
products for state-chartered banks and insurance
companies.

Deductible. The amount a policyholder agrees
to pay toward the total amount of insurance loss.
The deductible may apply to each claim for a
loss occurrence, such as each automobile acci-

dent, or to all claims made during a specified
period, as with health insurance.

Directors’ and officers’ liability insurance. Lia-
bility insurance covering a corporation’s obliga-
tion to reimburse its directors or officers for
claims made against them for alleged wrongful
acts. It also provides direct coverage for com-
pany directors and officers themselves in instances
when corporate indemnification is not available.

Direct premiums written. Premiums received by
an underwriter for all policies written during a
given time period by the insurer, excluding those
received through reinsurance assumed.

Direct writer. An insurance company that deals
directly with the insured through a salaried rep-
resentative, as opposed to those insurers that use
agents. This term refers to insurers that operate
through exclusive agents. In reinsurance, a direct
writer is the company that originally under-
writes the insurance policies ceded.

Disability income insurance. An insurance prod-
uct that provides income payment to the insured
when his or her income is interrupted or termi-
nated because of illness or accident.

Endowment insurance. A type of life insurance
contract under which the insured receives the
face value of the policy if he or she survives the
endowment period. Otherwise, the beneficiary
receives the face value of the policy upon the
death of the insured.

Errors and omissions (E&O) liability insurance.
Professional liability insurance that covers
negligent acts or omissions resulting in loss.
Insurance agents are continually exposed to the
claim that inadequate or inappropriate coverage
was recommended resulting in a lack of cover-
age for losses incurred. The agent or the carrier
may be responsible for coverage for legitimate
claims.

Excess-of-loss reinsurance. A form of reinsur-
ance whereby an insurer pays the amount of
each claim for each risk up to a limit determined
in advance, and the reinsurer pays the amount of
the claim above that limit up to a specific sum.
It includes various types of reinsurance, such as
catastrophe reinsurance, per-risk reinsurance,
per-occurrence reinsurance, and aggregate
excess-of-loss reinsurance.
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Excess-per-risk reinsurance. A form of excess-
of-loss reinsurance that, subject to a specified
limit, indemnifies the ceding company against
the amount of loss in excess of a specified
retention for each risk involved in each
occurrence.

Excess and surplus lines. Property/casualty cov-
erage that is unavailable from insurers licensed
by the state (admitted insurers) and must be
purchased from a nonadmitted underwriter.

Exposure. The aggregate of all policyholder lim-
its of liability arising from policies written.

Face amount. The amount stated on the face of
the insurance policy to be paid, depending on
the type of coverage, upon death or maturity. It
does not include dividend additions or addi-
tional amounts payable under accidental death
or other special provisions.

Facultative reinsurance. Reinsurance of indi-
vidual risks by offer and acceptance wherein the
reinsurer retains the faculty to accept or reject
each risk offered by the ceding company.

Financial guarantee insurance. Financial guar-
antee insurance is provided for a wide array of
financial risks. Typically, coverage is provided
for the fulfillment of a specific financial obliga-
tion originated in a business transaction. The
insurer, in effect, is lending the debtor its own
credit rating to enhance the debtor’s
creditworthiness.

Financial strength rating. Opinion as to an
insurance company’s ability to meet its senior
policyholder obligations and claims. For many
years, the principal rating agency for property
and casualty insurers and life insurers has been
A.M. Best. Other rating agencies, such as Fitch,
Moody’s, Standard and Poor’s, and Weiss, also
rate insurers.

Fixed annuity. See annuity.

Flood insurance. A special insurance policy to
protect against the risk of loss or damage to
property caused by flooding. Regular homeown-
ers’ policies do not pay for damages caused by
flooding.

General liability insurance. A broad commer-
cial policy that covers all business liability
exposures, such as product liability, completed

operations, premises and operations, indepen-
dent contractors, and other exposures that are
not specifically excluded.

Gross premiums written. Total premiums for
insurance written during a given period, before
deduction for reinsurance ceded.

Group insurance. Insurance coverage typically
issued to an employer under a master policy for
the benefit of employees. The insurer usually
does not condition coverage of the people that
make up the group upon satisfactory medical
examinations or other requirements. The indi-
vidual members of the group hold certificates as
evidence of their insurance.

Health insurance. An insurance product that
provides benefits for medical expenses incurred
as a result of sickness or accident. This product
may be in the form of traditional indemnity
insurance or managed-care plans and may be
underwritten on an individual or group basis.

Incurred but not reported (IBNR). The loss-
reserve value established by insurance and rein-
surance companies in recognition of their liabil-
ity for future payments on losses that have
occurred but have not yet been reported to them.
This definition is often erroneously expanded to
include adverse loss development on reported
claims. The term incurred but not enough reported
(IBNER) is being increasingly used to reflect
more accurately the adverse development on
inadequately reserved reported claims.

Inland marine insurance. A broad field of insur-
ance that covers cargo being shipped by air,
truck, or rail. It includes coverage for most
property involved in transporting cargo as well
as for bridges, tunnels, and communications
systems.

Keyperson life insurance.Life insurancedesigned
to cover the key employees of an employer. It
may be written on a group- or an individual-
policy basis.

Lapse. The termination or discontinuance of a
policy resulting from the insured’s failure to pay
the premium due.

Liability insurance. Protects policyholders from
financial loss due to liability resulting from inju-
ries to other persons or damage to their property.

Lines. A term used in insurance to denote insur-
ance business lines, as in ‘‘commercial lines’’
and ‘‘personal lines.’’
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Long-term care insurance. Health insurance
designed to supplement the cost of nursing
home care or other care facilities in the event of
a long-term illness or permanent disability or
incapacity.

Managing general agent. A managing general
agent (MGA) is a wholesaler of insurance prod-
ucts and services to insurance agents. An MGA
receives contractual authority from an insurer to
assume many of the insurance company’s func-
tions. The MGA may provide insurance prod-
ucts to the public through local insurance agents
as well as provide services to an insurance com-
pany, including marketing, accounting, data pro-
cessing, policy maintenance, and claims-
monitoring and -processing services. Many
insurance companies prefer the MGA distribu-
tion and management system for their insurance
products because it avoids the high cost of es-
tablishing branch offices. Most states require
that an MGA be licensed.

Manuscript policy. A policy written to include
specific coverage or conditions not provided in
a standard policy.

Morbidity. The incidence and severity of illness
and disease in a defined class of insured persons.

Mortality. The rate at which members of a group
die in a specified period of time or die from a
specific illness.

Mortgage guarantee insurance. A product that
insures lenders against nonpayment by borrow-
ers. The policies are issued for a specified time
period. Lenders who finance more than 80 per-
cent of the property’s fair value generally require
such insurance.

Mortgage insurance. Life insurance that pays
the balance of a mortgage even if the borrower
dies. Coverage typically is in the form of term
life insurance, with the coverage declining as
the debt is paid off.

Multiperil insurance. An insurance contract pro-
viding coverage against many perils, usually
combining liability and physical damage
coverage.

Net premiums written. The amount of gross
premiums written, after deduction for premiums
ceded to reinsurers.

Ninety-day loss rule. A state requirement for an
insurer to establish a loss provision for reinsur-
ance recoverables over 90 days past due.

Obligatory treaty. A reinsurance contract under
which business must be ceded in accordance
with contract terms and must be accepted by the
reinsurer.

Policyholder. The person or entity who owns an
insurance policy. This is usually the insured
person, but it may also be a relative of the
insured, a partnership, or a corporation.

Premium. The payment, or one of the periodic
payments, a policyholder agrees to make for
insurance coverage.

Private mortgage insurance (PMI). Coverage
for a mortgage lender against losses due to a
collateral shortfall on a defaulted residential real
estate loan. Most BHCs and banks require bor-
rowers to take out a PMI policy if a downpay-
ment of less than 20 percent of a home’s value
is made at the time the loan is originated. PMI
does not directly benefit a borrower, although its
existence provides the opportunity to purchase a
home to many people who otherwise would not
qualify for a loan.

Producer. A person licensed to sell, solicit, or
negotiate insurance.

Professional designations and organizations.
Three of the most common insurance profes-
sional designations are Chartered Life Under-
writer (CLU), Chartered Property Casualty
Underwriter (CPCU), and Chartered Financial
Consultant (ChFC). Insurance agents also join
professional organizations such as the American
Society of Chartered Life Underwriters, the
International Association of Financial Planning,
the National Association of Life Underwriters,
the National Association of Health Underwrit-
ers, the American Council of Life Insurance, the
Life Insurance Marketing and Research Asso-
ciation, the Life Underwriter Training Council,
and the Million Dollar Round Table.

Property insurance. Coverage for physical dam-
age or destruction of real property (building,
fixtures, and permanently attached equipment)
and personal property (movable items that are
not attached to land) that occurs during the
policy period as a result of, for example, fire,
windstorm, explosion, and vandalism.

Pro rata reinsurance. A generic term describing
all forms of ‘‘quota-share’’ and ‘‘surplus reinsur-
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ance,’’ in which the reinsurer shares a pro rata
portion of the losses and premiums of the ced-
ing company.

Protected cell. A structure available to captive
insurers underwriting risks of unaffiliated com-
panies whereby the assets associated with the
self-insurance program of one organization are
segregated to provide legal-recourse protection
from creditors of protected cells providing insur-
ance coverage to other organizations.

Quota-share reinsurance. A form of pro rata
reinsurance indemnifying the ceding company
for a fixed percent of loss on each risk covered
in the contract in consideration of the same
percentage of the premium paid to the ceding
company.

Rebating. Directly or indirectly giving or offer-
ing to give any portion of the premium or any
other consideration to an insurance buyer as an
inducement to purchase or renew the insurance.
Rebates are forbidden under most state insur-
ance codes.

Reinsurance. Insurance placed by an under-
writer (the ceding company or reinsured) in
another company to transfer or reduce the amount
of the risk assumed under the original insurance
policy (or group of policies).

Reinsurance premium. The consideration paid
by a ceding company to a reinsurer for the
coverage provided by the reinsurer.

Residual market. Also known as the shared mar-
ket, it covers applications for insurance that
were rejected by underwriters in the voluntary
market that is covered by agency direct-
marketing systems, perhaps because of high loss
experience by the insured party. The residual
market includes government insurance pro-
grams, specialty pools, and shared market mecha-
nisms such as assigned-risk plans.

Retrocession. A reinsurance transaction whereby
a reinsurer (the retrocedant) cedes all or part of
the reinsurance risks it has assumed to another
reinsurer (the retrocessionaire).

Retrospective rating. An insurance plan in which
the current year’s premium is based on the
insured’s own loss experience for that same
period, subject to a maximum and minimum.

Rider. A written attachment, also known as an
endorsement, to an insurance policy that changes
the original policy to meet specific require-
ments, such as increasing or decreasing benefits
or providing coverage for specific property items
beyond that provided for under the insurance
company’s standard contract terms.

Self-insured retention (SIR). The percentage of a
risk or potential loss assumed by an insured,
whether in the form of a deductible, self-
insurance, or no insurance at all.

Separate accounts. Certain life insurance assets
and related liabilities that are segregated and
maintained to meet specific investment objec-
tives of contract holders, particularly those assets
and liabilities associated with pension plans and
variable products offered by life insurers, wherein
the customer and not the insurer retains most of
the investment and interest-rate risk.

Split-dollar life insurance. An arrangement that
typically involves an agreement between an
employer and an employee whereby the pre-
mium payment, cash values, policy ownership,
and death benefits may be split. There are many
variations of split-dollar arrangements, includ-
ing arrangements in which a trust is created to
facilitate estate planning. Split-dollar life insur-
ance is designed to serve as a supplemental
benefit to a particular company executive. The
arrangement typically involves the payment of
the insurance premium by the employer, with
the death benefit accruing to the employee.

Subrogation. An insurance carrier may reserve
the ‘‘right of subrogation’’ in the event of a loss.
This means that the company may choose to
take action to recover the amount of a claim
paid to a covered insured if a third party caused
the loss. After expenses, the amount recovered
must be divided proportionately with the insured
to cover any deductible for which the insured
was responsible.

Term life insurance. An insurance product that
provides, for a specified period of time, death
coverage only. Typically, it has no savings com-
ponent and, therefore, no cash value. Because
term insurance provides only mortality protec-
tion, it generally provides the most coverage per
premium dollar. Most term life insurance poli-
cies are renewable for one or more time periods
up to a stipulated maximum age; however, pre-
miums generally increase with the age of the
policyholder.
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Title insurance. Insurance that protects BHCs,
banks, and mortgagees against unknown encum-
brances against real estate by indemnifying the
mortgagor and property owner in the event that
clear ownership of the property is clouded by
the discovery of faults in the title. Title insur-
ance policies may be issued to either the mort-
gagor or the mortgagee or both. Title insurance
is written largely only by companies specializ-
ing in this class of insurance.

Treaty reinsurance. A reinsurance contract under
which the reinsured company agrees to cede,
and the reinsurer agrees to assume, risks of a
particular class or classes of business.

Twisting. In insurance, twisting involves making
misrepresentations to a policyholder to induce
the policyholder to terminate one policy and to
take out another policy with another company,
when it is not to the insured’s benefit. Twisting
is a violation of the Unfair Trade Practices Act.
Twisting is similar to the ‘‘churning’’ concept in
securities sales, and it results in increased com-
missions for the inducing agent.

Umbrella liability insurance. This type of liabil-
ity insurance provides excess liability protection
over the ‘‘underlying’’ liability insurance cover-
age to supplement underlying policies that have
been reduced or exhausted by loss.

Underwriting. The process by which a company
determines whether it can accept an application
for insurance and by which it may charge an
appropriate premium for those applications
selected. For example, the underwriting process
for life insurance classifies applicants by identi-
fying such characteristics as age, sex, health,
and occupation.

Unearned reinsurance premium. The part of the
reinsurance premium that is applicable to the
unexpired portion of the policies reinsured.

Universal life insurance. A form of permanent
insurance designed to provide flexibility in pre-
mium payments and death benefit protection.
The policyholder can pay maximum premiums
and maintain a high cash surrender value. Alter-
natively, the policyholder can make minimal
payments in an amount only large enough to
cover mortality and other expense charges.

Variable annuity. See Annuity.

Variable life insurance. A form of whole life, or
universal life, insurance in which the policy-

holder’s cash value is invested in ‘‘separate
accounts’’ of the insurer. These accounts are
segregated from the insurance carrier’s other
asset holdings. Such separate account invest-
ments are generally not available to a carrier’s
general creditors in the event of the carrier’s
insolvency. The policyholder assumes the invest-
ment and price risk. Because variable life poli-
cies have investment features, life insurance
agents selling these policies must be registered
representatives of a broker-dealer licensed by
the National Association of Securities Dealers
and registered with the Securities and Exchange
Commission.

Vendors’ single-interest insurance. A form of
force-placed insurance that is typically pur-
chased by the BHC or bank to protect against
loss or damage to loan collateral in which the
BHC or bank has a security interest. The bank-
ing organization passes its expense for this
insurance on to the consumer who has either
refused or is unable to obtain property insurance.

Viatical settlement. The cashing in of a life
insurance policy at a discount from face amount
by policyholders who are often terminally ill
and need the money for medical care. The pur-
chaser becomes the policyholder as well as the
beneficiary and assumes the premium payments
of the policy.

Whole life insurance. A fixed-rate insurance
product, with premiums and death benefits guar-
anteed over the duration of the policy. There is a
cash value (essentially a savings account) that
accrues to the policyholder tax deferred. A poli-
cyholder receives the cash value in lieu of death
benefits if the policy matures or lapses before
the insured’s death. A policyholder also may
borrow against the policy’s accumulated cash
value or use it to pay future premiums. For most
whole life insurance policies, premiums are con-
stant for the life of the insured’s contract.

3950.0.9 INSPECTION OBJECTIVES

1. To understand the volume and complexity of
the banking organization’s insurance or
annuity program and insurance sales strategy.

2. To assess the financial results of the activity
compared with planned results.

3. To determine if the insurance and annuity
sales activities are effectively integrated into
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the banking organization’s risk-management,
audit, and compliance functions and if the
control environment is adequate.

4. To assess the adequacy of the banking orga-
nization’s controls to ensure compliance with
the applicable state and federal laws and
regulations.

5. To assess the level and direction of opera-
tional, legal, and reputational risks to the
consolidated banking organization and the
bank from the insurance or annuity sales
activity.

The following objectives apply if insurance prod-
ucts or annuities are sold by another person at
an office of, or on behalf of, a state member
bank subsidiary of the BHC.

6. To assess the adequacy of the BHC’s over-
sight program for ensuring a state member
bank’s compliance with the Consumer Pro-
tection in Sales of Insurance (CPSI) regula-
tion. (See section 3950.0.1.)

7. To assess the effectiveness of the BHC’s
oversight of a state member bank’s compli-
ance and audit programs with respect to the
CPSI regulation.

8. To assess the BHC’s oversight of a state
member bank’s compliance with the CPSI
regulation.

9. To obtain commitments for a BHC’s over-
sight for needed corrective action when a
state member bank is in violation of the CPSI
regulation or when applicable policies, pro-
cedures, practices, or management oversight
to protect against violations is deficient.

3950.0.10 INSPECTION PROCEDURES

3950.0.10.1 Risk Assessment of
Insurance and Annuity Sales Activities

The examiner should consider the following
procedures, as appropriate, when conducting a
risk assessment to determine the level and direc-
tion of risk exposure to the BHC that is attribut-
able to insurance or annuity sales activity. If
there are specific areas of concern, the examiner
should focus primarily on those areas.

1. Scope of activities and strategies. Assess
the significance and complexity of the
insurance or annuity sales program.
a. Obtain a general overview of the scope

of the BHC’s insurance or annuity sales
activities and any anticipated or recent
change in or expansion of such activities.

b. Determine the BHC’s strategy for insur-
ance or annuity sales, including strate-
gies for cross-selling and referrals of
insurance and banking products. Deter-
mine the institution’s experience with
any cross-marketing programs for both
insurance business generated by the BHC
and business generated by insurance
producers.

c. Obtain two years’ worth of income state-
ments, balance sheets, and budget docu-
ments for the agency’s activities. Com-
pare the expected budget items with their
actual results.

d. Determine the volume and type of insur-
ance or annuity products and services
sold or solicited.

e. Determine what other related services
the BHC provides in connection with its
insurance or annuity sales activities, such
as providing risk-management services
to clients seeking advice on appropriate
insurance coverages, claims processing,
and other activities.

f. If the BHC is not an FHC, confirm that
any insurance sales activities conducted
by the BHC or a nonbank subsidiary are
within the limited scope of activities per-
missible for BHCs that are not FHCs.

2. Insurance sales products and concentrations.
a. Determine the composition of sales—

• by line of business, such as property/
casualty insurance, life insurance
including annuities, and health
insurance;

• by the proportion of sales to commer-
cial and retail customers; and

• by the portion of sales that is credit
related, such as credit life and credit
health insurance.

b. Determine any sales concentrations to
particular entities, industries, or BHC
customers.

c. Note any concentrations to large com-
mercial accounts.

d. Determine what insurance services are
provided to the BHC, its employees, and
BHC or bank affiliates.

3. Legal-entity and the risk-management struc-
ture for insurance or annuity sales.
a. Obtain an organizational chart for the

legal-entity and risk-management struc-
ture for the insurance or annuity sales
activities.

b. Determine—
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• whether the insurance or annuity sales
activity is conducted in an affiliated
producer, by the BHC itself, through
another distribution arrangement, or by
a combination of these entities;

• the names of any affiliated insurance
agencies and the states where the affili-
ated insurance agencies are licensed;
and

• the locations outside of the United
States where insurance or annuities are
sold or solicited.

c. Determine if the insurance or annuity
producer is acting as a managing general
agent (MGA).17 If so, determine —
• the scope of the MGA activities;
• the BHC management’s assessment of

the risk associated with the MGA
activity; and

• what risk controls are in place to pro-
tect the BHC from potential loss that
may arise from the MGA’s activities,
such as loss arising from legal liability.

4. Strategic and financial plans. Assess man-
agement controls over the insurance annu-
ity sales activities.
a. Ascertain the BHC management’s strate-

gic and financial plans and goals for the
insurance or annuity sales activity.

b. Review the BHC’s due-diligence pro-
cess for acquiring and pricing agencies,
if applicable.

c. Review the BHC’s financial budgets and
forecasts for the activity, particularly plans
for new products, marketing strategies,
and marketing arrangements, and the rate
of actual and expected growth for the
activity.

d. Determine the cause for significant
deviations from the plan.

e. Determine if any agency acquired by the
state member bank is providing the
expected return on investment and if the
agency’s revenues are covering the debt
servicing associated with the purchase, if
applicable.

5. Review of board and committee records and
reports.
a. Review the reports of any significant

BHC oversight committees, including
relevant board of directors’ and board

committees’ minutes and risk-
management reports.

b. Determine if the BHC’s board of direc-
tors, a board committee, or senior man-
agement reviews reports pertaining to
consumer complaints and complaint reso-
lution, information pertaining to litiga-
tion and associated losses, and perfor-
mance compared with the organization’s
plan for the insurance and annuity sales
activities.

6. Policies and procedures.
a. Determine—

• the adequacy of the BHC’s policies
and procedures for conducting and
monitoring insurance or annuity sales
activities, including those policies
designed to ensure adherence with fed-
eral and state laws and regulations per-
taining to consumer protection;

• whether there are appropriate policies
and procedures for the handling of cus-
tomer funds collected on behalf of the
underwriter; accurate and timely finan-
cial reporting; complaint monitoring
and resolution; effective system secu-
rity and disaster-recovery plans; and
policy-exception tracking and report-
ing, and

• if the board of directors or a desig-
nated committee of the board has for-
mally approved the policies.

b. Obtain a detailed balance sheet for agency
subsidiaries, and determine if the assets
held by insurance or annuity agency sub-
sidiaries of BHCs and banks are all eli-
gible investments.

c. Determine the independence of the BHC’s
audit program applicable to the insur-
ance and annuity sales activity. Ascer-
tain if the audit program’s scope, fre-
quency, and resources are commensurate
with the insurance and annuity activities
conducted.

d. Determine how the BHC selects insur-
ance underwriters with whom to do
business, as well as how the banking
organization monitors the continuing per-
formance of the underwriters.

e. Determine the adequacy of the BHC
board of directors’ oversight of the insur-
ance management team’s qualifications,
the training and licensing of personnel,
and general compliance with state insur-
ance regulations.

17. MGAs do not assume underwriting risk. Through con-
tractual arrangements with an insurer, MGAs have the author-
ity to write policies on behalf of the insurer in certain
instances, thereby binding the insurer to the policy. Certain
minimum provisions governing MGA agreements are delin-
eated in the applicable National Association of Insurance
Commissioners (NAIC) model law.
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f. Review the internal controls of the BHC
related to third-party arrangements,
including arrangements for sales, pro-
cessing, and auditing of insurance and
annuity activities.

7. Claims, litigation, and functional regulator
supervision. Assess legal and reputational
risk.
a. Identify any significant litigation against

the BHC arising from its insurance or
annuity sales activity and the likely impact
of the litigation on the BHC.

b. Obtain the insurance agency’s errors and
omissions claims records for the past
several years, including a listing of claims
it has made and the amount of claims,
the claim status, and the amount of claim
payments.

c. Review the BHC’s policies and proce-
dures for tracking and resolving claims.
Determine if the policies and procedures
appear adequate and if they are adhered
to.

d. Determine if the applicable functional
regulator has any outstanding supervi-
sory issues with the insurance agency.

8. Consumer complaints.
a. Determine if the BHC’s management has

policies and procedures in place to assess
whether consumer complaints received
are likely to expose the BHC to regula-
tory action, litigation, reputational dam-
age, or other significant risk.

b. Obtain applicable consumer complaint
files, and evaluate internal control proce-
dures to ensure the complaints are being
adequately addressed.

9. Audit and compliance functions.
a. Determine the date of the most recent

review of the insurance or annuity sales
activities by the audit and compliance
functions.

b. Determine the adequacy of the BHC’s
management policies and procedures for
ensuring that any deficiencies noted in
such reviews are corrected, and ascertain
whether any such deficiencies are being
adequately addressed.18

10. Insurance underwriter oversight of agent/
agency activities.
a. Determine if the banking organization

has adequate policies and procedures to
review and resolve any issues or con-
cerns raised by an insurance underwriter
regarding the producers used by, or affili-
ated with, the BHC.19

b. Determine whether any of the insurance
underwriters conducted a periodic review
of producers that they engaged to sell
insurance.

11. State supervisory insurance authorities.
a. During discussions with the BHC’s man-

agement, determine whether state insur-
ance regulators have raised any issues or
concerns in correspondence or reports.

b. Consult with the state insurance regula-
tor (or regulators), as appropriate, to
determine any significant supervisory
issues, actions, or investigations. (For
multistate agencies, contacts with states
may be prioritized on basis of the loca-
tion of the agency’s head office or by a
determination of the significance of sales
by state. Both financial examinations and
market conduct examinations conducted
by the state insurance departments are
targeted at insurance underwriters, not
agencies. Therefore, information avail-
able from the states pertaining to agen-
cies may be very limited.)

12. Operational risk assessment. Ascertain from
BHC management whether there are—
a. any significant operational problems or

concerns relating to insurance or annuity
sales activities;

b. policies and procedures in place to ensure
accurateand timely reporting to theBHC’s
management of insurance or annuity sales
activity plans, financial results, and sig-
nificant consumer complaints or lawsuits
or compliance issues, such as errors and
omissions claims;20

c. appropriate policies and procedures at
the BHC to ensure accurate reporting of

18. Enforcement of the privacy provisions of the GLB Act
as they relate to state member banks is the responsibility of
the Board’s Division of Consumer and Community Affairs.
However, enforcement of the privacy provisions of the GLB
Act with respect to the insurance activities of nondepository
subsidiaries of a state member bank is the responsibility of the
state insurance regulators.

19. Insurance underwriters generally have procedures to
determine whether individual producers affiliated with agen-
cies are selling the underwriters’ products in conformance
with applicable laws and regulations. These reviews’ findings
and conclusions should be available to the state member
bank’s management.

20. Errors and omissions insurance should be in place to
protect the state member bank against loss sustained because
of an error or oversight, such as failure to issue an insurance
policy. A tracking system to monitor errors and omission
claims should be in place and monitored by the state member
bank, as appropriate. See section 4040.1, ‘‘Management of
Insurable Risks,’’ of the Commercial Bank Examination
Manual.
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insurance or annuity sales activity on
Federal Reserve regulatory reports (Deter-
mine from applicable Board or Reserve
Bank contacts if there are any outstand-
ing issues with respect to potential
reporting errors on submitted Federal
Reserve reports, BHC and bank call
reports, or other applicable reports. If so,
seek resolution of the issues); and

d. adequate disaster-recovery plans and pro-
cedures to protect the BHC from loss of
data related to insurance or annuity sales
activities.

3950.0.10.2 Consumer Protection in Sales
of Insurance Regulation

These examination procedures apply only to the
examination of state member banks. The proce-
dures are provided for the BHC examiner’s
information only.

The following procedures should be risk-
focused in accordance with the Federal Reserve’s
risk-focused framework for supervising banking
organizations. The procedures should be carried
out as necessary to adequately assess the state
member bank’s compliance with the Consumer
Protection inSalesof Insurance (CPSI) regulation.

1. Determine the role of the state member
bank’s board of directors and management
in ensuring compliance with the CPSI regu-
lation and applicable state consumer
regulations.

2. Evaluate the management information sys-
tem (MIS) reports the state member bank’s
board or designated committee relies on to
monitor compliance with the consumer regu-
lations and to track complaints and com-
plaint resolution.

3. Review the state member bank’s policies
and procedures to ensure they are consistent
with the CPSI regulation, and conduct trans-
action testing, as necessary, in the following
areas:21

a. disclosures, advertising, and promotional
materials

b. consumer acknowledgments
c. physical separation from areas of deposit-

taking activities
d. qualifications and licensing for insurance

personnel
e. compliance programs and internal audits
f. hiring, training, and supervision of insur-

ance or annuity sales personnel employed
directly by the state member bank, or of
third parties selling insurance or annuity
products at a state member bank office or
on behalf of the state member bank

g. compensation practices and training for
personnel making referrals

4. If a third party sells insurance or annuities
at the state member bank’s offices or on
behalf of the state member bank, review the
state member bank’s policies and proce-
dures for ensuring that the third party com-
plies with the CPSI regulation and other
relevant policies and procedures of the bank.

5. Review the state member bank’s process
for identifying and resolving consumer com-
plaints related to the sale of insurance prod-
ucts and annuities.

6. Obtain and review the record of consumer
complaints related to the CPSI regulation.
These records are available from the Board’s
Division of Consumer and Community
Affairs’ database. (See CP letter 2001-11.)

7. Include examination findings, as appropri-
ate, in the commercial bank examination
report or in other communications to the
bank, as appropriate, that pertain to safety-
and-soundness reviews of the bank.

3950.0.11 INTERNAL CONTROL
QUESTIONNAIRE

3950.0.11.1 Risk Assessment of
Insurance and Annuity Sales Activities

3950.0.11.1.1 Program Management

1. Does the BHC have a comprehensive pro-
gram to ensure that its insurance and annu-
ity sales activities are conducted in a safe
and sound manner?

2. Does the BHC have appropriate written
policies and procedures commensurate with
the volume and complexity of the insurance
or annuity sales activities?

3. Has management obtained the approval of
the board of directors for the program scope
and the associated policies and procedures?

4. Have reasonable precautions been taken to
ensure that disclosures to customers for

21. If the examiner determines that transaction testing of a
functionally regulated nonbank affiliate of the state member
bank is appropriate in order to determine the state member
bank’s compliance with the CPSI regulation, the examiner
should first consult with and obtain approval from appropriate
staff of the Board’s Division of Banking Supervision and
Regulation.
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insurance or annuity sales and solicitations
are complete and accurate and are in com-
pliance with applicable laws and regulations?

5. Does the BHC’s management effectively
oversee the insurance or annuity sales
activities, including those involving third
parties?

6. Does the BHC have an effective indepen-
dent internal audit and compliance program
in place to monitor retail sales of insurance
or annuity products?

7. Does the BHC appropriately train and
supervise employees conducting insurance
or annuity sales activities?

3950.0.11.1.2 Management Information
Systems

8. Does the BHC’s insurance program man-
agement plan establish the appropriate man-
agement information systems (MIS) neces-
sary for the banking organization’s board of
directors to properly oversee the insurance
or annuity sales activities?

9. Does the MIS provide sufficient informa-
tion to allow for the evaluation and mea-
surement of the effect of actions taken to
identify, track, and resolve any issues rela-
tive to compliance with the CPSI regulation?

10. Does the MIS include sales volumes and
trends, profitability, policy exceptions and
associated controls, customer complaints,
and other information providing evidence
of compliance with laws and established
policies?

3950.0.11.1.3 Compliance Programs and
Internal Audits

11. Are there policies and procedures in place
to ensure that insurance or annuity sales
activities are conducted in compliance with
applicable laws and regulations?

12. Do compliance procedures identify poten-
tial conflicts of interest and how such con-
flicts should be addressed?

13. Do the compliance procedures provide a
system to monitor customer complaints and
track their resolution?

14. When applicable, do compliance procedures
call for verification that third-party sales are
being conducted in a manner consistent
with the agreement governing the third par-

ty’s arrangement with the BHC?
15. Is the compliance function conducted inde-

pendently of the insurance or annuity sales
and management activities?

16. Docompliancepersonneldetermine thescope
and frequency of the insurance-product
review?

17. Are findings of insurance or annuity sales
activity compliance reviews periodically
reported directly to the BHC’s board of
directors or a designated committee thereof?

3950.0.11.2 Consumer Protection in Sales
of Insurance Regulation

This internal control questionnaire applies only
to the examination of state member banks. It is
provided for the BHC examiner’s information
only.

If applicable, review the state member bank’s
internal controls, policies, practices, and proce-
dures for retail insurance or annuity sales activi-
ties conducted by the bank on bank premises or
on behalf of the bank. The bank’s program
management for such activities should be well
documented and should include appropriate per-
sonnel training, as well as compliance and audit-
function coverage of all efforts to ensure com-
pliance with the provisions of the Board’s CPSI
regulation.

3950.0.11.2.1 Advertising and
Promotional Materials

1. Do advertising materials associated with the
insurance or annuity sales program create
an erroneous belief that—
a. an insurance product or annuity sold or

offered for sale by the state member
bank, or on behalf of the bank, is backed
by the federal government or the bank,
or that the product is insured by the
FDIC?

b. an insurance product or annuity that
involves investment risk does not, in
fact, have investment risk, including the
potential that principal may be lost and
the product may decline in value?

2. Does a review of advertising for insurance
products or annuities sold or offered for sale
create an erroneous impression that—
a. the state member bank or an affiliate or

subsidiary may condition the grant of an
extension of credit to a consumer on the
purchase of an insurance product or
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annuity by the consumer from the bank
or an affiliate or subsidiary of the bank?

b. the consumer is not free to purchase an
insurance product or annuity from another
source?

3950.0.11.2.2 Disclosures

3. In connection with the initial purchase of an
insurance product or annuity by a con-
sumer, does the initial disclosure to the con-
sumer, except to the extent the disclosure
would not be accurate, state that—
a. the insurance product or annuity is not a

deposit or other obligation of, or is not
guaranteed by, the state member bank or
an affiliate of the bank?

b. the insurance product or annuity is not
insured by the FDIC or any other agency
of the United States, the state member
bank, or (if applicable) an affiliate of the
bank?

c. in the case of an insurance product or
annuity that involves an investment risk,
there is risk associated with the product,
including the possible loss of value?

4. In the case of an application for credit, in
connection with which an insurance prod-
uct or annuity is solicited, offered, or sold,
is a disclosure made that the state member
bank may not condition an extension of
credit on either—
a. the consumer’s purchase of an insurance

product or annuity from the bank or any
of its affiliates?

b. the consumer’s agreement not to obtain,
or a prohibition on the consumer’s
obtaining, an insurance product or annu-
ity from an unaffiliated entity?

5. Are the disclosures under question 3 above
provided orally and in writing before the
completion of the initial face-to-face sale of
an insurance product or annuity to a
consumer?

6. Are the disclosures under question 4 above
made orally and in writing at the time the
consumer applies in a face-to-face interac-
tion for an extension of credit in connection
with which insurance is solicited, offered,
or sold?

7. If a sale of an insurance product or annuity
is conducted by telephone, are the disclo-
sures under question 3 above provided in
writing, by mail, within three business days?

8. If an application for credit is made by tele-
phone, are the disclosures under question 4
above provided by mail to the consumer

within three business days?
9. Are the disclosures under questions 3 and 4

above provided through electronic media
instead of on paper, only if the consumer
affirmatively consents to receiving the dis-
closures electronically, and only if the dis-
closures are provided in a format that the
consumer may retain or obtain later?

10. Are disclosures made through electronic
media, for which paper or oral disclosures
are not required, presented in a meaningful
form and format?

11. Are disclosures conspicuous, simple, direct,
readily understandable, and designed to call
attention to the nature and significance of
the information provided?

12. Are required disclosures presented in a mean-
ingful form and format?

3950.0.11.2.3 Consumer Acknowledgment

13. At the time a consumer receives the required
disclosures, or at the time of the consumer’s
initial purchase of an insurance product or
annuity, is a written acknowledgment from
the consumer that affirms receipt of the
disclosures obtained?

14. If the required disclosures are provided in
connection with a transaction that is con-
ducted by telephone—
a. has an oral acknowledgment of receipt

of the disclosures been obtained and is
sufficient documentation maintained to
showthat theacknowledgmentwasgiven?

b. have reasonable efforts to obtain a writ-
ten acknowledgment from the consumer
been made?

3950.0.11.2.4 Physical Separation from
Deposit Activities

15. Does the state member bank, to the extent
practicable—
a. keep the area where the bank conducts

transactions involving the retail sale of
insurance products or annuities physi-
cally segregated from the areas where
retail deposits are routinely accepted from
the general public?

b. identify the areas where insurance prod-
uct or annuity sales activities occur?

c. clearly delineate and distinguish insur-
ance and annuity sales areas from the
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areas where the bank’s retail deposit-
taking activities occur?

3950.0.11.2.5 Qualifications and
Licensing

16. Does the state member bank permit any
person to sell or offer for sale any insurance
product or annuity in any part of its office
or on its behalf, only if the person is at all
times appropriately qualified and licensed
under applicable state insurance licensing
standards for the specific products being
sold or recommended?

3950.0.11.2.6 Hiring, Training, and
Supervision

17. Have background investigations of prospec-
tive employees that will sell insurance prod-
ucts or annuities been completed?

18. When a candidate for employment has pre-
vious insurance experience, has a review to
determine whether the individual has been
the subject of any disciplinary actions by
state insurance regulators been completed?

19. Do all insurance or annuity sales personnel
or third-party sales personnel conducting
sales activities at or on behalf of the state
member bank receive appropriate training
and continue to meet licensing require-
ments?

20. Does training address policies and proce-
dures for sales of insurance and annuity
products, and does it cover personnel mak-
ing referrals to a licensed insurance producer?

21. Does training ensure that personnel making
referrals about insurance products or annu-
ities are properly handling all inquiries so
as not to be deemed to be acting as unli-
censed insurance agents or registered (or
equivalently trained) securities sales repre-
sentatives (for insurance products that are
also securities) if they are not qualified?

22. When insurance products or annuities are
sold by the bank or third parties at an office
of, or on behalf of, the organization, does
the institution have policies and procedures
to designate, by title or name, the individu-
als responsible for supervising insurance
sales activities, as well as the referral activi-
ties of bank employees not authorized to
sell these products?

23. Does the bank designate supervisory per-

sonnel responsible for monitoring compli-
ance with any third-party agreement, as
well as with the CPSI regulation?

3950.0.11.2.7 Referrals

24. Are fees paid to nonlicensed personnel who
are making referrals to qualified insurance
or annuity salespersons limited to a one-
time, nominal fee of a fixed dollar amount
for each referral, and is the fee unrelated to
whether the referral results in a sales
transaction?

3950.0.11.2.8 Third-Party Agreements

25. Does the state member bank’s management
conduct a comprehensive review of a third
party before entering into any arrangement
to conduct insurance or annuity sales activi-
ties through the third party?

26. Does the review include an assessment of
the third party’s financial condition, man-
agement experience, reputation, and ability
to fulfill its contractual obligations to the
bank, including compliance with applicable
consumer protection laws and regulations?

27. Does the board of directors or a designated
committee thereof approve any agreement
with the third party?

28. Does the agreement outline the duties and
responsibilities of each party; describe the
third-party activities permitted on the insti-
tution’s premises; address the sharing or
use of confidential customer information;
and define the terms for use of the bank’s
office space, equipment, and personnel?

29. Does the third-party agreement specify that
the third party will comply with all applica-
ble laws and regulations and will conduct
its activities in a manner consistent with the
CPSI regulation, if applicable?

30. Does the agreement authorize the bank to
monitor a third party’s compliance with the
agreement, as well as to have access to
third-party records considered necessary to
evaluate compliance?

31. Does the agreement provide for indemnifi-
cation of the institution by the third party
for any losses caused by the conduct of the
third party’s employees in connection with
its insurance or annuity sales activities?

32. If an arrangement includes dual employees,
does the agreement provide for written
employment contracts that specify the duties
of these employees and their compensation
arrangements?
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33. If the bank contracts with a functionally
regulated third party, does the bank obtain,
asappropriate, any relevant regulatory reports
of examination of the third party?

34. How does the bank ensure that a third party
selling insurance or annuity products at or
on behalf of the bank complies with all
applicable regulations, including the CPSI
regulation?

35. How does the bank ensure that any third
party or dual employee selling insurance or
annuity products at or on behalf of the bank
is appropriately trained to comply with the
minimum disclosures and other require-
ments of the Board’s CPSI regulation and
applicable state regulations?

36. Does the bank obtain and review copies of
third-party training and compliance materi-
als to monitor the third party’s performance

regarding its disclosure and training
obligations?

3950.0.11.2.9 Consumer Complaints

37. Does the state member bank have policies
and procedures for handling customer com-
plaints related to insurance and annuity
sales?

38. Does the customer complaint process pro-
vide for the recording and tracking of all
complaints?

39. Does the state member bank require peri-
odic reviews of complaints by compliance
personnel? Is a review by the state member
bank’s board and senior management
required for significant compliance issues
that may pose risk to the bank?
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